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On the Change of Regime

in Public Finances and the
Theoretical and Practical Features

of the Hungarian Method

Reflections on a Book by Csaba Lentner Entitled
Change of Regime and Financial Policy

SUMMARY

In the period after the 2007-2008 cri-
sis, the practical methods and academic
schools advocating that economic growth
and financial stability are maintainable
through the state’s proactive and reason-
able economy engineering also strength-
ened in Hungary. One of the most promi-
nent and trendsetting professors of these
efforts is Csaba Lentner, who outlined, in
his book Change of Regime and Financial
Policy, ideas worth familiarizing with and
inviting professional discussions. More
than a quarter of a century after the
change of regime in Central and East-
ern Europe, the applied economic policy
models and system taxonomies are re-
peatedly compared and new comparative
methods emerge overwhelmingly, con-

firming the significance of and academic
grounding for statecraft, including pub-
lic financing and good governance.
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INTRODUCTION

The author presents the main economic
policy developments between the end of
the socialist planned economy and 2004,
and then in the period between 2010 and
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2016 (making reference to the fiscal ex-
haustion between 2002-2010). The analy-
sis of the two disparate periods provide
a good opportunity for the evaluation of
the characteristic feature of Hungary’s
various financial policies.

The essence of the book is a compari-
son of the repressed role of the state (or
its theoretical alternative practiced at
that time) seen from the moment of the
change of regime, on the one hand, and
the theory and practice of the unconven-
tional, in other words, proactive govern-
ment action. Ultimately, three decades
are overviewed, and they include, at the
last two-thirds (in 2007-2008), a grave
world economic crisis that impeded the
appropriate management of Hungary’s
economy development and rendered ad-
justment to the changes more difficult,
sometimes even appearing impossible. All
these placed Hungarian fiscal and mone-
tary policy under double pressure, which
had to be fended off. The author gets the
point: which are more reasonable in an
emerging market economy (once pursu-
ing a Soviet-type planned economy), i.e.
in Hungary: the conventional economic
policy instruments fitting in the neolib-
eral system of the Washington Consensus
or the regulatory and controlling toolkit
of a proactive state?

DYNAMICS IN PUBLIC FINANCES

With the exception of its last chapter, the
assumptions made in a successful book
of an identical title (Change of Regime and
Financial Policy) and published by Aka-
démiai Kiad6é in 2005 are repeated to
confirm them and present the need for
and implementation of changes.? The au-
thor presents the achievements of the pe-

riod and his expectations of key changes
in finances, as an overview was indispen-
sable, and some of them (as it becomes
clear from the last chapter of the book)
still remain unsolved to this date. The
author raised a series of pivotal questions
in relation to privatisation,® the transfor-
mation of agriculture, taxation and the
one-tier banking system, the European
Union, economic growth, financial equi-
librium, etc. He did so before the onset
of the global economic crisis, which had
lasting impacts felt to this very day. He
was compelled to highlight the problem
of increasing government indebtedness,
and the most significant unsolved issues
of the financial sector that are in har-
mony with the national financial policy.
“Raising the budget funds required for
the permanent disbursement of govern-
ment subsidies, and the elaboration of
financial policy instruments providing a
basis for raising liquid funds from com-
mercial markets indispensable for lend-
ing to businesses are among the most
urgent duties in the new millennium?”,
the author thought in 2005 and his ideas
proved to be forward-looking (Lentner,
2005a, p. 233).

In preparation for the first part of
the book, the author published several
studies between 1990 and 2005.* Already
at that time he was seeking solutions for
problems like the need to set up an effi-
cient system of financial institutions, the
insufficiently clarified questions of Hun-
gary’s accession to the European Union
relating to the financial sector, the chal-
lenges Hungary may face at the turn of
the millennium, the evaluation of the
financial strategy implemented at that
time, the possible solutions that may be
included in the political and economic

457



Academic Workshop and Book Reviews

toolkit, etc. Already back then (in 2005)
he raised the possibility (or need) of de-
parting from the wonted financial policy
principles and methods, and solidified
economic constraints.

I consider it very important that he in-
cludes the general government as part of
fiscal policy and practice (justas I do and
profess), as no efficient financial policy
can be developed without this approach.
The author’s demand for the develop-
ment of an adequate tax policy through
the enforcement of the “needed but suf-
ficient” principle is especially important,
as in the absence of the latter permanent
GDP growth may be impeded.

After the change of regime, the slight
contradiction in financial conditions was
manifest mainly in the hectic budget
changes. This was solved by a series of
budgetary reforms (1995, 1998, 2000-
2002), however, for various reasons they
remained below the expectations. In that
period the activity of the two-tier bank-
ing system could already be evaluated: if
the government and the National Bank
of Hungary (acting as a “bank of banks”)
correctly established credit relations and
the conditions of lending, appropriately
regulated the monetary base required
for the economy, and if it was sufficiently
prepared for the interrelationships to be
necessarily set up in relation to the inter-
national payment transactions and with
the state (budget).

BANKING POLICY AND ECONOMIC POLICY
UP TO THE 2004 ACCESSION TO THE EU

In view of the above, the author goes into
details as to the structural problems of the
two-tier banking system established after
1987, addressing the difference between
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the financing policies of foreign- and
Hungarian-owned banks and the compa-
nies and corporations operating in the
key sectors of the national economy. As a
result, numerous companies without suf-
ficient coverage were granted plenty of
funds in the form of loans, while others,
primarily small and medium-size enter-
prises, were unduly elbowed out of lend-
ing. All this adversely affected both indus-
try, especially agriculture,” and services,
including employment, which resulted
in enormous losses in government reve-
nues, further increasing the budget debt.
Meanwhile, the financial institutions still
in Hungarian hands, already undergoing
transformation and struggling with nu-
merous weaknesses, suffered enormous
losses as a result of their freezing of their
allocated loans. Due to its significance,
the author returns to this problem in var-
ious contexts, as in his opinion Hungary
became particularly exposed to interna-
tional capital, increasing the threat of an
economic paralysis.

The role of gold in the central bank’s
reserve appreciates at certain intervals,
and is given less priority at other times.
I agree with the author that in the two-
tier banking system recently introduced
in Hungary at that time, the central bank
also followed the international trend of
the day, by considerably reducing its gold
reserve, while e.g. the US did not take
any such action.® Although we witnessed
a doubtless demonetisation of gold,
the author clearly calls the attention to
the need to strengthen the role of gold
among the assets that serve as central
bank reserves. The reason is that he was
afraid that private capital would cease-
lessly purchase the central banks’ gold re-
serves, and thus they would be withdrawn
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from the national monetary aggregates.
If this actually happens, central banks,
in this particular case, the National Bank
of Hungary, lose one of their most im-
portant market controlling instruments,
and the purchasing power of currencies
(in this case, the forint) would depreci-
ate considerably. At present, particularly
in the light of the most recent world eco-
nomic crisis, to contest the soundness of
these assumptions might be dangerous.
Currently, bank transfers cannot be
skipped during international
transfers, they are simultaneously na-
tional and international, due not merely

capital

to their ownership structures but also
to their financing, capital accumulation
functions and role played as incentives to
save. The author reminds us that in the
interest of our competitiveness, mem-
bership in the EU notwithstanding, the
country cannot dispense with strengthen-
ing its central banking and commercial
banking positions, a favourable modi-
fication in the national wealth, and the
reinforcement of the instruments used
for state intervention, not merely for the
purpose of defence but also to bring the
adjustment mechanism to success.

Based on several decades of my cen-
tral banking experience, I can only agree
with the author, who quotes the opinion
of Imre Menyhay: “the current liberal va-
riety of democracy brings the powerful
and unilateral appreciation of the indi-
vidual desire to make money and wealth
in its train, which... might manifest to
the detriment of the society’s community
values” (Menyhay, 1998). All this entails
increase in insolvency, in the number
of cash payments circumventing banks,
and aggressive personal endeavours to
make money and wealth. Actually, this

was the fact that made thing difficult for
the budget and the central bank. Never-
theless, I must add that this was not some
conscious “behaviour based on theory”,
the stakeholders simply abused the situa-
tion that had evolved, as the support pro-
grammes launched by the state became
dependent on and monetary policy was
characterised by an ad hoc operation ad-
justed to government cycles. This made
both continuity and transparency unpre-
dictable, rearranged the market in fa-
vour of businesses operating with foreign
backing and to the detriment of Hun-
garian ones. As a result, the latter were
compelled to permanent borrowing,
even in the case of uncertain repayment
capacities, and this caused serious dam-
age to the intermediaries in the banking
system. In the author’s opinion all this
greatly hindered and simultaneously un-
dermined the creation of a middle class
in Hungary on the basis of independent
domestic businesses.

As Hungary had traditionally been
compelled to raise capital from abroad,
in his assumption the Hungarian econ-
omy is fundamentally dependent on the
global economy, and thus the options of
a spectacular development and of reces-
sion are given simultaneously, and give
rise to vulnerability in economic and
social relations and a weak capability to
enforce national interests. Thus particu-
lar attention must paid to the conditions
and opportunities of using external re-
sources, and to fiscal, monetary and, not
least, social stability.

The author thinks that “During the
decade past, the world economy and more
specifically, the European Union have be-
come points of attraction and directions of
closing the gap” (Lentner, 2016, p. 278).
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However, this compelled Hungarian eco-
nomic policy to change the paradigm, ir-
respectively of the nature of developments
in the world economy. The official eco-
nomic policy coined this as the “Hungar-
ian model”, focussed, in the author’s opin-
ion, on a “conservative” state-engineered
economic policy, the maintenance of the
external and internal financial equilibri-
um, and ensuring an appropriate external
capital and financial stability.

As an indispensable precondition of
the above requirements, Hungary must
have a relationship with the international
capital markets and financial institutions.
The several price explosions seen in the
world market prices from the early 1970s
had serious impacts on all the continents
of the globe. Countries were divided into
two major groups: those that instantly re-
sponded to the crises developed their eco-
nomic policies with due consideration to
them, contained growth (primarily invest-
ments), tightened their fiscal and mon-
etary policies to prepare for the expected
recession, modified the conditions of dis-
tribution and redistribution, increased
price levels etc., while those that consid-
ered the grave consequences of the crisis
as merely transitional and made a kind of
fetish of the trend that had evolved.

Hungary belonged to the latter, and
“once the fixed exchange rate system
collapsed, real sector performances are
considerably exceeded by financial sector
growth overheated by speculation” (Lent-
ner, 2016, p. 290). Nearly after a decade, in
the absence of the required internal accu-
mulation, Central and Eastern European
countries made efforts at closing the gap
to their external markets using external de-
velopment resources. The capital adequa-
cy of the banking system, which had been
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restructured and turned into a two-tier
system, proved to be insufficient to meet
the increasing demand for lending, and
this led to the relocation and market ac-
quisition of foreign banks. In our days (in
2017), however, the relationship between
financial institutions and their customers
may already be considered consolidated,
thanks partly to the consumer protection
activity of the National Bank of Hungary,
as “the MNB forces financial service pro-
viders to act fairly, placing emphasis on the
increased protection of defenceless con-
sumer groups” (Lentner, 2016, p. 316).
The European Union has also recognised
the necessity of modernising financial reg-
ulation, and stressed the significance of a
more efficient banking regulation. The au-
thor gives practical examples from the pe-
riod preceding 2013, when in the absence
of sufficient authorization the Hungarian
Financial Supervisory Authority was un-
able to make efficient achievements.

ENFORCEMENT OF THE PROACTIVE STATE
MODEL

In the last chapter of the book, the author
sums up the historical background, rea-
sons, aims and achievements of a change
of regime in public finances, in compari-
son to certain international cases.” An
implicit agreement has been reached
among the economists advocating diverse
views on the absence of a coherent eco-
nomic policy, the unsatisfactory manage-
ment of the 2008 crisis, the deficiencies
of power techniques, the quality of state
involvement, the role played by interna-
tional economy and the financial institu-
tions, state indebted ness and the drain-
ing of state property, etc. “Hungary has
sunk into a complete debt trap. At the
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level of the general government and of
families and households” (Lentner, 2016,
p- 304).# In the author’s opinion, the di-
verse expert conclusions clearly reveal
that “only a strong and well-organised
state capable of proactively intervening in
economic and social procedures can effi-
ciently enforce the interests of the nation-
al economy, the market participants and
families” (Lentner, 2016, p. 304). Due to
the essential assumptions and the presen-
tation of the unconventional instruments
and methods, Csaba Lentner’s book can
be rightly listed among Hungarian scien-
tific works of taxonomic significance.’

Then the author goes on to give details
of the current state of the more important
components of fiscal policy, such as an ac-
ceptable share of all in taxation, the policy
of opening up new markets, the reduction
of public utility fees and personal income
taxes, the moderation of the burdens of
FCY loan debtors and SMEs, the favour-
able developments in the labour market,
and not least, the favourable position of
the external debt and the budget. Based
on all these he establishes that: “Fiscal
consolidation provided a good basis for
launching a change in monetary policy”!
(Lentner, 2016, p. 308), which comprised
four elements:

1) mitigation of the base rate,

2) the funding for growth,

3) the selffinancing and

4) the corporate social responsibility
programmes.

In addition, the National Bank of
Hungary assumes responsibility for the
environment, the society and sustainable
long-term development, but does not
abandon education, science and finan-
cial awareness raising, consumer protec-
tion etc. either, in other words, it sup-

ports value preservation and creation.
Thus the author ascertains that as a
result of the fiscal consolidation that had
been accomplished by 2013, and of the
change in the monetary regime, between
2013 and 2016 the financial position of the
various groups of money owners (budget,
local councils, companies and the popula-
tion) could be considered balanced, while
the banks and companies with foreign in-
terest had to make sacrifices. The need for
a change of perspective in economic poli-
cy, claimed by the author in 2005 on the
basis of theoretical functions set up in an
empirical approach for the portfolio (gov-
ernment securities market) and foreign
direct investments, was proven in 2016,
as evidenced in the last (20th) chapter of
Lentner’s book. In 2005, the author wrote
that the foreign direct investment flow-
ing to Hungary from the beginning of the
change of regime had, in a certain sense,
dynamised the economy, however, the tax
policies applied byt the various govern-
ments only imposed very moderate taxes
on international companies and invest-
ments, which after some time, in terms of
contribution to GDP, gave the backbone
of the Hungarian economy. The tax rev-
enues not received by the budget and the
weak tax payment capacity of state-owned
companies and Hungarian SMEs against
a background of increasing financial de-
mands by those falling out of the labour
market, domestic companies, local gov-
ernments and the social supply system,
generated a deficit in public finances and
consequently, sovereign debt. A financial
deficit evolved along with a debt trap aris-
ing from the insufficient budget organi-
sation, which was then followed by social
deficit and a social dissatisfaction trap.
In order to raise funds to cover the grow-
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ing deficit, an increasing amount of for-
eign loan had to be borrowed, and after
some time the FDI received in Hungary
was exceeded by the amount of funds al-
located to the market of government se-
curities. The debt service resulting from
the increasing indebtedness deprived
welfare, healthcare, education and a more
pronounced support to Hungarian busi-
nesses of considerable funds. Thus essen-
tially, foreign direct investment operating
at minimum taxes (unadjusted to the ac-
tual tax payment capacity) did drive the
economy (GDP and exports), but simul-
taneously it generated government deficit
with the “approval” of the inappropriate
economic policy applied by the govern-
ment. The ever rising interests paid on
the foreign loans (portfolio investments)
raised to finance the increasing current
deficit and government debt reduced the
stability of the macroeconomic environ-
ment, and the funds available for training
employees and improving the healthcare
system. In order to improve the deteriorat-
ing situation, the author recommended
(back in 2005) that the economy should
be consolidated by levying taxes in adjust-
ment to the tax payment capacity of for-
eign direct investments and providing tax
benefits to Hungarian residents to rev up
solvent demand, consumption and thus
the economy (based on ]. M. Keynes’s
model). After this improvement in the
stability of public finances, as a result of
healthcare and education run from more
money, foreign banks and corporations,
which have sacrificed part of their profits
in the budget balancing process, will sub-
sequently be able to have access to higher
trained and healthier employees, and
thus their presence in Hungary will be
given new content and a more favourable
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climate for long-term operation. The tem-
porary profit sacrifices repay as a result of
the new tax policy. Thus instead of exten-
sive conditions (tax benefits), the reloca-
tion of foreign investors can be improved
through qualitative factors (more stable
general government, higher trained and
healthier labour). This is, in essence, the
author’s theory of the relocation and inte-
gration of international companies (from
2005), which can also be interpreted as
the theoretical foundation of the eco-
nomic policy that unrolled after 2010 and
which was proven correct by the author in
his new book."

The book presents the readers with
the changes and dynamic in Hungarian
economic policy, provides a theoretical
explanation for and confirmation of the
prevailing practice, in numerous cases also
including criticism. The author himself is
a practical expert who has been active dur-
ing the past decades, but worthy of a scien-
tist well-established as a university profes-
sor, he analyses the intervention methods
used by economic policy and the insepara-
ble financial management, and their social
impacts. In the publisher Akadémiai Ki-
ado’s (official) notice released in 2005 (for
the first publication), the author’s readi-
ness and ability to change was marked as
his most outstanding merit and virtue, and
this also characterises the Hungarian econ-
omy.”? Recalling the communication of
Akadémiai Kiad6, now in 2016 and 2017,
when the enlarged monography, accessi-
ble in a printed and an electronic version,
is quoted as a reference, it can be repeated
that a solid piece of work has been made."

Csaba Lentner’s overview of several
decades presents us with numerous exam-
ples within the scope of the main trend,
and they require thorough considera-
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tion and a profound knowledge of fiscal
and monetary processes. He explains his
ideas on the basis of an enormous Hun-
garian and foreign literature, and even
skilled practitioners will not find it easy to
read. This, however, does not reduce the
author’s merits and the book can serve
as an excellent source for those studying
this topic or are interested in Hungary, or
more generally, in the transformation of
the post-soviet region.

Lentner, Csaba (2016): Rendszervdllds és
peénziigypolitika [Change of regime and finan-
cial policy]. Akadémiai Kiads, Budapest, 336
pages.

NoTES
! The author headed a department at the National
Bank of Hungary for several decades and he was
one of the fathers of the theoretical foundations
underlying the two-tier bank system. In the first
half of the 1990s he acted as the managing direc-
tor of the Hungarian Credit Bank, and then as
the Deputy CEO of the Hungarian Trade and
Credit Bank. He is an honorary university profes-
sor at the Corvinus University of Budapest and at
the Budapest Business School. He received the
Silver Cross of Merit of the Republic of Hungary.
Field of research: banking regulation, measur-
ing money demand and supply, and monetary
governance. Major works: Antiinfldcios vitkeresés
— monetaris politika és gyakorlat Magyarorszdgon
[Anti-inflationary reflection — monetary policy
and practice in Hungary]. KJK, Budapest, 1987;
A makropénziigytan  alapjai  [Fundamentals of
macroeconomic finances]. Veszprémi Egyetemi
Kiado, Veszprém, 1998; Banktan [Banking]. Tas
Kiad6, Budapest, 2002; Pénzpiacok szabdlyozdsa
Magyarorszigon [Regulation of financial markets
in Hungary]. (Co-author with Csaba Lentner,
Pal Kolozsi and others), Akadémiai Kiad6, Bu-
dapest, 2006; Fgy valuta torténete [The story of a
currency]. I’Harmattan Kiadé, Budapest, 2011;
Bankmenedzsment. Bankszabdlyozis, pénzigyi

fogyasztévédelem [Bank management: Bank

o

regulation, financial consumer protection]. (Co-
author), Nemzeti Kozszolgilati és Tankonyv Ki-
ad6, Budapest, 2013. Publication presenting his
academic achievements: Pénziigypolitikai stratégidk
a XXI. szdzad elején. A pénziigyi intézményrendszer, a
tudomany és a felsooktatds szolgdlatdaban [Financial
policy strategies in the early 21st century: The sys-
tem of financial institutions in the service of sci-
ence and higher education]. A book in honour
of Professor Erné Huszti on his 75th birthday, ed.
Csaba Lentner, Akadémiai Kiadé, 2007.

“..I confirm that my criticism and predictions
for the future have stood the test of time and are
still correct today...” (Lentner, 2016, p. 5).

In relation to the privatisation procedures tak-
ing place in Central and Eastern Europe, he
quotes the apposite idea of the Polish econo-
mist, Lewandowsky, which says that “privatisa-
tion is the sale of companies of unknown values
and not owned by anybody to buyers who do not
have money” (Lentner, 2016, p. 14). The author
had a similar opinion: “..according to the gov-
ernment’s solutions, ultimately the Hungarian
nation will remain without any assets at all, but
the internal and external sovereign debts will
continue to rise...” (Lentner, 2016, p. 21).

See literature at the end of the article.

In 2005, agriculture provided no more that 4
percent of GDP and 8 percent of the country’s
total export, and the number of employees
dropped significantly in this sector.

I myself believe any gold reserve kept in the cen-
tral bank’s vault in addition to a specific amount
(required for safety reasons) is just as “dead” as
the vault, it does not generate any income, and
so it should be reasonably allocated.

In Csaba Lentner’s interpretation, in the fiscal
policy line, the change of regime in public financ-
es took place in 2010, following more than two
decades of chronic weakness in public finances
under a neoliberal management, after its fate
was sealed by the 2007-2008 crisis. In the author’s
terminology the expression “change of public fi-
nance regime” includes the transformation of tax-
ation and a shift in government finances towards a
stricter regulation and central economy engineer-
ing after 2010, and the policy of the central bank
operating with multiple mandates after 2013.
The author considers consolidation successful
for all the three areas, in a manner that gener-
ates a combined impact.
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Without attempting to be exhaustive: Matolcsy,
2015; Gyorgy and Veress, 2016; Pogitsa, 2016.

19 This was reinforced by the communication of
the Monetary Council of the National Bank of
Hungary, published in the second half of 2010,
stating that “it can be established that as a result
of the global upturn, recession has come to an
end in Hungary”.

T Lentner, 2005, Chapter 17, with special focus on
pp- 265-267.

12 Moreover, certain segments in the new type of
economic policy (bank policy, bank regulation,
public finances, consolidation) are also analysed
in the author’s books published after 2010.

13 https://akademiai.hu/1881/gazdasag/tovabbi_
konyvek/rendszervaltas_es_penzugypolitika_1.
In view of the significance of the content of the
book, owing to the good offices of publisher, the
author’s ideas are also accessible for reading in
an electronic format at: https://mersz.hu/do-

kumentum/dj231rep__1/.
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