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The economic crisis revealed a number of hidden contradictions in the economic policy of EU 
the roots of which go back to the Maastricht decisions. Knowing the large differences in the 
development level of member states and the force of national traditions, the aim to introduce a 
common currency was premature. The creation of the cohesion fund could have diminished 
the problem, however, a real policy of economic integration of less developed countries was 
not elaborated and the role of the fund remained marginal. The situation further worsened in 
consequence of the simultaneous decision to start negotiations with countries of Eastern 
Europe and later with countries of the previous Yugoslavia, and the following enlargement of 
the EU. Under these circumstances the European Stabilisation Facility that means a 
reinforcement of austerity policies applied to improve foreign finances and save the banking 
sector would only deepen the economic and financial crisis and the split among different 
groups of member states. The policy to run forward that helped to overcome difficulties in 
certain cases in the previous decades of EEC and EC would not work under the evolved 
situation, which suffers exactly from overestimated freedom of action and rash decisions. To 
follow the same policy that caused the problems endangers the very existence of the euro area 
and EU itself. The deadlock of the situation will be shown below by the case of the Hungarian 
development during the last twenty years. 
 
The system change 
 
A close linkage is to be found between the IMF, World Bank and EU membership of Hungary 
on one hand, and the transition from a socialist into a capitalist country and the history of the 
indebtedness on the other. Connections with IMF and WB started following the second oil 
price shock that doubled oil prices in 1979-1980. Due to the large energy dependence and 
previous indebtedness, the Hungarian economy neared the brink in 1981. To avoid 
bankruptcy the idea to enter the World Bank and IMF has been raised to the highest decision 
making level and, finally, received support by the leadership of the Hungarian Socialist 
Workers Party. 
 
The official entrance into the IMF and WB happened in May 1982. Hungary received a warm 
verbal welcome being the first Eastern European country entering the two institutions. The 
country received IMF stand-by arrangements and a number of WB loans that kept the country 
on the surface. Contacts with experts of WB and IMF became intensive and their influence 
increased among economists and politicians. In 1987 IMF raised severe conditions to sign a 
new arrangement and the government submitted to circumstances. At this moment started in 
Hungary de facto the system change though the final political action followed only in 1990. 
 
IMF and World Bank suggestions were an adoption of the neoliberal theory, substance of 
which say:  governments should cease direct state economic interventions, and open the way 
for private markets to distribute economic resources efficiently; this way dynamic economic 
growth will start of which each member of the society will gain. In the spirit of the 
“Washington Consensus” IMF and World Bank recommended measures of decentralisation, 
deregulation, liberalisation and privatisation. 
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In the period of 1982-1990, to promote the fight for the system change, IMF opened 4 stand-
by arrangements in a total value of 1324 million SDR. After the parliamentary (5 party) 1990 
election, the newly formed conservative government received an extended arrangement of 
1114 million SDR in 1991, followed by an arrangement 340 million SDR in 1953. In the 
elections of 1994, the socialist government won 72 percent of votes, but formed the 
government together with the Free Democrats, a liberal party. Under the pressure of IMF the 
government introduced a stabilization package in 1995 (its short description see in frame) and 
following its predecessor’s policy of privatisation, sold the Hungarian trade and credit 
banking system to big foreign banks. With these actions the system change ended and there 
was no more need to IMF assistance for about a decade.  
 

The stabilisation package of 1995 
 
In response to the deterioration of the current account the finance minister elaborated a strict 
stabilisation program in the spirit of IMF exigencies. The package has been presented on the 
government meeting of 12th March 1995; two socialist ministers resigned, but the government 
adopted the program. The Ministry of Finance projected that these measures will decrease the 
budget deficit by 170 billion forints. 
 
The government decision subordinated all policies (fiscal, monetary, trade and social policy 
equally) to the aim of re-establishing the short-term equilibrium.  
– The currency (forint) was devaluated by 9 percent and a system of crawling devaluation was 
introduced.  
– As a temporary measure (valid until 1997) an 8 percent surplus import duty was imposed on 
all products except energy.  
– Salaries were frozen in state enterprises and budget institutions, the payment of a large 
proportion of sick pay were transposed on employers. 
– Zero rates of PIT and VAT ceased, and tax allowances of families with two or more 
children were abolished.  
– Tuition fees were introduced in higher education. 
– The system of social provisions was transformed, the general right on family allowances, 
child care benefit and child support, pregnancy assistance was made dependent on the social 
situation of families.  
Source: Structural Adjustment Participatory Review Initiative (SAPRI); Hungarian Steering Committee, April 
2001. 
 
Hungary had also close contacts with World Bank in the period of 1982-1998, while the 
country received 40 loans in a total value of 3,4 billion USD, around the half of which were 
the structural adjustment and reform program loans. The total 2,8 billion SDR from IMF and 
3,4 billion USD from WB aimed at direct and indirect support of the system change. The 
country was further not entitled for WB loans and there was a general belief in and outside the 
country that Hungary won’t need IMF contribution in the future due to accelerated 
preparations of the entrance into the European Union. 
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The money assistance of IMF and WB was far not enough to counterbalance the devastating 
economic role of liberalisation and privatisation that set off a deep economic regression later 
called transitional crisis. The consequences of the system change were the total opening of the 
internal market to western goods, a destroyed industrial and agricultural structure, a loss of 
national wealth estimated to be higher than that of the Second World War, and a strong 
dependence of foreign capital.  
 
Impact on economic growth 
 
The annual change of GDP, industrial and agricultural output and its tendencies during the 
last two decades are shown in Chart 1. The graph reveals three periods of economic 
development: 1. The impact of the system change set off a strong fall of output and growth 
(1989-1997). 2. The transformation opened the way for foreign direct investments and the 
domestic private sector awakened too (1997-2007). A large number of private small and 
medium size enterprises were established during the years of privatisation and those who 
achieved a certain level of competitiveness increased output and services. Real growth in the 
industry improved in 1996- 1997 and industry gradually became again the engine of growth, 
but agriculture remained in a constant deep stagnation. 3. Domestic imbalances and the 
impact of world economic crisis stopped development and caused the present cyclical growth 
characterised by alternating small runs and falls.  
 
Base year 1989                        Chart 1. 

 
Source of data: Central Statistical Office, Budapest, Yearbooks and Survey 1989-2009. 
 
Within industry the leading sector became to be the foreign owned car industry (Audi, 
General Motors, Suzuki, Hankook Tire, recently Mercedes,), surrounded by a number of 
outdoor workers and ventures. However, domestic interrelationships of enterprises and 
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branches are broken and each sector depends on foreign investments, orders and deliveries, 
and state support to a large extent. 
 
The agriculture was hit by the system change to a higher degree and more lasting than the 
industry. The agricultural output was by 35 percentage points lower than before at its deepest 
in 1993. 
 
The general fall of food industry and ceasing of some food industrial branches reduced the 
market of several agricultural products and deprived the national economy from important 
export goods. Over this problem several other measures worsened the situation of the famous 
Hungarian agriculture as seen in the Chart 1. A system of indemnification of previous 
landowners, or their children took place the cost of which was paid by a state fund. However, 
many of descendents left agriculture in previous decades and live in towns. A broad category 
of landowners has been created who doesn’t do any agricultural work and live far from their 
property, but receive rent that increases the cost of agricultural production. Each year fewer 
contractors cultivate larger territory and unsown territory is increasing too. The high level 
state farms that supplied cooperatives and farmers with seed grain and breeding animal closed 
and nearly all production cooperatives ceased to exist. A large part of their wealth, cattle and 
machinery was carried away, buildings ruined.  
 
The technological need of balance broke between land cultivation and keeping animals. Cattle 
stock is only one third of its past level, causing overproduction of corn and increased state 
subvention in good agricultural years. The relationship of the two agricultural branches is 
shown in table 1.   
 

1960 = 100          percentages 
 Land cultivation Animal husbandry 

1989 166 205 
2000 107 139 
2010 135 116 

 
Possibilities of household gardening are limited for increased input prices, difficulties of 
coming to market with surplus products and lack of incentives and knowledge among young 
people. 
 
Beside industry and agriculture an upswing of commerce, the financial sector and other 
services (that are not shown in the graph) explain the development of GDP during the two 
decades. If we take the average annual growth rate of the twenty-one years, it is only 1,2 
percent against the 5,2 percent in the sixties and 5,1 percent during the seventieth. 
 
Unemployment and inflation  
 
A consequence of the production decline was a steep fall of activity rates and increasing 
unemployment. In the period of 1989 to 1994 the number of employed declined by nearly 30 
percent, from 5,3 to 3,8 million and turned standing even in the period of recovery. 
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Employment topped in 2006 at 3,93 million only; the crisis caused again a decline that pushed 
figures below 3,8 million. While the EU 27 average rate of employed in the age group of 15-
64 moved from 60,7 percent (1997) to 64,2 percent (2010), the similar figures in Hungary 
were 52,4 percent (1997) and 55,4 percent (2010). 
 
In the first years after the system change a correct system of handling unemployment was 
introduced with the assistance of WB and experienced international organisations. However, 
as longer term unemployment increased and more and more touched also the younger 
generations, the level of services diminished for the financial burden of state increased. The 
solution was not a program of creating more work places, but to abandon a normal state 
assistance to the unemployed. In recent years mass poverty is not only present in regions and 
villages where 70 percent of working age population has no work, but also in large towns and 
the capital. 
 
Inflation played also an important role in the increase of poverty. The socialist consumption 
price policy kept prices of subsistence goods and services on low level by less taxation and 
subventions; reform policy of eighties neared price proportions to western standards by 
inflation. Beginning the ninetieth inflation plummeted and decreased slowly (see Chart 2). 
 

          Chart 2.    

 
      Source: see under Chart 1. 
 
Not only the average rate of consumption prices increased and the currency lost a lot of its 
purchasing power, but also price proportions turned into a direction that make the simple 
subsistence much more difficult (see Chart 3). The more than 13 times higher consumption 
price level include a modest growth of durables and clothing prices, a near average increase of 
food, alcoholics and tobacco, and an extreme take off of household energy prices that are 42 
times higher than in 1989. 
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                  Chart 3. 

 
    Source: see under Chart 1. 
 
Population income 
 
The income of the population followed the change of GDP by a time lag of 2-3 years (see 
Chart 4). In the first period the change of real wages and real value of pensions remained 
somewhat better than GDP. Managing the system change was not easy politically, because the 
smooth transition was possible only when people expected growing living standard. Later, in 
certain years, the national elections influenced the rate of change of real wages and pensions 
(see data of 1994, 2002 and 2006). The vote of pensioners was a determining factor in these 
elections.  
 
The number of retired people increased not only in consequence of age but also by growing 
number of disabled people, who lost work and were declared unable to get work in the future. 
This practice was used to keep unemployment level on a lower rate. The absolute and relative 
situation of active workers worsened after 1994 abruptly; the value of wages in 1996 was by 
26 percent less than in 1989. In 2010, while GDP stood compared to 1989 at 128,1, the 
similar figure for pensions was 118,9 and for wages 115,4. Therefore, high wages and 
pensions cannot be taken as responsible for the economic difficulties, particularly for the 
increased indebtedness.   
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Base year 1989                  Chart 4. 

 
Source: see under Chart 1. 
 
Another important factor was a radical change in income distribution. In a short time a strata 
of rich people appeared, the country got its own billionaires. Generally, higher middle class 
people are also among winners, but the number of gaining strata cannot be estimated higher 
than one third of the population and as time is going forward some of them lost its better 
position. On the other end the number of losers of the system change is estimated more than 
one third of the population, among them more than one million suffer of hunger including 
about 250-300 thousands of children, who receive eating only at schools. 
 
Foreign trade 

 
Hungary has a very open economy why the balance of foreign trade was a sensitive factor of 
economic development and economic policy before the Second World War as well as after it. 
Sold of accumulated stocks produced in 1990 and with a small sum in 1992 an active foreign 
trade balance followed by – sometimes huge – deficit years until 2005. A change of this 
negative trend started in 2006 and since this time each year’s economic activity resulted in a 
larger surplus of exports over imports (see Chart 5). In 2010 the surplus achieved 5,5 
thousand million euro, a significant sum for the country against the difficulties caused by the 
crisis. 
 
First, the graph shows the high rate of imports and exports compared to GDP growth. If we 
take the 21 years together than 1 percent GDP growth needed 6,2 percent more imports and 
produced (mainly due to the last years) 6,7 percent increase in exports. The country became 
dramatically more open and looks to prove the neoliberal doctrine that market opening is  
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Base year 1989              Chart 5. 

 
        Source: see under Chart 1. 
 
paying for the country anyway in long run. However, if we look deeper into the problem we 
come to another conclusion. 
 
Structural changes that happened increased the import propensity of production and 
consumption often not for achieving higher efficiency but for satisfying needs at any price. 
But this factor alone cannot explain the dynamic of foreign trade. The extremely rapid growth 
of imports and exports between 1996 and 2006 is mainly due to foreign direct investments 
that are in very loose linkage with the development of the domestic economy. Foreign direct 
investments and functioning capital grew dynamically (see table) and established a number of 
large plants in the country that import materials and semi-products and export manufactured 
goods. This is an internal turnover between plants of identical owners.  
 
                 Thousand million euro    
 1995 2000 2007 2008 
Foreign capital stock in Hungary 8,8  24,6  67,7  62,7 
Hungarian capital stock abroad 0,2  1,4  11,8  13,6 
 
Around 70 percent of the industrial export is produced by foreign owned companies that 
contribute to GDP by about half of the added value of industry and employ only one third of 
industrial workers.  
 
After the decline of home industry and agriculture a large need for foreign investments 
developed and as, at the same time, similar problems existed in the other Eastern European 
countries a covered competition existed among them. Governments tried to attract companies 
by contributions and making additional investments, giving tax and other exemptions. Filial 
companies can send home the profit produced by lower wage workers, than in their mother 
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country, they have advantages also in forming the internal prices and in exploiting exchange 
rate differences. When planning new investments they can renew negotiations with the 
government and, usually, they receive new concessions.  
 
Indebtedness 
 
The first part of this document proved the very important economic and political role of 
indebtedness in entering IMF and WB and later on in the system change. It is an important 
question, whether it was worth doing the change, whether the transformation brought the 
expected solution of the debt problem? The answer is included in Charts 6 and 7. 
  
          Chart 6. 

 
 Source: see under Chart 1. 
 
Some methodological remarks are needed to explain Chart 6. GDP-s line is based on volume 
figures, while the database of debt is in current currencies. Current account and debt figures 
were accounted and published in US dollar until 1996. Later the debt was recalculated into 
euro beginning with 1990 as a base year. During the years were also changes in the 
methodology of accounting and publishing debt depending on a narrower or broader concept 
of the national debt. Fix data are at the starting point and the end of the line: gross debt was 
21,3 thousand million USD on the 1st January of 1990 and 103, 4 thousand million euro on 
the 1st January of 2009. The relevant net debt data are: 11,9 thousand million USD (1990) and 
51,9 thousand million euro (2009). 
 
We can conclude that after years of diminishing growth and living standard, and a following 
weak domestic growth and worsening social situation, increasing poverty, indebtedness is 
even a larger burden on the economy and finally on the people than before (see chart 7). The 
prospect of a better life for the majority of the population moved in a more distant future. 
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                      Chart 7. 

 
      Source: see under Chart 1. 
  
 
The upper line in chart 7 shows the ratio between the change of foreign debt and economic 
growth as expressed by the current value of GDP; the ratio indicates the sustainability of 
growth in the future. Maastricht criteria limit the ratio in 60 percent; in the case of Hungary 
the index-number was only in 1996-1997 and 2002 under the limit and since 2002 we witness 
a rapid worsening; The ratio achieved a value of 108,7 in 2010. 
 
The lower line in chart 7 expresses the percentages of GDP to be paid for instalment, interest 
and costs of foreign debt in the given year. The total of these payments is a deduction of GDP 
that cannot be used for investments and consumption. The heritage of the past was 12,7 
percent in 1990. Out of the twenty years only in four (2001-2003 and 2007) was the value 
below ten percent, while in 2009 and 2010 it moved up to around 20 percent. One fifth of 
GDP would be a rather good rate of domestic accumulation, but this sum leaves the country if 
a new credit line would not be opened, which on its part increases the ratio in the future. The 
high level of the ratio exposes a situation of credit slavery without any perspective of getting 
rid of the burden in the future.  
 
Continued austerity policies and political consequences 
 
Entering EU in 2004 didn’t change the long term trends of growth and indebtedness, because 
the Hungarian economy had already close linkages with the main EU countries. The economy 
has shown some bad signs from 2006; domestic and foreign investments contracted. The 
world and EU economic crisis hit the Hungarian economy strongly. In November of 2008 the 
financial situation again turned to be critical and the government asked support from the EU. 
EU leadership, in first line Germany, rejected the countries demand. The German position 
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was at the moment, each country should solve itself the problems raised by the crisis. 
However, German government and EU leaders assisted to find a financial solution elaborated 
by IMF; a new package of short term financing against further cuts in the national budget. So 
the country had to return into the well-known streamlines of IMF. 
 
The Hungarian government’s declaration by intent defined the following aims: to decline the 
deficit of the budget mainly by cutting expenditures, to recapitalize the banks and maintain 
liquidity on domestic financial markets, and to strengthen the confidence of foreign financial 
agents. The country received a stand-by arrangement from IMF of 12,3 milliard euros for 17 
months, which was extended with 6 milliard euro by EU and 1 milliard by the World Bank. 
The credit could be drawn in six parts; the use of the money has been controlled by IMF 
regularly. The government implemented the promised measures, decreased government 
spending, what meant cuts in central and local administration, health and education and 
mainly in social expenditures; stop in wage increases, elimination of 13th month wages and 
salaries and rents, increases of water, electricity and gas prices. IMF control after the fifth part 
of the credit-line expressed a positive opinion, and the government’s opinion was that it is no 
need to use the final part.  
 
Disability to create a stabile economic policy undermined the population’s confidence and 
had serious political consequences. The two parties (the conservatives and the neoliberals) 
who led the system change melted and the socialists are deeply shaken. In the national 
elections in April 2010 participation was low, a national-conservative party named young 
democrats – FIDESZ –, supported by its close ally KDNP (a conservative-christian party), 
won the elections achieving more than two-third of parliamentary places. According to valid 
Hungarian law the parliament with two-third votes could change the institutional order of the 
country and introduce a new constitution. The head of FIDESZ, the new prime minister used 
all possibilities unrestrained. A racist and extreme nationalist party with close links to other 
European neo-Nazi parties became to be the third strongest party in the parliament. 
 
A first major step of the new government was to get full control over the media and prepare 
and adopt a new constitution reinforcing the power of the government. The constitution 
declares families’ responsibility for children and old members, what means in the practice, the 
government intends to eliminate the existing social system and drastically decrease social 
expenditures. Work is declared to be a duty and unemployment is regarded as defect of the 
unemployed person. Work camps are under organisation as a task of the Ministry of Intern 
and unemployed have to accept work in or away from their home village menaced by losing 
all kind of social support. Administration of social problems will be raised from local to a 
higher level, consequently being more difficult to achieve just for those who need it. All 
social expenses would be controlled by a newly established office in the future. The new 
constitution received many critics, the European Parliament dealt already twice with the case 
of the Hungarian government, for many new concept, instruments and rules are in full 
contradiction with European law, however, without any positive reaction of the government. 
The parliament approved the constitution in April 2011. 
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In the economic policy FIDESZ government plays a double game. On one hand, it declares 
that for all problems previous governments are responsible (there was a FIDESZ government 
between 1998-2002 that followed similar economic policies than before or after) and 
promises to solve the problem in the shortest time; on the other it relays on the built political 
power (media and police) and follows an even stronger and more consequent policy of 
austerity. Austerity is no more a particular package but part of preparing the budget and 
making further actions when achieving the deficit target is in danger. A flat income tax of 16 
percent was introduced. 
 
Concerning the debt problem the FIDESZ government first disclosed an opinion to keep EU 
rules while ceasing future contacts with IMF, but that initiative was rejected by EU saying the 
solution of debt problems is possible only in cooperation with IMF. Later on the government 
declared to keep budget deficit in 2010 below 3,8 percent and in 2011 below 3,0 percent (the 
Maastricht criterion). However, factual data show 4,1 percent deficit in the annual budget of 
2010 and the target figure won’t be achieved in 2011 without strong further arrangements.  
 
The case of Hungary in a European context 
 
The Hungarian development is more or less typical to all Eastern European countries. At the 
beginning of nineties they went through a longer or shorter transition crisis, had a better or 
worse developing period and are hit by the crisis stronger or easier. A slight improvement of 
GDP per head related to the EU average is a general feature of Eastern development (see 
Charts 8 and 9). However the rate of improving was slow and the trend broke during the last 
years under the influence of the crisis. 
 
           Chart 8. 

 
    Source: Eurostat  



13 
 

           Chart 9. 

 
    Source: Eurostat 
 
The Hungarian performance was the worse between the Eastern economies. An important 
reason for the poor success was the high initial indebtedness; several Eastern European 
countries had no or very low debt position in 1990 (Czechoslovakia, Romania, Slovenia, the 
Baltic countries). For countries that became independent by the system change new ways 
opened and stimulated growth. In Poland the private agriculture made easier the transition. In 
all cases the distance between Hungary and other Eastern European countries diminished; 
Slovakia and to a smaller extent Estonia even preceded Hungary, Poland came very near to it. 
 
Insufficiency of the above data is that the base year doesn’t show fully the degradation during 
the years of the system change. Next table data gives a fuller picture of the development 
making differences between the three main groups of countries of EU. The decline of real 
GDP of Eastern Europe is 91 percent if the first year of the time series is 1990. For the newly 
established countries (including Czech Republic and Slovakia, Slovenia and the Baltic) 
harmonised data are available only from 1990 on. Four countries, Bulgaria, Hungary, Poland 
and Romania for which 1989  data are available – and which countries represent 75,6 percent 
of total population of the Eastern region – GDP declined to 86 percent. The time series show 
that Poland’s transition caused the least losses, its performance remained positive during the 
crisis and its data play the main role in keeping positive the average of Eastern countries data 
of 2007-2010. Poland more than doubled its real GDP until 2010. On the other end, though 
Latvia’s data in chart 9 shows a slight improvement, its 2010 GDP level is still 7 percent less 
than before its independence.   
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Real GDP Growth of EU Country Groups 
 1994 

1989=100 
2000 

1994=100 
2007 

2000=100 
2010 

2007=100 
2010/1989 
annual rate 

West + North 110,3 117,8 115,0 0,985 1,8 
South + Ireland 107,2 121,6 118,0 0,957 1,9 
East 0,91* 124,4 140,7 102,4 2,5 
Source: Eurostat and UN Statistics Department Database and own calculations of weighted averages by 
population data of countries 1st January 2010. 
*1994/ 1990=100 for lack of harmonised 1989 GDP data of 6 Eastern countries 
West + North: Austria, Belgium, Denmark, Finland, France, Germany, Luxemburg, Netherland, Sweden, UK 
South + Ireland: Cyprus, Greece, Italy, Malta, Portugal, Spain and Ireland 
East (previous socialist countries): Bulgaria, Czech Republic, Estonia, Latvia, Lithuania, Hungary, Poland, 
Romania, Slovakia, Slovenia 
 
The interrelationships of the three main groups of countries of EU would need a deeper 
analysis, but based upon real GDP growth data we can state that catching up to the developed 
economies didn’t bring real success neither for the countries of South nor for Eastern Europe. 
Main factors giving a push to the growth in the East were not the financial assistance of EU, 
but foreign direct investments in consequence of which a few years later income outflow 
increased. 
 

Tamás Morva  


