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Pursuant to Act CXXXIX of 2013 on the Magyar Nemzeti Bank, the primary objective of Hungary’s central bank
is to achieve and maintain price stability. Low inflation ensures higher long-term economic growth and a more
predictable economic environment, and moderates the cyclical fluctuations that impact both households and
companies. Without prejudice to its primary objective, the MINB supports the maintenance of the stability of
the financial intermediary system, the enhancement of its resilience, its sustainable contribution to economic
growth; furthermore, the MINB supports the economic policy of the government using the instruments at its
disposal.

The growth trends of the economy may influence, both directly and indirectly, the ability of monetary policy to
reach its objectives set out in the MINB Act and consequently the conduct of monetary policy. Changes in the
dynamics and structure of economic growth may determine the evolution of short-run inflation trends, while
the longer-term growth potential and its factors may have a fundamental impact on the assessment of the
financial stability of the economy. With that in mind, the Magyar Nemzeti Bank will provide an annual overview
of the most important trends shaping economic growth over the short, medium and longer term, presenting
its assessments to members of the profession at home and abroad in its Growth Report.

The analyses in this Report were prepared under the direction of Barnabas Virag, Executive Director of the
Directorate Monetary Policy, Financial stability, and Lending Incentives. The Report was prepared by staff at the
MNB'’s Directorate Economic Forecast and Analysis, Directorate Monetary Policy and Financial Market Analysis,
Directorate for Fiscal and Competitiveness Analysis and Directorate Financial System Analysis and Directorate
Economic Strategy and Planning. The Report was approved for publication by Dr Gyorgy Matolcsy, Governor.

The Report incorporates valuable input from other areas of the MNB.
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Summary of key findings

The Growth Report presents a comprehensive view of the achieved and expected development trajectory
of the Hungarian economy and its key determinants over a longer time horizon.

The Magyar Nemzeti Bank issues a number of regular publications which analyse economic growth, such as the
Inflation Report, the Report on the Balance of Payments and the Financial Stability Report. These publications,
however, tend to concentrate on shorter-term movements in the economy, analysing the effects of variables
that influence monetary policy. The purpose of the Growth Report, which is published annually, is to present
Hungary’s growth path and its determinants directly, using standard as well as alternative indicators, and
preferably identifying longer-term trends which may even encompass an entire business cycle. In addition
to a detailed survey of the available domestic data, the analyses are complemented with international and
historical comparisons. The last report was published in 2014 and focused on the Hungarian growth path
since Hungary’s EU accession, with particular attention to the post-crisis adjustment processes and the role
of capital formation in longer-term growth trends. The current report primarily concentrates on the factors
that have led to the development of a global economic environment characterised by moderate inflation, low
interest rates and restrained growth. As regards conditions for domestic growth, we continue with a more in-
depth analysis of the key factors of production. Trends in human capital and productivity were analysed both
in terms of quantitative attributes and structural features. Finally, the effects of the macro-level growth were
qualified by alternative indicators and regional surveys. The most important findings in the 2015 publication
can be summarised as follows:

Global growth and a more dynamic expansion of trade may remain out of reach for a longer period of time.

Even more than seven years after the outbreak of the global crisis in 2008-2009, economic growth in the
developed economies remains moderate. Despite the extremely accommodating monetary policy environment,
inflation is still low and the labour market recovery is slow and sluggish. In recent years, significant risks to
growth were seen even in the emerging economies, which had previously been the engines of growth after the
crisis. The recovery period, which is considerably slower than those experienced after previous crises, may be
attributable both to structural reasons and to special features of the current financial cycle. Due to the more
moderate global growth environment, the preservation and improvement of competitiveness play an even
more important role in the maintaining the dynamic expansion of domestic exports.

In relation to the longer-term structural growth capacity, the effects of deterioration in demographic factors
appeared already before the crisis, first in the developed regions and later in the less developed regions. In
addition, productivity growth gradually decelerated due to the weakening macroeconomic effect of innovations.
The share of investments in aggregate demand has declined in the developed regions, which may curb
productivity growth even over the longer run. In contrast to past innovation waves in economic history, an
increasing part of current innovation focuses on consumption rather than on production. According to certain
analyses, in the case of production-related innovations the spread of innovation (known as “diffusion effect”)
has also decelerated from the leading edge of the world to the small and medium-sized enterprises.

Persistent deceleration can be observed in almost all factors of production, which was further exacerbated
by the crisis.

In addition to the real economic factors, long-term financial factors also influence growth prospects. The

short-termism of the financial markets also acts against the expansion of capacities and investment in research
and development, which paves the way for longer-term success. Enterprises allocate a steadily decreasing
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portion of their profit to developing their capacities, while they increasingly favour financial investors and
stock-owning managers through dividend payments and share buy-backs. This attitude is also rewarded by
the stock exchanges. The short-termism of financial markets is also reflected by the attitude of venture capital
investors, who prefer to participate in development only in the later phase, which is closer to market entry
and thus represents lower risk. Since state research and development expenditures are often the first to fall
victim to fiscal adjustment programmes, public R&D expenditures are also not able to offset the shortfall in
corporate expenditures.

The reduction of debt accumulated before the crisis has generated prolonged deficiencies in demand, which
may also appear in the emerging market economies to an increasing degree.

Due to the debt overhang of the pre-crisis years, many sectors are still struggling with high accumulated
debts, and the repayment and interest burdens on these debts reduce disposable income. Since deleveraging
is occurring simultaneously in several sectors of the economy —i.e. the public and household sector — as well
as in a number of large regions, the generation and growth of incomes is also slow due to the slack aggregate
demand. Aside from the overly low inflation, the reduction of debt is also hindered by the growth in income
inequalities experienced in recent decades.

Since 2010, the participation rate of the Hungarian labour force has risen significantly even in an international
comparison. However, by the end of the decade demographic trends may generate increasingly acute
constraints.

Following the crisis, the participation rate increased at the highest rate in Hungary among the Visegrad
countries, but nevertheless remains low by international standards. Despite the general strengthening in
domestic labour supply, the participation rate lags behind the international averages, which can still be linked
primarily to a few, partially overlapping, social groups. Compared to developed European countries, a minor
shortfall is seen in the participation rate of those with higher education, a group which usually shows a higher
activity rate. In addition to the demographic composition, the lower participation rate in Hungary may also be
attributable to the differences existing in the level of education.

According to the demographic projections, in the coming decades the aging of the population may continue
in Hungary as well, similarly to the international trends. As regards the labour market, the most significant
change may be the decrease in the working-age population, due to which the demographic changes may
generate increasing labour supply challenges over the long run. The demographic impacts may be offset by
the improvement of the qualitative attributes of human capital and a further increase in the participation rate
of low-activity groups.

The qualitative attributes of education, which show segmentation, generally lag behind the regional averages.

The ratio of those holding a higher education degree has increased significantly since the millennium. The ratio
essentially corresponds to the average value in the Visegrad countries, but is still below the ratio in the more
developed countries. As a result of technological progress, in the coming decades labour demand for those
holding engineering and natural science degrees may increase. In addition to the holders of a higher education
degree, the ratio of those with secondary school education is also lower compared to the more developed
EU countries. Based on the results of international tests, in the past period the performance of Hungarian
students lagged behind the average of the OECD countries, which implies that the quality of both primary and
secondary school education should be improved in Hungary. Secondary school education is also characterised
by regional duality. The best performing schools are mostly concentrated in the capital. Finally, apart from the
knowledge obtained in education, the population’s state of health also influences the contribution of human
capital to production. Life expectancy has gradually increased in Hungary in the past decades, but on the whole
it lags behind the value that would be justified on economic grounds.
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With regard to productivity growth, the highest potential may be identified at the level of small and medium-
sized enterprises.

The growth of Hungarian enterprises’ productivity has lagged behind the regional average in the past decade.
The phenomenon is partly attributable to the strong FDI inflows in the countries of the region — which took
place later than in Hungary — which generated a strong increase in efficiency in certain countries right before
or after the crisis. In addition, some notable country-specific effects can also be identified. In the case of the
sectors producing for the domestic market, the slower recovery of domestic demand due to the high debts
accumulated before the crisis appeared as a cyclical effect. In addition, as one-off impacts, the consequences
of the global market problems of a few large enterprises also had a negative impact on domestic indicators.
The slower reallocation of the productivity factors to more efficient enterprises also contributed to the lower
productivity growth, as an intra-industry factor.

Productivity indicators are characterised by strong heterogeneity across enterprise size. The difference in the
productivity of large and small, medium-sized enterprises can be deemed high by international standards. The
reduction of the difference in SMEs’ productivity to the regional average alone could generate higher output
by roughly 4 percentage points. The relatively lower productivity of domestic SMEs in the past decades was
also attributable to the more difficult access to affordable financing, the lower innovation activity, as well as
to the shortcomings in professional and management capabilities. Targeted, persistent reinforcement of these
areas may help capitalise on the growth potential hidden in SMEs’ productivity growth.

The alternative development indicators for Hungary usually reflect a more favourable relative situation than
the GDP indicators.

Based on alternative indicators, which also consider social and environmental aspects, Hungary shows higher
maturity in global comparison than suggested by the per capita gross domestic product or its position in
rankings that focus on economic competitiveness. With regard to the environmental quality and knowledge-
based economy, Hungary belongs to the top 20 per cent of the world’s countries. Indicators examining maturity
in a broader sense — particularly indices containing the education dimension and examining life expectancy
at birth — also reflect that in the case of Hungary the social inequalities mostly appear in the access to public
services and healthy living conditions.
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1 Global economic growth: transitory
deceleration or the new norm?

With the passing of the acute phase of the global financial crisis, decision-makers and analysts are gradually
starting to focus on the prospects of the post-crisis period. Although the crisis is not yet over in all regions —
one need only mention the uncertainties surrounding Greece in the euro area or the deteriorating economic
performance of some large emerging countries which were major growth drivers in the global economy during
the crisis — the factors determining the long-term growth prospects play an increasingly important role in the
global growth developments of the near future. The longer-term growth prospects significantly influence the
actual burdens and financial risk stemming from the outstanding debt accumulated in the pre-crisis period and
during the crisis, and have a fundamental impact on economic decisions, such as private sector investment.

If the poor growth is mainly attributable to deleveraging, it will only be a temporary phenomenon and —
although deleveraging may last for several years — it is not necessary to expect secular stagnation.® Due to
the debt overhang of the pre-crisis years, many sectors are still struggling with high accumulated debts, and
the repayment and interest burdens on these debts reduce disposable income. Since deleveraging is occurring
simultaneously in several sectors of the economy — i.e. the public and household sector — as well as in a number
of large regions, the generation and growth of incomes is also slow due to the slack aggregate demand.
However, as growth gradually accelerates, it is possible that the debt burden of the indebted agents may
gradually decrease, and if inflation returns to the central bank target of 2-3 per cent, the real burdens could
also fall. Investments may pick up in line with improving prospects and disposable earnings.

However, if the deceleration of growth is more lasting and is attributable to factors independent of the financial
crisis, there is real risk of secular stagnation even after the passing of the impacts of the crisis. Several questions
and uncertainties with regard to the longer-term growth outlook already arose before the crisis and these
were exacerbated by the impact of the crisis on the growth potential. Negative demographic factors already
appeared before the crisis, first in the developed and later in the less developed regions. Productivity growth
has gradually decelerated, due to the weakening macroeconomic effect of innovations. The share of fixed
investments in aggregate demand has fallen in the developed regions, which may restrain productivity growth
in the future as well. The increase in the economic weight of the service sectors, which is characterised by lower
productivity, may have similar consequences.

In addition to the long-term real economy factors, long-term financial factors may also influence the growth
prospects. It was already observed before the crisis that enterprises dedicated a steadily decreasing share
of their profit to the development of their capacities and organisational capabilities, and at the same time
increasingly favour the financial investors and managers with equity holdings through dividend payments
and share buy-backs. Stock exchanges reward this conduct, where the investors value the shares of those
enterprises that provide the portfolio investors with short-term benefits, rather than those that invest in their
own long-term future. Another sign of the financial markets’ short-termism is that even the venture capital
investors appear only in the later phases of the development, which is closer to the market introduction stage
and thereby representing lower risk. Riskier basic research is financed to a lesser extent both by large enterprises
and investors financing the innovative small enterprises, where the state should take an increasing role. On

*In the modern literature, this concept is associated with Alvin H. Hansen (1), who was the first to discuss the risk of “secular stagnation” in 1938.
He delivered a speech on this topic as the President of the American Association for Economy (see Hansen, 1939). Discussing the growth
expectations of the world economy, Eichengreen defined secular stagnation as a trend-like decline in the real interest rate, which reflects low
investments compared to savings and which results in a permanent output gap and/or slow growth.
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the other hand, the governments do not receive sufficient income from the profit of successful private sector
developments launched on the market, which — after reinvestment — could ensure the high level of R&D activity
in the long run. Moreover, the state research and development expenditures are often the first to fall victim to
the fiscal consolidation programmes, when those become necessary due to any reason, as in the present crisis.

Long-term slow growth would be accompanied by a slower increase in living standards than before and the
debt accumulated during the crisis will remain high compared to the earnings for a long time, resulting in
permanent financial vulnerability. Consequently, it is important to identify the main causes of the poor growth,
but this is not an easy task, as the demand and supply factors exercise mutual influence and the weakness of
either of them also impairs the other factor.

Due to this and other factors, not only the long-term real factors require adjustment for returning to a growth
rate that is close to the pre-crisis level, but adjustment is also necessary in the operation of the financial sector
and in the incentives of the corporate managers in order to increase the investment activity and raise the

potential growth rate to a satisfactory level.

Investments in the more important developed
countries declined during the crisis compared to the
pre-crisis period. The largest decline was seen in the
countries that had previously had a high investment
rate and affected industries in which investments
were mainly financed by loans, i.e. where the ratio of
residential and non-residential property investments
was high. However, investments also declined in
countries and industries which were not hit by a crisis
in the real estate sector. The arguments for secular
stagnation are also substantiated by the fact that,
on aggregate, gross fixed capital formation has been
decreasing in a trend-like manner in the developed
countries since the 1980s and the global investment
growth was attributable to the rapid investment
growth in the emerging markets (Chart 1-1).

In addition, this deceleration in investments is
occurring in a period when the interests rates are
low compared to their historical average. Similarly

to investments, this is also applicable not only to the
post-crisis period — when the central banks, following
an unprecedented accommodating policy, maintain
a close to zero, or even negative key interest rate and
due to the deleveraging the credit demand is weak
(Chart 1-2), but it was typical already before the crisis
(see the investment trend for developed countries (in
Chart 1-1; Eichengreen, 2015).

The risk of the secular stagnation is also increased
by the fact that inflation also fell to a historic low,
which significantly narrowed the central banks’ room
for manoeuvre in the stimulation of the economy.
In accordance with the practices developed in past
decades, central banks try to keep the economy on
a steady, sustainable growth path using key interest
rates. With very low inflation and the corresponding
low, zero or recently — in the case of a few central
banks — even negative nominal interest rates there
is not much room left to stimulat the economy by

Chart 1-1
Gross fixed capital formation, per cent of GDP
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lowering the key rate, as it has become increasingly
difficult to reduce the real interest rate (Chart 1-3).

In view of the very low interest rates, some economists
once again pointed out the risk of secular stagnation
as a probable “new normal” post-crisis status.

In the following, we summarise the expected
development of the most important factors
determining the growth prospects of the global
economy and the most critical findings voiced in the
related discussions. First, we evaluate the processes
suggesting a weakening growth trend in the global
economy even before the financial crisis in 2007-2008,
which threatens to become a permanent situation
going forward. If these processes do not continue in
the future or economic policy is able to change them,
we may assume that the present slow growth is only
attributable to temporary factors related to the crisis
and the aftermath thereof. With the passing of these,
growth may return to the higher rate seen in previous
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Chart 1-3
10-year USA government bond yields, deflated by
consumer prices, 7-year moving average
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decades. However, even in this case, economic policy
may be a key factor in speeding this return to higher
growth rates or even boosting them further.



1.1 Arguments for secular stagnation

The factors strengthening the risk of secular stagnation
were last summarised by Lawrence Summers, former
United States Secretary of the Treasury and leading
academic economist, at the conferences held in
November 2013 and February 2014, which launched
a broad debate on the topic.? In the following, we
summarise the most important factors discussed in
these debates.

1.1.1 UNFAVOURABLE DEMOGRAPHY

Demography may contribute to secular stagnation as
the ratio of the economically inactive to the active,
i.e. the so-called dependency ratio, increases within
the population. Chart 1-4 illustrates that in most of
the world’s regions the contribution of demographics
to growth becomes negative as the population ages.
Falling birth rates even in regions with traditionally
high fertility points to the ageing of the societies.
Population decline in the developed countries is not
a rare phenomenon. It appears that as prosperity
increases similar trends also start to occur in the
less developed countries, due to the transformation

of traditional social structures and urbanisation. As
a result of the prolonged average time of schooling
and education the younger generation, which is
few in number, becomes economically active at an
increasingly higher age (Chart 1-5).

The decline in population and ageing societies pose
a variety of challenges to economic growth. Social
security schemes (pension, healthcare) follow
various models around the world, but ultimately
all of them are based on the assumption that the
active population produces the goods and services
that ensure the subsistence and healthcare of the
economically inactive. The unfavourable demographic
trends may generate tensions or at least require
substantial adjustment to make it possible to maintain
these systems with the active-inactive ratios expected
in the future.

In a favourable situation, the productivity growth
rate is fast enough to offset the negative demographic
changes. In this case, the financial resources would
be available to ensure that the living standards of
the active population increase in the same way as

Chart 1-4
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Chart 1-5
Working-age population as a per cent of total
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2 Summers (2014). After Summers several others argued for and against the thesis. A good summary of these is presented in the book of Teulings
and Baldwin (2014), and in the edited presentation of Eichengreen (2014).
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Chart 1-6
Growth in output per hour worked, per cent
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those of previous generations, and meanwhile the
welfare of inactive groups would not deteriorate
either. Countries face a much more difficult choice if
productivity growth is unable to offset the impact of
the demographic trends. (Chart 1-6).

The development of productivity is influenced by
many factors, and one of these is the development
of the population. Even Hansen specified the
deceleration of the population’s growth rate as one
of the potential causes of secular stagnation. Referring
back to Adam Smith, he explained that in previous
decades rapid population growth had generated
expanding markets, new inventions and industries by
facilitating an increasingly sophisticated and detailed
division of labour, which is essential for productivity
growth.3 Recent analyses present the unfavourable
impact of decelerating population growth or
population decline, and the changing age structure
on the economic growth through the development of
savings and investments. According to this approach,
in view of the downward trend in population, less
and less investment is necessary, as presumably the
future markets will also grow at a slower rate. With

a contracting population, even just preserving existing
capacities at the same level is inexpedient in numerous
areas. Investments decelerate compared to savings
and the savings glut leads to permanently low interest
rates. The fact that people expect to have longer
retirement years, while the pensioners’ propensity
to consume is usually lower than that of the active
population, results in higher savings. Ultimately, the
low interest rates are not able to offset the moderate
investment activity.

Several arguments against the aforementioned
impacts of demographic changes were voiced
during the debates. Many emphasised that with the
lengthening of the life expectancy the active stage
of life may also be extended. People not only live
longer, they are also healthier. The ratio of jobs that
can also be filled by elderly people is increasing. In
most countries, in the past the pensionable age has
been adjusted from time to time to the increase in
life expectancy. In the developed countries, the total
hours worked has also fallen significantly over the
decades, in parallel with slower population growth.
The lengthening of education time may contribute
to the higher level of productivity. It was pointed out
that after a temporary period, savings may also adjust
to the investment needs. In his paper, based on his
own research results, Eichengreen® states that ageing
runs down savings and investments at a similar rate,
while the impact thereof on real interest rates and the
current account is minimal. He also found no relation
between the growth rate of GDP and population
growth. Turner regards ageing and population
decline as a challenge that can be managed by the
available economic policy instruments much more
easily than the fast growth rate of the population.
While rapid population growth generates difficulties
in job creation, in social aspects and in many other
infrastructure areas, the most efficient way to adjust
to population decline is to increase the activity of
women, to raise the pensionable age as mentioned
before and similar measures.®

3 Hansen (1939) pp. 8-9. Hansen stated his position on the positive growth impact of the population growth contrary to the pessimistic opinion
— which he referred to as Malthusian or Ricardian opinion — of many of his contemporaries. According to the pessimistic view, output is unable
to keep pace with the population growth, because — for example — it requires the cultivation of agricultural areas providing poorer and poorer
crop (decreasing yield), which increases production costs and the economy will be able to support the increasing population at a lower and lower
level. Hansen acknowledged that certain labour saving technical innovations may temporarily increase unemployment, but he believed that over
the longer run the technical improvement would be able to keep abreast with population growth. This is exactly what he believed to be

jeopardised by the slowdown of the population growth.
4 Turner (2014)
5 Eichengreen (2015) p. 69.

¢ Turner (2014) and (2015). According to Turner, the support of women’s activity and self-determination is the most efficient way to fight against
the rapid population growth and poverty. The population growth rate in societies emerging from poverty will decelerate later on. Turner (2015).
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1.1.2 LESS INNOVATION OR
INNOVATIONS BEING LESS
SUPPORTIVE OF MACROECONOMIC
GROWTH

As seen before, this argument with regard to technology
was already present in Hansen'’s original suggestion, but
in the modern debates it is connected with the nature
of the present innovations, rather than with slow
population growth. R. J. Gordon has been examining the
reasons why innovations are not sufficiently reflected
in the growth figures for many years. His previous
works were interpreted by economists as if Gordon
had represented a technological pessimism, found
the innovations insufficient and had not noticed the
large volume of innovations of our days.” In the present
debate, Gordon® focused on demonstrating that despite
the numerous innovations productivity in the USA is
decreasing in a trend-like manner, and investments
are not sufficiently profitable. Measuring productivity
by the total factor productivity, he demonstrates that
while the efficiency of the US economy between
1920 and 1970 increased at a rate of 1.2 and 3.2 per
cent in the absorption of the work and capital inputs,
respectively, on ten-year average, prior to 1920 and
after 1970 this value was well below 1 per cent,
mostly closer to one half per cent. Gordon does not
attribute this deterioration of efficiency to the absence
of the innovations: he believes that it is impossible to
achieve the productivity growth rate of 1920-1970
even if the volume of innovations does not decrease.
Gordon also sees the main reasons in the unfavourable
demographics, the decreasing activity rate, the increase
of income inequality and the uncertainties arising from
high government debt.

In a previous analysis, Gordon demonstrated that the
higher gains in productivity were usually related to
the spread of high impact technical innovations. In
this respect, the innovations are not of equal impact:
some innovations improve productivity only in a few
industries, while others do so in a number of industries.
The present productivity deceleration coincides with the
spread of information technology, which was explained
by several hypotheses. According to one explanation
the effect of information technology is not reflected in
the productivity statistics, because computers gained
ground only in a few industries, mostly in the financial

and the commercial sectors. Others argue that what we
are seeing today is only the afterlife of the technical
revolution of information technology, when it reaches
personal communication and entertainment. The
productivity improving impact peaked in the 1990s
with the large network computers, but by now this
impact has gone. Many economists believe that the
welfare benefits provided by the smart phone (or more
generally and officially, by consumer electronics) are, by
nature, not reflected in GDP, because they result only
in the growth of personal welfare, which represents no
market transaction and as such it is not included in the
system of national accounts.

According to Eichengreen, it is not disputed that at
present innovation covers mostly consumer goods,
which may have contributed to the deceleration of
growth. A great deal depends on how large a slice of
the economy the next wave of innovations will cover.
As the scope of innovation waves was variable in the
past as well, nothing proves that the present trend will
necessarily continue.®

1.1.3 RELATIVE PRICE DECREASE OF
CAPITAL GOODS

Another possible explanation for the structural lag
of investments compared to savings refers to the
relative cheapening of capital goods. The relative

Chart 1-7
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7 Mokyr in Teulings and Baldwin (2014), pp. 83-90.
8 See the study of Gordon in: Teulings and Baldwin (2014), pp. 47—-60.
° Eichengreen (2015), p. 69.
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cheapening of capital goods allows the issue ratio to
be maintained even under decreasing investments,
which points to a decrease in interest rates, changing
the ratio of savings and investments.

The trend that started in 1950 indeed shows
a sustained cheapening in the quality-adjusted relative
prices (Chart 1-7).

It is not clear exactly what caused the relative
downward move in capital goods prices. There is
no such break in the quality-adjusted data, other
than a minor, temporary regression in the 1970s.
Nevertheless, nothing precludes similar productivity
growth being achieved in the future in the production
of consumer goods as was seen for capital goods.
According to another argument, the cheapening
of capital goods increases the profitability of
investments, and therefore should raise investment
demand. Accordingly, the aggregate ultimate impact
is uncertain.'®

1.1.4 INCREASING WEIGHT OF THE

SERVICE SECTOR AND DECREASING
WEIGHT OF THE MANUFACTURING
SECTOR

Traditionally, the various branches of the
manufacturing sector usually represent the most
productive parts of the economy. Historically, the
wealth of the modern age appeared in most societies
with industrialisation, and the less developed
countries usually try to rise to the level of the
developed ones through industrialisation. The most
developed countries have already passed the stage
of development when the weight of industry is
continuously growing, and the share of industry has
been shrinking for several decades, to the benefit of
the various service sectors. The level and growth rate
of productivity in the service sector are usually lower,
and therefore the productivity of developed countries
may also decrease simply due to the increasing
weight of the service sector. According to Rodrik,!?
the slow convergence of the developing countries
is attributable to the fact that they left the path of
industrialisation to increase the weight of services too
early.

Slower productivity growth in services may be
explained by the fact that it is more difficult to
mechanise these sectors and they are usually labour-
intensive. This includes, amongst others, sectors
such as education, catering and personal services.
The largest companies of our days, such as Apple or
Google, do not require large volumes of investments
in the traditional sense. Moreover, the statistics tend
to underestimate or fully ignore the value of the
investments that are typical in these sectors. These
include, for example, research and development,
software, education and human capital investment in
general.

1.1.5 INCOME INEQUALITIES AND
AGGREGATE DEMAND

In recent years, the shift of functional income
distribution from labour income to capital income
has become a central topic in economic debates. The
issue of income distribution received little attention
in the pre-crisis decades, although this trend was
present then as well. However, following the crisis and
in relation of the book of Thomas Piketty,*? it suddenly
came to the fore in the debates. Income distribution
may contribute to secular stagnation, due to the fact
that the aggregate demand may be reduced by the
increase in the ratio of those belonging to the upper
income bracket, as their consumption or spending
willingness is lower, and accordingly their propensity
to save is higher. That is, in the case of two countries
with identical income levels, aggregate demand is
structurally higher in the country characterised by
more even income distribution. Piketty, Summers,
Gordon and others fear that if the income distribution
trend of recent decades continues, it may contribute
to structurally higher savings, lower investments and
slow growth with low interest rates. In countries with
less even income distribution, a similar aggregate
demand may be achieved if an increasing part of the
spending is realised from credits.

Income distribution in the past reflected different
trends. It reached such an unequal level as today
before the 1929-1933 crisis, and many believe
that it contributed to that crisis as well. The crisis,
and particularly the period after World War I,

10 See Blanchard et al. in: Teulings and Baldwin (2014), p. 105.
11 Rodrik (2015)
12 piketty (2013)
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was characterised by a greater equality of income
distribution in most of the developed countries. This
was attributable both to primary income distribution
(wages usually increased in parallel with the
productivity growth rate) and to the typical trends of
secondary income distribution (progressive taxation,
equalising effect of the social insurance) at that time.
These trends reversed in the 1980s, in particular in the
United States, but also in other developed countries,
the increase in labour incomes lagged behind the
increase in productivity, the progressivity of taxes
decreased and the social insurance schemes also did
not offset the increase in inequalities (Chart 1-8).

Chart 1-8
Share in national income of the highest earning 1 per
cent in the USA
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The present financial crisis management added
a new dimension to the debates on distribution,
as the solutions employed also affect income
distribution. In the first phase of the crisis in all
developed and less developed countries, both fiscal

and the monetary policies made efforts to mitigate
the severity of the downturn.'® Income distribution
considerations came to the forefront only at a later
stage of the crisis, when financial sector stabilisation
and putting financial market prices back on a growth
path were accompanied by a much slower rate of
wage and employment recovery. The unprecedented
accommodation by central banks was a more suitable
way of financial stabilisation, but it achieved results
in the repeated stimulation of lending and in putting
the economy on a growth path much more slowly.
Meanwhile, fiscal policy — the legitimate objectives
of which usually include the manipulation of income
distribution based on social preferences — often
focused on reducing the deficit that soared during
the crisis, stopping the increase in government debt
and decreasing it over the long run, while finding little
scope to reduce income inequalities. For this reason,
unemployment is still high in several countries, and
the uncertain employment and poor wage conditions
of most of the new jobs contribute to the weakness
of aggregate demand and inflation falls short of the
target on the monetary policy horizon.

Thus, sectors and social groups whose income
depends on the profitability of the financial sector
recovered sooner, although the objectives of monetary
policy do not include the intentional manipulation of
income distribution. However, the method of crisis
management had distribution consequences. Central
bank governors often mentioned the problems arising
from this and always referred to them as a temporary
side-effect, which will be resolved by returning to the
growth path.'* It is still being debated whether any and
what kind of economic policy intervention is necessary
for reducing income inequalities, which could help
achieve a more stable growth path in the future.

13 For more details, please refer to MNB (2014).
14 See Bullard (2014) and Ceceuré (2013).
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1.2 Transient factors of the financial crisis:
balance sheet recession and aggregate demand

As we saw, the mostly “supply side” explanations
given for the low interest rates and the slow growth
and low investment activity despite the low rates,
did not convince all observers. Supporters of the
explanations described above do not deny that the
backwash of the crisis may still contribute to the poor
growth; they simple state that even after the passing
of those the global economy will have to face secular
stagnation.

Bernanke, former Fed Chair, disagreed with Summers;
he maintains his earlier opinion, according to which
the low interest rates reflect high global savings
rather than the steadily low investment demand.®®
He believes that in a low interest rate environment
investments should not stay at a steadily low level.
According to his first argument, it is a mistake to
examine the savings and investment prospects merely
within a single country. In his opinion, even if sufficient
investment opportunities are not found in the USA
(for example, due to the demographic changes
mentioned by Summers), the market of developing
countries, which offer higher return, may still remain
attractive. And through this it is possible to create
enough new jobs in the USA in the export sectors as
well. However, even if the slow growth factors become

prevalent in the developing world as well, he deems
it logically impossible that in a close to zero interest
rate environment no profitable investments can be
found: in such case even the smallest yield provides
a return.’® Hence Bernanke is sure that over time the
central banks will achieve an economic recovery with
the low interest rates.

Summers is less optimistic about the ability of low
interest rates to stimulate demand. He sees the risk
of secular stagnation also in the fact that the economic
stimulus packages applied to date by the central
banks tended to result more in a recovery in prices of
securities and other assets. While many mentioned the
risk of new bubbles, including the emerging countries
as well, these packages hardly had any impact on
the recovery of the real economy and the reduction
of unemployment. Summers is of the opinion that
bubbles are acceptable until a certain point, because
he believes that economies are able to grow, to an
increasing degree, only through bubbles. However,
he is anxious about the fact that according to the
latest trends larger and larger bubbles are necessary
for the economies to achieve satisfactory growth,
because these represent financial stability risks and an
eventual crisis could easily annul the growth results.

15 Bernanke (2015a) and (2015b).

16 Bernanke cites Samuelson’s graphic arguments, according to which under low — or sometimes even negative — interest rates, investments such
as the straightening of the railroads’ curves, even by removing the hills, should be implemented: due to the resulting lower fuel consumption

the investment will surely pay off over time.
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1.3 Deleveraging and balance sheet cleaning

This thread of the debate relates to the role of
financial variables. In the foregoing the relation
of savings, investments and interest rates closely
followed the usual textbook and generally mainstream
real economy explanation. By contrast — as was
convincingly presented by Borio and Disyatat, and
Borio'” —interest rates are essentially shaped by
monetary factors, which cannot be deduced from
the real economic analysis and the development
of the savings and investments in the real sense,
which characterise the debates described above. To
put it briefly, these monetary attributes are shaped
by banks’ lending activity, as well as by the central
banks’ and the economic policy’s supervisory and
macroeconomic stabilisation policy. Insufficiently
prudent lending practices of banks and the lax
macroeconomic and supervisory policy may easily
lead to financial and real economic overheating both
at the domestic and international level, as the lending
capacity of the banking system is not restricted by the
“real”) savings available in advance.

In this approach, the present crisis developed due
to the credit boom and the debt overhang, and the
protracted nature of the crisis is the consequence
of the previously accumulated debt. Indebted
agents are striving to adjust their balance sheets:
a precondition for this is to save a higher portion

Table 1-1
Comparison of balance sheet recession and secular
stagnation

Balance sheet recession Secular stagnation

Cyclical, non-durable Structural, durable (began

before the crisis)

Financial variables: Real variables:

— excessive lending — demography
— indebtedness — technology
— balance sheet adjusment |- innovation

— sectoral reallocation — investment behaviour

Source: MNB

of their income than before, which can be used
for repaying their debts, while refraining from new
borrowing. Since within each country several sectors
— households, the government, banks — and in the
global economy several indebted geographic regions
are simultaneously trying to deleverage, the result is
weak domestic and foreign aggregate demand. Poor
aggregate demand also has a dampening influence on
output, which results in a close to stagnation situation
(Table 1-1).

Richard Koo — whose name is linked with the term
of “balance sheet recession” — states that in times of
balance sheet recession agents strive to minimise
their losses rather than to maximise profit.?® He
believes that this is the reason why the real economy
is responding poorly to the stimulus applied by the
central banks. When a company plans investments,
and contemplates whether it is worth responding
to the anticipated demand growth by capacity
expansion, investment activity can be influenced
by the level of interest rates, as an important cost
component. In such cases, the central bank’s interest
rate policy can have an impact on the cyclical situation
of the economy via investments and other interest-
sensitive expenditures. However, when companies
or even households are concerned about repaying
their previous loans, they will not contemplate new
borrowing and as such the low interest rates have no
influence on their expenditures. According to Koo, in
the crisis fiscal policy should act as the last resort
provider of aggregate demand, which would help
reduce the outstanding debt of the private sector. In
the period of balance sheet recession, the efforts of
private agents are aimed at increasing their savings.
The growth decelerating impact of the synchronised
deleveraging complicates the implementation of this
effort, as one can save less from the decreasing or
slowly increasing incomes, and the debt-to-income
ratio decreases more slowly. In such a situation,
income growth may be accelerated by the continued
indebtedness of the budgets, under low capacity

17 Borio and Disyatat (2011) and Borio (2015), and Tily (2012). See more details in the first chapter of the MNB Growth Report of 2014 (MNB 2014)

and in Szalai (2014)
18 Koo (2014) in: Teulings and Baldwin (2014).
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utilisation the fiscal multipliers are high, public sector
spending does not crowd out private spending, and
thus they do not increase the interest rates and the
threat of inflation is also small.® According to Koo,
Japan got caught in the trap of secular slow growth,
because it used fiscal policy timidly, fearing that the
high government debt would be unsustainable.

The weak aggregate demand explanation of Borio?
and his colleagues also emphasises the backwash of
the balance sheet recession. The crisis was caused by
the process during which the interactions of the real
economic and the financial cycles were recognised
neither by the private agents, nor by the economic
policymakers. The economic policymakers — ignoring
the excessive flexibility of the banking system —
aimed at smoothing the real economic path, and at
the same time tried to judge whether the economy
was on a sustainable path based on their inflation
projections. However, inflation appears to have
less and less reliable predictive power with regard
to the sustainable financial growth rate, and when
the overheating — which developed in addition to
the price stability — threatened to lead to financial
instability, rapid and firm measures were taken to
avoid the crisis. Economic policy became asymmetric,
because during the boom it paid little attention to
preventing the build-up of financial instabilities, and
it failed to perceive the overheating in the economy,
but it took firm measures to avoid the negative

consequences. According to Borio et al.?! it was due
to this asymmetric policy that during the crises the
debts did not unwind and the next cyclical financial
overheating started from higher debt levels.

According to Borio et al., the bad cycles of the repeated
overheating and overcooling, developing under ever
increasing outstanding debts and showing larger swings,
can be prevented by a more symmetric economic
policy: the central banks should cool the overheating
already in the build-up phase. In order to do this, they
should modify their strategy properly within the existing
monetary policy mandates. However, if a financial crisis
occurs anyway, they should understand that —as in the
current situation — the possibilities of fiscal policy are
limited in crisis management. Initially, it may be useful
to permit an increase in the deficit to mitigate the
crisis, but over time this instrument becomes blunt
and it can only generate additional indebtedness and
a financial bubble. Hence, they believe that the fiscal
policy’s existing room for manoeuvre should be used
for cleaning the private sector’s debts and the balance
sheets of the banking sector, rather than for a general
increase in aggregate demand. They mention the rapid
and efficient management of the bank crisis by the
Scandinavian countries as a positive example from the
early 1990s, when during the crisis these countries
quickly nationalised the banks, consolidated their bad
debts and finally re-privatised them without suffering
any budgetary loss.

% For more in Table 1-1
20 Borio (2014)
21 Jo.
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1.4 Financial markets, investments and

allocation efficiency

The textbook and mainstream macroeconomic
approaches are mostly abstracted from the financial
sector, as they assumed that apart from the occasional
frictions or the temporary overstatement of external
shocks and prolonged adjustment, their operation
had no impact on the longer-term equilibrium path
of the economies. Well-informed agents see through
the financial and monetary veil, and they make their
optimal decisions based on real considerations.

However, if it turns out that financial variables can
steadily divert the allocation of resources from
the sustainable path, it may happen that a longer
adjustment will be necessary in the real economy
as well, in order to reach the pre-crisis growth rate
once again. Then the recovery from the financial
crisis requires not only deleveraging, but also real
economy adjustment, which is not only slow, but
also expensive. It is enough to consider that due to
the lax lending conditions before the crisis a large
number of residential and other properties were
built, which some private or corporate builders are
unable to finance after the crisis. Due to the high
degree of investment overhang only part of these
can be sold, and even that at depressed prices. Such
“misallocated” real assets cannot even be reconverted
into other physical objects. In the new situation, most
probably part of the machinery and equipment used in
construction will also become redundant and difficult
to exploit, and it is similarly difficult to convert these
capital elements into cash. Finally, the headcount
of the workforce employed in construction will be
also too high due to the lower capacity requirement
that can be sustained in the long run, and therefore
the workforce must flow to such sectors the output
of which is required permanently. This may as well
entail the change of profession and geographical
location, which is time consuming, and may also be
accompanied by private and community costs.

We could estimate the possible degree of economic
policy error, if we knew the impact on potential growth
of the deviation from the resource allocation ensuring
an optimal growth path. Up to now only a few
analyses have dealt with the empirical estimation of
this, partly due to the estimation difficulties.?? In part,
this is also attributable to the prevailing paradigm,
which assumed that the financial sector and nominal
variables cannot have a secular real economic impact.
These few analyses include the work of Cecchetti et
al. and the BIS 2015 report,?® in which they tried to
estimate the impact of the sub-optimal allocation
of the resources on growth. According to the
fundamental assumption of the research strategy, the
expansion of lending beyond a certain point diverts
real economic resources to an increasing degree
towards industries in which productivity lags behind
the average. Thus, the credit boom may be regarded
as an indicator of deterioration in economic efficiency.
According to BIS, the deterioration of productivity, as
interpreted above, was significant: had the growth
rate of lending not exceeded the growth rate of 1994—
2000, the productivity grow rate in 2004—2007 would
have been higher on an annual average by 0.2 per cent
in the USA, by 0.4 per cent in Italy, by 0.7 per cent in
Spain and by 1 per cent in Ireland (Chart 1-9).

Based on the above, it can be seen that the cause of
the lower growth potential is not that the economy
is physically unable to generate higher output: it
does have this capacity, but the utilisation of the
resources in the given ratios and structures proved
to be partially unsustainable in financial terms.
With different resource and income allocation, it may
also be possible to achieve or even exceed the pre-
crisis growth potential. For example, if properties
had been built only in a sustainable volume and as
a result of a more even income distribution, and the
indebtedness of home buyers had also remained at

22 |n such research it must demonstrated how the growth would have developed on a path that did not materialise. That is, a counterfactual-type

question must be answered.

23 Cecchetti and Kharroubi (2015). See also the “Credit boom-induced resource misallocations stifle productivity” section in BIS (2015) pp. 50-51.
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Chart 1-9
Productivity loss due to non-optimal allocation
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a sustainable level, then part of the real resources
could have been utilised in areas other than home
construction. Until the adjustment is completed both
in the balance sheets and in the allocation of the real
resources, we indeed should expect that the post-
crisis growth potential will fall short of the pre-crisis
level, but in theory it cannot be ruled out that it will

GROWTH REPORT e 2015

once again reach it after a temporary period. The
conclusion from these thoughts is that if economic
policymakers assume, ignoring these considerations,
that the post-crisis growth potential is steadily
lower than that before the crisis and base their
decisions on this assumption, they risk contributing
to the development of lower-than-possible growth
potential, as a kind of self-fulfilling prophecy.

In other words, the misallocation of resources was
already typical before the crisis due to the credit
boom and as a result, the potential output and the
productivity of the economies fell short of the possible
level, which could have been achieved by a close to
optimal resource allocation. Thus, the conclusion is
that in theory the pre-crisis productivity growth is
not impossible to achieve. Naturally, the above does
not mean that it will definitely materialise. It could be
caused not only by the fault of economic policy by,
for example, erroneously and steadily underestimating
the economy’s potential growth. Similarly to the pre-
crisis situation, the private sector may engage in
both intratemporal (among industries and countries)
and intertemporal (between the present and future
consumption, due to excessive or insufficient
investments) allocation errors in the future as well.



1.5 Absence of “patient”

financing — the short-

termism of the financial market

Explanations other than those voiced by the advocates
of secular stagnation have also been provided for the
moderate investment activity, which also characterised
the pre-crisis period. It is easy to explain that amidst
the uncertainties of the crisis, liquidity demands
soared and investors refrained from investments
requiring a long-term financial commitment.?* On
the other hand, it was already observed before the
crisis that companies — primarily large enterprises —
had substantial liquid assets and corporate savings,?
as they used a decreasing portion of their profits
for capital investments, i.e. for the development of
their own physical and human capacities, and for
R&D activities. Instead, they used an increasingly
large portion of their funds for financial market
activities, the payment of shareholder dividends,
and the amounts used for share buy-backs, serving
as remuneration for the corporate managers, reached
unprecedented heights.?®

For example, in the USA large enterprises account for
about eighty per cent of private investments, while
small and medium-sized enterprises — in the case of
which the shortage of financial funds may be justified
— accounted for only the remaining part thereof.?’ This
confirms that the shortage of financial funds alone
does not explain either the moderate development of
innovations or the decelerating investments.

In the past, research results on the financial structure
of modern corporations, and the connection between
the financial structure and investment, employment
and research and development activity were rarely
presented in the macroeconomic literature — these

remained within the mostly microeconomic approaches
of the financial markets and corporate finance. These
treated the financial sector, as well as corporate finance
only as a “veil”, which facilitate the optimal allocation
of the available (treated as real) scarce resources. It is
not possible to present the literature in detail, and thus
we highlight only two aspects thereof relevant for the
debates on secular stagnation.

1.5.1 FINANCIAL CONDITION OF
LARGE CORPORATIONS

Over past decades, substantial changes have occurred
in the financing structure and managerial incentives
of large corporations, which account for the bulk
of private sector investments. The “managerial”
corporations, which were typical in the decades that
followed World War I, gradually gave way to large
corporations managed in the spirit of “shareholder
value”. The ownership (shareholders) and the actual
governance (management) of the company was
already separated in the case of the managerial
corporations as well; the literature analysed this
relationship as an “agent — principal” relation.?® The
key question was what ensured that the corporate
managers, being better informed than the owners
holding small shares (who may be more interested
in accumulating internal reserves and increasing the
size of the company than in enhancing efficiency, etc.)
would represent the interest of the owners in their
business decisions (e.g. on investment, financing and
profit sharing issues). The practice according to which

24 Mason (2015), p. 4.

25 IMF (2006). The analysis added that in 2003-2004 the G7 countries’ corporate savings were twice as high as the current account surplus
accumulated by the less developed countries toward them, which represented a “paradox” capital flow from the less developed toward the
developed. On the current liquidity situation, see Tett (2015) and the report underlying the paper: Association for Financial Professionals (2015).
According to this, the European large enterprises hold liquid assets of about EUR 1.1 trillion at very low yields in the banking sector, which
roughly corresponds to the additional liquidity that ECB intends to provide for the stimulation of the economy until autumn 2016 within the

framework of its asset purchase programme.

26 Lazonick (2014a and 2014b), Mazzucato and Wray (2015). 449 companies, belonging to S&P 500 and listed on the stock exchange between 2003
and 2012, used 54 per cent of their total profit for share buy-backs on the open markets and 37 per cent for dividend payment. Thus, not too

much profit was left for the financing of the developments.
27 Mason (2015), p. 2.
28 Berle and Means (1932).
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managers’ remuneration was tied to an increasing
degree to the share price of the companies managed
by them, thereby bringing the owners’ and the
management’s interest close to each other, started
to spread from the 1970s. This assumed that the
stock exchanges properly value the companies, duly
appreciate the investment decisions made in the
interest of the company’s long-term viability and — not
least — profitability, which requires the company to
subordinate its own profit and the external resources
(share, bond and bank loan financing) to this goal to
the maximum. Since the long-term viability of the
company is not only in the interest of the owner, but
also of the employees, suppliers and clients, it was
assumed that everybody else, whose welfare was
impacted by the company —i.e. the “stakeholders” —
were also interested in the increase of the share price.
The stock exchange undervalues the management that
underperforms in this respect, and other companies
will buy out the enterprise and replace the old
management with a more competent one.?®

Heated debates started already in the 1980s as to
what degree these interests indeed coincide in reality.
The debate was about the notion of assumed “short-
termism”. According to the critics, the stock exchanges
do not sufficiently value the developments that entail
long-term commitment, but in the short run promise
little dividend and price gain. They set short-term
financial profitability requirements that preclude the
implementation of such, otherwise desirable, strategies
or make it extremely difficult. In the wake of the crisis,
the debate once again became heated and — particularly
in the USA and the United Kingdom — with many
arguing for corporate governance and corporate finance
structures that attach more importance to stakeholders’
interests rather than to shareholder value.°

Critics had already pointed out before the crisis
that today’s shareholders — especially in the Anglo-
Saxon world, but also in an increasing number of
other countries — are only “portfolio owners” of large
enterprises. That is, their welfare is not linked to
a single company. They are interested in increasing the
value of their portfolio rather than in the long-term
stability of a single company. This can also be achieved
by holding the shares of each company only as long as
they pay dividends, and pulling out when their future
becomes uncertain. That is, in this respect there is no

guarantee that the maximisation of shareholder value
coincides with the long-term growth of the company
and generally of the economies.

Wiliam Lazonick, one of the earliest critics of the
shareholder value approach, demonstrated using
data that the financial incentives of the management
by equity options did not strengthen the long-term
approach.3! Quite the contrary, the management has
numerous possibilities to influence the equity price
of its own company with methods that might as well
conflict with the long-term interests of the company.
According to the analysis performed with regard to
the USA, to a large extent the shares financed the
retirement of the managers, but did not contribute
to the increase of investments.

This year’s OECD report on the corporate outlooks
dedicated a separate chapter to this topic.3? It notes
that, in theory, the “active shareholders” — that is
the “impatient” investors expecting continuous
profitability — naturally often play a positive role
by specifying requirements for the corporate
management, which often acts too leisurely and is
unable to grab business opportunities. However, in
some of the cases these same active shareholders
may set with their yield expectations a “hurdle
rate” for the management, who —in an environment
characterised by such low financing costs as today
— are willing to submit to short-term pressure and
pay dividends even from loans. The OECD helps the
understanding of this by a mechanism equivalent to
increasing the effective risk premium. It demonstrates
that a large part of the companies’ operating cash flow
is used for share buy-backs instead of investments,
which is one form of remunerating the shareholders
(including also the management) (Chart 1-10).

Mason shows that before the crisis US companies
borrowed for financing shareholders (dividends and
buy-backs) rather than for investments. Borrowing
declined during the crisis, which was accompanied by
reduced dividend payments and buy-backs, but not
by a downturn in investments. Based on the longer
time series, the link was stronger between profits,
fluctuating together with the cycle, and investments,
but this link weakened over time. In the last cycles
the profit increased, but investments decelerated.
In parallel with this, dividend payments were stable,

2% The so-called “market for corporate control” mechanism. See Jensen (1991).
30 Recently the chief economist of the Bank of England has also dealt with the issue in several presentations and supported the development of
the mechanisms that enforce the stakeholders’ interests better. See for example Haldane (2015).

31 Lazonick (1991; 2015)

32 OECD (2015), Short-termism: the cash-flow, CAPEX and buyback puzzle, p. 44.
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Chart 1-10
US companies: Operating cash is rising and buy-backs
are huge
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Chart 1-11
European industrial corporations’ expenditures and
liabilities, per cent of net sales
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indifferent to the cycles and low for a long time. In
recent years, dividend payments soared and at the end
of the time series they even exceeded investments.
Lending in the previous decades was stable, but it
gradually became increasingly cyclical and from time
to time it even fully disappeared at the trough of the
cycle. Recently its parallel movement with the dividend
payments has been strengthening. Mason drew the
conclusion that even if large enterprises eventually
have problems with providing the necessary funding
it is due to the fact that too much funds flow out of
the company — and to a lesser extent for investments
- rather than to the low inflow of funds.

1.5.2 FINANCING INNOVATIONS

With the change in the financial structure, the
financing of innovations has also undergone
transformation. Venture capital companies, which
play an important role in financing innovations in
the USA, are less and less willing to undertake the
financing of research projects in the early phase and
rather limit their support to the less risky phases that
are closer to market entry33 (Chart 1-12 and 1-13).

Thus, the state must play an increasing role in financing
innovations and determining the direction of R&D (see
Charts 1-14 and 1-15, for the distribution of resources
available for basic research and R&D). However, in the

Chart 1-12
Stages of venture capital investment
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Chart 1-13
Risk of loss for different stages at which investments are
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developed countries the state development banks
have been gradually closed down or restricted in their
activities. In times of fiscal adjustments, R&D and other
investments that influence long-term competitiveness
are often cut back. Despite possessing abundant
resources, the private sector does not undertake the

33 Mazzucato and Wray (2015)
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financing of the riskiest phases to the same degree
as in previous decades. In several studies, Mazzucato
presented that the states — particularly the USA — played
a defining role in and provided considerable funds for the
development of innovative products of high success.3*
However, when certain products become successful on
the market the states receive a relatively low share from
the financial results, as the profit remains in the private
sector. Successful companies are often able to minimise
their tax burdens. These changes contribute to the
accumulation of less development funds than necessary,
as both the companies and the states fail to reinvest
a sufficiently high part of the former innovations’ market
utilisation result in the new basic research.

Mazzucato et al. propose changes that would ensure
the availability of stable and patient financial resources
in the required volume to guarantee the financing
of basic research. She believes that the state has
a dominant role, as the markets are unable to provide
this stability and do not take responsibility for the
uncertainties accompanying basic research. However,
in lieu of this it must be ensured that when the private
sector realises profit from the market utilisation,
the state — which facilitates this — receives a higher
share from that. The state not only needs to adjust
the market failures, as suggested by the mainstream
recommendations, but it should also create these
markets or at least make a substantial contribution to
the creation of those. A capable state can shape the
course of innovations and the future development
directions by transformative interventions, and divert
the efforts to a socially desirable direction that mitigates
the social inequalities and environmental damages.

The lessons learnt from the financial structural changes
that work in the long run are as follows: Deregulation,
liberalisation and privatisation were expected to
facilitate the optimal allocation of resources and
financial risks; by increasing competition and decreasing
the funding costs it strengthens the compulsion to
increase competitiveness and investments. However, in
retrospect, it is clear that financial liberalisation alone,
without the proper adjustment of macroeconomic
policy, entails severe risks and contributed to the
major financial crisis.>® These processes — which are
most advanced in the USA, but also characterise other

Chart 1-14
Sources of funding for basic research in 2008
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Chart 1-15
Sources of funding for US R&D in 2008
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Source: Mazzucato (2011 ), p. 51

developed regions — commenced several decades
earlier, with the gradual spread of financial deregulation
and liberalisation, and peaked before the crisis.
Simultaneously with these micro-level changes, at the
macro level the financial cycles, which from time to time
deepened to become overt crises and characterised the
economies before World War Il, returned.3®

Many attributed the falling growth rate in the advanced
economies to this transformation.3” The large enterprise
sector still has very substantial liquid funds, while
investment activity falls short of even the pre-crisis level 38
However, this can only partially be blamed on balance
sheet adjustment, as it was typical beforehand as well,
albeit its degree increased during the crisis, due to the
uncertainty. At the same time, they also disagree with the
opinion of economists fearing secular stagnation, as they
believe that economic policy can do more than suggested
by them. In the interest of faster, more sustainable
growth they propose structural changes that may create
“patient” financing for basic research, as well as for the

34 This particularly applies to those products of global success the market entry of which helped the most innovative companies, such as Google,

Amazon, Apple or Facebook, join the largest and richest companies.

35 Cecchetti et al (2015), Cournéde et al. (2015). Zingales dedicated his presidential speech of this year to the same topic at the meeting of the

American Finance Association. Zingales (2015).
36 Aglietta (1995), Borio and Disyatat (2002), Borio (2012).
37 See, for example Lazonick (2014a), and Mazzucato and Penna (2014).
38 IMF (2015b).
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development of these ideas into market products and
introducing them to the market, in which the state
must play a dominant role. The profit of the enterprises
should come from the core activity, and the incentive
system of the corporate managers should be transformed
such that encourages behaviour that results in
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2 Quantitative and qualitative
conditions of the labour market

In the pre-crisis years, one of the most acute structural problems of the Hungarian economy was the low labour
market activity and employment, which restrained the economy’s growth potential. As a result of the reforms
introduced since the crisis, the labour force participation rate has increased considerably, but remains low by
international standards. Looking ahead, the development of the quantitative and qualitative labour market
conditions is of key importance for economic growth.

Human capital affects economic growth via two channels; on the one hand, through the available labour force,
on the other hand, through the education level of employees. Based on various population forecasts, in the
coming decades the role of the qualitative attributes of labour force may gain importance due to population
ageing. A qualified labour force enhances economic growth through higher productivity. In addition, a further
increase in labour market participation by groups that are currently characterised by lower participation rates
may also reduce the long-term growth impacts arising from demographic processes.

Based on population projections, in the coming decades ageing may continue in Hungary as well, in line with
the global trends, and the extent thereof may slightly exceed the EU average. As regards the labour market, the
most important demographic change may be the significant drop in the working-age population. Demographic
changes may be an increasingly strong labour supply challenge over the long run. The impact of demographic
changes can be offset by improving the qualitative attributes of the labour force and a further increase in the
labour market participation of groups characterised by low labour force participation rate.

In past years, the participation rate has increased the most in Hungary among the Visegrdd countries, but by
international standards it has been low for a long time. The increase in labour supply was a general process in
Hungary, and the shortfall in participation can be linked primarily to a few, partially overlapping, social groups.
By international standards, the activity rate of the highly qualified is still low. In addition to the demographic
composition, the low participation rate is also attributable to differences in education.

The qualitative features of the labour supply can best be captured by the education level of employees. Since
the millennium, the ratio of persons with a university or college degree has risen significantly in Hungary. The
ratio essentially corresponds to the average value of the Visegrdd countries, but lags behind the EU average
and the average for more developed countries. However, there are significant differences between the regions
of Hungary in terms of the education level. In the coming decades, as a result of the technological progress,
the labour demand for those holding a degree in technical and natural sciences — the areas were Hungary
lags behind the Visegrdd countries — may further increase. Besides the ratio of persons with a university or
college degree, the number of those finishing vocational school in the secondary school system also shows
a shortfall compared to other European countries. On the supply side of the labour market, the largest supply is
in employees with secondary school education. Based on the results of international surveys, the average test
results of students lagged behind the OECD average in the past period, which implies that the quality of public
education should be further improved. The quality of public education is characterised by a dichotomy. The
best performing schools are concentrated in the capital city. Finally, besides knowledge acquired in education,
the health condition of the population is also the part of human capital. In the past decades, life expectancy
has gradually increased in Hungary, but it is still lower than the value corresponding to the country’s level of
economic development.
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2.1 Demographic processes

Population ageing — which is essentially a global
trend - is one of the most significant challenges of
the global economy. The pace of ageing may be the
highest in the medium-income countries, where the
ratio of the elderly people within the population may
double compared to the current value by 2050. The
extent of ageing may be the most significant in the
high-income countries: by 2050 the ratio of the people
over 65 may increase to 25 per cent of the population.
In the coming decades, of the regions of the world the
degree of the demographic changes may be the most
significant in the European Union: by 2050 the ratio
of the elderly people may approximate 30 per cent,
i.e. twice as high as the 15 per cent value estimated
for the countries of the world (Chart 2-1). Based on
various population forecasts, in the next decades the
population ageing may continue in Hungary as well
similarly to the European trends.

Chart 2-1
Ratio of those over 65 within the population in the
various country groups of the world
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Source: World Bank (2015)

2.1.1 DEMOGRAPHIC DEVELOPMENTS
IN HUNGARY

Quantitative labour market conditions are
determined to a great extent by demographic
processes, that is the development of the number
and age composition of the population. In Hungary,
the size of the population has been decreasing and
the population has been gradually ageing since 1980
(Chart 2-2).

Chart 2-2
Distribution of the Hungarian population by age groups,
1960-2060
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Sources: Eurostat, HCSO HDRI (2015)

One of the main reasons for the population
decline is the lower birth rate than in previous
decades. Between 1990 and 2010, the population
of Hungary decreased by 360,000. Although as
a result of the gradual increase in life expectancy,
the annual mortality rate decreased, the birth rate
declined to an even larger extent in the past two
decades. Consequently, the number of births is
unable to offset the population decline attributable
to mortality, and thus in recent years as a result of
the natural population decline Hungary’s population
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decreased on average by 35,000 persons annually
(Chart 2-3). According to Eurostat data, the impact
of this was partially offset by the positive balance of
net migration, but even taking this into account the
annual extent of population decline in Hungary is still
significant.

Chart 2-3
Decomposition of the change of the Hungarian
population, 1990-2014
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Chart 2-4
Developments of total fertility rates in the countries of
the European Union, 2000-2013
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The change in the age structure is characterised
by population ageing. Within the population both
the young population(0-14 years) and the group of
15-64 years — relevant for the labour market — is
decreasing (Chart 2-2), while the ratio of the group
of 65 and older is increasing within the population.
Population ageing is attributable to two processes:
the low birth rate and the gradual increase of life
expectancy. The birth rate, which is lower than that
observed in the previous decades, results in a smaller
young generation compared to the older generation
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and it also reduces the future number of women of
child-bearing age, while due to higher life expectancy
members of the older generation live longer.

In Hungary, the total fertility rate is extremely low
in a European comparison. Since the millennium
the fertility rate in Hungary has fluctuated between
1.23 and 1.35, but despite the rising trend observed
in recent years it still falls significantly short of the
value of 2.1, necessary for long-term reproduction.
In a European comparison, the Hungarian ratio is one
of the lowest values Chart (2-4). Although the latest
figure from 2013 represents the highest value since
the millennium (1.35), based on this Hungary ranks
only 22nd among the 28 EU member states. Within
the European Union, the fertility rate shows a great
variance: it is around 2 in Ireland and France, while
in the Visegrdd countries and in the South European
states it was around 1.3—-1.4 in recent years (Chart
2-5). Taken together, the European fertility rate is the
lowest among the world’s regions.

Chart 2-5
Development of total fertility rate in certain country
groups, 2000-2013
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Source: Eurostat

Life expectancy has increased slightly in Hungary
since the millennium, but the level and rate of
increase is still low in a European comparison (Chart
2-6). In 2013, at the age of 60 the life expectancy was
on average 24 years in the EU countries, while the
value in Hungary (20 years) was one of the lowest in
the EU. Since the millennium the life expectancy of
women and men at the age of 60 increased equally in
Hungary, thus the difference in the life expectancy of
the genders did not decrease.



Chart 2-6
Life expectancy at age 60 in the countries of the
European Union in 2000 and in 2013

Men

I [ France i ]
[ [ Sweden i )
I [ Italy ]
o=t [ Spain |
[ United King.
Luxembourg
EA17 ]
Cyprus 1
Netherlands
Greece
Germany
Ireland
Austria
0 [ Malta i ]
=" [ Finland i =}
I [ Belgium
I [ Portugal
[ [ Denmark
[ Slovenia
Czech Rep.
Poland
Slovakia
Estonia
Romania
Hungary
I [ Bulgaria
I Lithuania

30 25 20 15 10 5 0 0

5 10 15 20 25 3(

E=12000 =3 2013

Source: Eurostat

Chart 2-7
Life expectancy at age 30 by educational attainment in
Hungary, 2012
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Life expectancy varies greatly between groups
with different education levels: the life expectancy
of men with higher education degree at the age of
30 on average exceeds the life expectancy of those
with primary education by 12 years in Hungary (Chart
2-7). A difference of similar magnitude may only
be observed in the Central and Eastern European
countries, while in the more developed Western
European member states there is no significant
difference in the life expectancy of the groups with
different education level (Chart 2-8).

Chart 2-8

Difference between the life expectancy of persons with
tertiary education and secondary education at age 30,
2012
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2.1.2 EXPECTED DEVELOPMENT OF
DEMOGRAPHIC PROCESSES

The future development of the population and its
age composition is determined by the fertility rate
and life expectancy, as well as by the balance of net
migration. Regarding the Hungarian population several
projections are available, which estimate the expected
processes in line with different assumptions.

Based on projections for the future development of
the Hungarian population, in the coming decades the
size of the population may decline further and ageing
may accelerate. Based on certain projections, the size
of the population in 2060 may be in the range of 6.7 to
9.2 million (Table 2-1). The basic version of the HCSO
HDRI (2015) and the UN projections (UN 2015) both
show a population number of 7.9 million for 2060, thus
presaging a population decline of 2 million. The basic
version of the Eurostat population forecast prepared in
2013 projects a higher population, namely 9.2 million
inhabitants, primarily due to the different assumptions
with regard to migration. In the following, we present
the assumptions of the basic versions of the HCSO
HDRI (2015) and the Eurostat (2013) forecasts.

The population forecasts assume an increase in the
fertility rate (Table 2-2). Based on the assumption
of HCSO HDRI (2015), the rate will reach the current
EU average of around 1.6 and stabilise at this level
until 2060. The projection of Eurostat (2013) projects
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gradual convergence of the fertility rate, which may be
1.74 by 2060. In the coming period, the government
measures carried out in recent years may increase
the willingness to have children.?” In addition to the
willingness to have children, the future development
of the fertility rate is significantly influenced by the
number of women of child-bearing age. Since in the
coming decades a significant decline can be expected
in this group, the birth rate is expected to decrease
despite the increasing fertility rate, which will result
in a significant population decline by 2060. The birth
number of roughly 90,000 children in 2013 may fall to
85,000 by 2060 based on the basic version of Eurostat
(2013), and to 63,000 based on the basic path of HCSO
HDRI (2015).

In addition, the projections assume a gradual
increase in life expectancy, while there are significant
differences in the assumptions related to migration.
Looking ahead, the HCSO HDRI takes into account
— based on certain estimation outcomes — that the
balance of international migration has already turned
negative in the recent years in Hungary: the actual
number of the persons working abroad on average
exceeded the number of the immigrants by 7,000
between 2010 and 2012 (Chart 2-9). The difference
is attributable to the fact that the statistics related to
migration, particularly those on emigration, involve
significant uncertainties, which however can be
adjusted by the statistics of the host countries of
Hungarian emigrants. Based on this, the basic version

Table 2-1

Expected size of the Hungarian population until 2060 according to different population projections

Source Population forecast type 2020 2040 2060 2060-2010

KSH NKI (2015) |Low scenario 9,5 8,6 7,9 -2,1
Baseline scenario 9,5 8,1 6,7 -3,3
High scenario 9,6 8,9 8,7 -1,3

Eurostat (2013) |Low scenario 9,8 9,5 9,2 -0,8
No migration scenario 9,7 8,8 7,9 -2,1
Higher life expectancy scenario 9,8 9,6 9,4 -0,6

ENSZ (2015) Low scenario 9,7 8,8 7,9 -2,1
Baseline scenario 9,6 8,2 6,7 -3,3
High scenario 9,8 9,4 9,2 -0,8

World Bank (2015) | Baseline scenario 9,7 9,1

Note: In the case of KSH NKI (2015), the baseline scenario corresponds to the realistic future expected at the time of projection, while the low and
high scenario appoint the lower and upper bound of the future population size. The projection of Eurostat (2013) and UN (2015) introduces further
alternative paths besides the scenarios presented above. The projection horizon of World Bank (2015) goes on to 2050.

Sources: Eurostat (2013), HCSO HDRI (2015), UN (2015), World Bank (2015)

Table 2-2

Hypotheses of Hungarian population projection

Source Indicator 2013 data 2030 2060

KSH NKI (2015) | Fertility rate 1,34 1,60 1,60
Life expectancy at birth (years), men 72,0 76,7 84,8
Life expectancy at birth (years), women 78,7 82,4 88,7
Net migrationl -7 340 -5960 7 500

Eurostat (2013) | Fertility rate 1,38 1,61 1,74
Life expectancy at birth (years), men 71,9 75,9 82,0
Life expectancy at birth (years), women 78,8 85,4 87,0
Net migration 8 100 20 900 14 000

Note: 1. Estimation for 2012.
Sources: Eurostat (2013), HCSO HDRI (2015)

37 For example, the introduction of the family tax allowance, child-care benefit extra, the Job Protection Action Plan.
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of the HCSO HDRI (2015) assumes that the number of
immigrants will slowly increase due to the increasing
labour demand of the Hungarian economy, in parallel
with this the emigration rate will decrease and it
may stabilise at a low level from the 2030s. Thus,
the balance of net migration may become positive
from the 2030s and from the end of the 2040s it may
stabilise at the level of 7,500 persons per year.3®

Chart 2-9
Official data and estimated data for the net balance of
migration in Hungary
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In addition to the balance of net migration, the age
composition and education level of the persons
working abroad may also have an impact on labour
market developments. Based on the data of SEEMIG*®
between 15 and 74 years the age composition of the
persons working abroad is typically younger than that
of the entire Hungarian population (Chart 2-10). The
average age of persons working abroad between the
age of 15 and 74 is 38 years, while in the same age
group of the Hungarian population this is 45 years.
One-quarter of persons working abroad are between
the age of 20 and 29 years, and about two-thirds of
them are younger than 40.%° Regarding educational
attainment, they are typically higher educated than
the average of the Hungarian population as the
ratio of those with secondary school education and
tertiary education is higher than the average value for
the total Hungarian population. However, Hungarian
persons working abroad are still strongly related to the
Hungarian economy, for instance the labour income

Chart 2-10

The distribution of the Hungarian emigrants and the
Hungarian population by age, emigrants between 1989
and 2013
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Chart 2-11
Labour income acquired abroad by Hungarian residents
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acquired by Hungarian residents working abroad
appearing in the balance of payments has stabilised
on a permanently high level in past years amounting
to 3 per cent of GDP (Chart 2-11). The labour market
effect of persons who work abroad may be partially
offset by immigrants as among immigrants the ratio of
working-age persons (15-64 years old) is higher than
in the Hungarian population based on the data of the
2011 census. In addition, as regards the education
level, the ratio of those with higher education within
the immigrants of 25-64 years of age is higher
compared to that of Hungarian population, and their
employment rate is also higher.*!

38 Fgldhazi (2015)

39 SEEMIG — A strategic project founded by the European Union’s South-East Europe Programme, the purpose of which is to assess the migration,

human capital and demographic processes of South-East Europe.
40 SEEMIG (2014)
41 Kincses (2015)
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Based on the population forecasts, ageing may
accelerate in Hungary in the coming decades and its
extent may exceed the EU average. The degree of
ageing can be captured by a number of indices. These
include, for example, the ratio of those 60 or 65 and
older within the population®? and the development
of the various dependency ratios (e.g. the old-age
dependency ratio). The ratio of those 65 and older
within the population may increase in Hungary from
18 per cent in 2015 to close to 30 per cent by 2060
based on the Eurostat (2014) population projection.
The projection of HCSO HDRI (2015), prepared on the
basis of different assumptions, shows an even more
unfavourable value, namely 33 per cent, for 2060. In
the EU countries, the ratio of those 65 and older may
increase from about 19 per cent in 2015 to 28.4 per
cent until 2060, and thus the increase of the ratio of
the older generation may be lower in the EU than in
Hungary (Chart 2-12).

Chart 2-12
Ratio of persons over 65 in EU countries in 2015 and in
2060

Chart 2-13
Projected development of the old-age dependency ratio
in EU countries in 2015 and in 2060
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By 2060, the old-age dependency ratio may double
in Hungary compared to the present level, and thus
the support burdens on economically active age
groups may significantly increase in the coming
decades as a result of population ageing. The old-
age dependency ratio is the ratio of the elderly (65 and
older) to the working-age population (15-64 years).
Based on Eurostat (2013), the ratio may increase from
26 per cent in 2015 to 52 per cent, while according to
the projection of HCSO HDRI (2015) it may rise as high
as 61 per cent by 2060 in Hungary; thus, the ratio may

exceed the European average (50.2 per cent) (Chart
2-13). While there were 26 elderly people per 100
persons of working age in 2015, in 2060 100 working-
age people will have to support twice as many, i.e.
52-61, elderly people. The total dependency ratio may
increase to a lesser extent, as the fall in the number
of children may partially offset the increase in the
number of the elderly. By 2060 the total dependency
ratio may equal to 85 per cent, which means that
the generations that are younger and older than the
working age population will come close to the number
of the working-age persons, at 85 per cent thereof.

Chart 2-14
Dependency ratios in Hungary, 2015-2060

Per cent

Per cent

90 1
80 1
70 1
60 1
50 1
40 1
30 1
20 1
10 1 - 10
O o o 0

= QOld-age dependency ratio
Young dependency ratio
----- Total dependency ratio

Source: HCSO HDRI (2015)

42 |n view of the fact that in most European countries the pensionable age is approaching 65 years, in our analysis we examine the group of those

65 and older.
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The youth dependency ratio may increase only slightly,
from 21 per cent to 24 per cent between 2015 and
2060 (Chart 2-14). The youth dependency ratio may
increase, despite the decreasing share of children,
because according to the population projection the
working-age population may decrease to a larger
extent than the number of children.

2.1.3 LABOUR MARKET AND
MACROECONOMIC IMPACTS OF
DEMOGRAPHIC CHANGES

As regards the labour market, the most important
demographic change is the probably significant fall in
the working-age population. All of this is important,
because the labour force available for production
may substantially decrease in Hungary. In Hungary,
the working-age population, i.e. the number of those
aged 15-64 years, may fall from 6.6 million measured
in 2015 to 4.3 million by 2060.** (Chart 2-15). In
2060, the potentially available labour supply will be
less by one-third of the current stock of working age
population. The ratio of the working-age people within
the population may also significantly decrease, from
68 per cent in 2015 to 54 per cent by 2060. In the
European Union, this impact may be lesser, where the
working-age population may decrease by 11 percent

Chart 2-15

Projected development of the working-age population
between 2015 and 2060 in Hungary based on different
population projections
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by 2060 compared to 2015, as opposed to the 35 per
cent decrease expected in Hungary. In the EU member
states, the ratio of the working-age people within the
population may also fall to a lesser extent: it may
decrease from 66 per cent in 2015 to 57 per cent
by 2060. In addition, in the working-age population
of Hungary a gradual ageing can also be expected.
Looking at the various projections, it can be concluded
that in 2060 the working-age population will be in the
range of 4.2 to 5.1 million persons.

Looking ahead, demographic processes may become
an increasingly relevant labour supply challenge. In
the 1970s, the working-age population increased by
5 per cent compared to the average headcount in the
1960s, and in the decades thereafter it practically
stagnated up to the early 2010s (Table 2-3). Based on
the basic version of the HCSO HDRI (2015) population
projection, in the 2010s the size of the working-age
population may decrease by 4.5 per cent compared
to the average of the previous decade.

The demographic changes may have the most
significant labour market impact in the 2020s and in
the 2040s, as the size of the working-age population
may decline by 11 per cent in both of these decades
(Table 2-4). This may also be attributable to the
“Ratkd generations” (named after the one time
health care minister Anna Ratkd), which are much
higher in number than the new generations entering
the working age, which will turn 65 in these decades.
Similar trends will also take shape on the basis of the
Eurostat (2013) forecast, which projects a somewhat
lesser, altogether 25 per cent decrease in the working-
age population between 2010 and 2060, as opposed
to the 38 per cent decrease projected by the basic
version of the HCSO HDRI (2015) forecast.

The ratio of working-age persons within the population
may decrease to a lesser degree than the number
of working-age persons, which also contributes to
the increase in dependency ratios. Looking ahead,
the size of the population will also decrease, but to
a lesser degree than the labour force, primarily due
to the increasing number of those older than 65. The
ratio of working-age people within the population was
practically stable between 1960 and 2010, at between
66 and 69 per cent. This ratio may fall to 61 and 55 per
cent by the 2030s and 2050s, respectively, that is by the
end of the 2050s the number of the working-age people
may decrease to half of the population (Table 2-5).

43 HCSO HDRI (2015), basic version.
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Table 2-3

Headcount of the working-age population, 1960-2009 (million persons)

1960-1969 | 1970-1979 | 1980-1989 | 1990-1999 | 2000-2009
Average headcount of working age population 6,7 7,0 7,0 7,0 6,9
(million persons)
Change in the headcount 5,0% -0,6% -0,6% -0,3%
Note: The group of working age population contains ages 15-64.
Source: HCSO HDRI (2015)
Table 2-4
Expected development of the working-age population, 2010-2059
2010-2019 | 2020-2029 | 2030-2039 | 2040-2049 | 2050-2059 | 2010-2060
Average headcount of 6,6 5,9 5,4 4,8 4,4 -2,6
working age population
KSH NKI - § age Pop
(million persons)
(2015) -
Change in the -4,5% -11,1% —8,0% -10,8% -8,0% -37,8%
headcount
Average headcount of 6,7 6,3 6,0 5,6 5,3 -1,7
working age population
Eurostat .
(million persons)
(2013) -
Change in the -3,5% —6,2% -3,7% -7,1% -5,4% -25,1%
headcount
Note: The group of working-age population includes the age group of 15-64 years.
Sources: Eurostat (2013), HCSO HDRI (2015)
Table 2-5
Expected development of the share of working-age population, 2010-2059
2010-2019 | 2020-2029 | 2030-2039 | 2040-2049 | 2050-2059 | 2010-2060
Share of working age 68% 63% 61% 57% 55% -15%
KSH NKI .
population (%)
(2015)
Change -1,6% —6,4% -3,0% —6,5% -4,1% -21,2%
Share of working age 68% 64% 63% 59% 57% -12%
Eurostat .
population (%)
(2013)
Change -1,3% -4,9% -2,3% -5,5% -3,6% -18,2%

Note: The group of working-age population includes the age group of 15—64 years.

Source: Eurostat (2013), HCSO HDRI (2015)

The change in the size and age composition of
the population may affect the development of
key macroeconomic variables, and thus economic
performance, via several channels. The demographic
changes may exert an impact both on the supply and
the demand sides: on the supply side they affect
economic performance via the labour market, the
capital accumulation and the productivity channels,
while on the demand side their impact appears via the
consumption, savings and budget channels.
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In the long run, the accelerating rate of decline in the
working-age population may represent a challenge
of increasing importance for economic growth. In
examining the impact of labour market processes on
growth based on the production function, assuming
a Cobb-Douglas production function and the usual
two-thirds labour ratio, it is clear that between 1980
and 1999 demographic processes made a positive
contribution to growth, but after a sharp turn growth
decelerated by 0.5 percentage points after 2000,



Chart 2-16
Impacts of ageing on economic growth

Aging and decreaase in the headcount of population

Headcount of the old ﬁ

(e.g. R&D)

/
l

Working-age population @
Labour Consumption rate ﬁ
force Savings rate @

\ *

Rate
of economic
growth

Productive budget
expenditures

Source: MNB

Chart 2-17
Growth impact of the change in the working-age
population compared to 2000-2009
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due to the decrease in the number of the active
population. The deceleration of per capita growth
may be even higher than that (0.6 — 0.7 percentage
point), as the inactivity rate is gradually increasing.
When the grandchildren of the Ratkd generation reach

Box 2-1

the inactive age, in the 2040s the deceleration of the
growth rate may be even higher than the average
in the countries of the European Union. In addition,
the impact of ageing on economic growth can be
determined by several methods. Based on estimation
results, in the 2050s per capita growth may decrease
even by 2 percentage points compared to the average
of the 2000s as a result of demographic processes.**

Ageing may impact aggregate consumption and
saving rates due to the longer life expectancy and
change in the ratios of age groups. Based on the life-
cycle hypothesis, individuals’ propensity to consume
and save depends on age. In young and old age, the
consumption rate is higher and the saving rate is lower
than that of middle-age population, because in the
young age people do not have sufficient income to
save from, while in old age people typically deplete
the savings of the previous periods. With the shift
in the age structure, the aggregate consumption
rate may increase, while the aggregate savings rate
may decrease, in view of the fact that the ratio of
the active population characterised by higher saving
rate will be lower, and the ratio of the older age
groups of typically higher consumption rate will be
higher. Based on empirical results, the increase in
the old-age dependency ratio reduces the saving
rate (Meredith, 1995) and the number of those 65
and older has a significantly negative impact on the
saving rate (Lindh, 1999). Population ageing may
have a negative impact on the fiscal balance over the
long run, primarily through higher pension and health
expenditures. Since as a result budget expenditures
increase, and these expenditures are realised as the
payment of social transfers rather than in the form of
productive investments, ageing in the long run may
also have a negative impact on economic growth.

Regional characteristics of certain demographic indicators and processes

Life expectancy at birth

In the regional pattern of life expectancy at birth, the division of the west and east may be deemed tra-
ditional. The national mean value was exceeded only — with the exception of two counties (Csongrad,
Hajdu-Bihar) — by the capital and the western counties, with Budapest being well ahead of all other
regions. The indicator shows a strong correlation with the value of per capita GDP. The counties with
the lowest per capita GDP also lag behind in terms of the life expectancy at birth (Chart 2-18). In this
respect Komarom-Esztergom represents a negative anomaly, which is amongst the worst-performing

4% The detailed calculation results are available in the study of Kreisz-Hudak — Varga — Varpalotai (2015).
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Chart 2-18

Average life expectancy at birth and per capita GDP
in the counties of Hungary, 2013

Chart 2-19

Average life expectancy at birth in the Hungarian
countries (2005, 2010, 2014)
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counties in terms of life expectancy at birth despite the third highest per capita GDP. The position of Vas
county is similarly unfavourable. The positive and negative anomalies in part may also be attributable
to the special features of the settlement structure. According to conventional wisdom, the lower the
number of inhabitants in a settlement, the more unfavourable the mortality rate and the lower the life
expectancy are, while the most favourable living conditions are offered by towns with a population of
50,000 to 100,000.* In view of, for example, the settlement structure of Vas county characterised by
small villages, and the relatively high urbanisation of Csongrad and Hajdu-Bihar counties, the settlement
structure properties may partially explain the anomalies.

As regards life expectancy at birth, in the last ten years an almost unbroken increase could be seen at the
national level. Life expectancy at birth increased by more than 4 years at the national level since 2005.
However, there are significant differences at the county level in this respect as well. Life expectancy in-
creased in Szabolcs-Szatmar-Bereg county, which is at the very end of the ranking, and it also increased
in Borsod-Abauj-Zemplén county by almost 3 years, albeit it is still the lowest (Chart 2-19). Among the
top-ranking counties there was a significant increase in Budapest, as well as in Csongrad and Hajdu-Bihar
counties. This value improved the least in Gyér-Moson-Sopron county, and the increases in life expectancy
in Békés, Nograd and Jasz-Nagykun-Szolnok counties — all of which are at the end of the ranking — also
fell short of the national average.

Regional features of the population decline

The population decline is a process that started in 1981; since then Hungary’s population has declined
by more than 1 million. In 2014, it was 9,877 thousand.

The natural increase is negative in all counties, but the degree of this is different (Chart 2-21). Sza-
bolcs-Szatmar-Bereg, Pest and Hajdu-Bihar counties have the best relative values. The population decline
is slower than the national rate in Gyér-Moson-Sopron and Fejér counties, and also in Budapest (-3.5 per
thousand) , while it is somewhat faster in Borsod-Abauj-Zemplén, Komarom Esztergom and Veszprém

45 HCSO Statistical Review (2010), Vol. IV Issue 115.
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Chart 2-20

Natural increase/decrease, ageing index, internal and
international net migration in Hungary, 2001-2014

Chart 2-21

Natural increase/decrease, ageing index, internal and
international net migration in Hungary, 2014
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3counties. In most parts of the country the population decline rate is between -4.2 and -5.2 per thousand.
The most dynamic population decline was observed in Békés, Nograd, Vas and Zala counties.

The ageing of the Hungarian population is a decade-long process; at present the ageing index — which
expresses the percentage ratio of the elderly population (65 years and over) to the child population (0-14
years) — is 121.5 per cent. The ageing index is one measure of the population’s age structure, and as
such it is essentially determined by the demographic trends, therefore its value shows a similar pattern
as that of the natural increase. Compared to the national level Szabolcs-Szatmar-Bereg and Pest coun-
ties have a youthful age structure, where the ratio of the elderly population have not yet exceeded the
youth. Borsod-Abadj-Zemplén, Gyér-Moson-Sopron, Fejér and Komarom-Esztergom counties have better
indicators than the national level, but in these countries the number of elderly people already exceeds
that of young people. In the rest of the counties the ageing of the population is higher than the national
mean, with the most unfavourable values observed in Békés and Zala counties, and also in Budapest.

In the last 24 years, the negative and — apart from minor interruptions — continuously worsening trend
of the natural increase was always compensated by cross-border migration, albeit to a varying degree
(Chart 2-20). The primary recipients of these were the counties on the eastern and south-eastern border
(except Békés), first of all Szabolcs-Szatmar Bereg county and Budapest, but Gyér-Moson-Sopron county
also exhibits a substantial foreign migration surplus. There is minor plus in Pest and Békés counties, while
the emigration reduces the population of all other counties, albeit to a different degree. The highest
emigration rate was experienced in Veszprém and Tolna counties.

The primary targets of the internal migration were the regions regarded as the key beneficiaries of
the processes that accompanied the political transition. Central-Hungary, Gy6r-Moson-Sopron and Vas
counties are still the primary target regions of those changing their place of abode, while Fejér and
Komarom-Esztergom counties have had negative internal migration balance already since 2008, just like
all other counties. As regards the internal migration, Budapest is in a special situation. In the 1990s up
to 2006 its population was declining due to the suburbanisation processes; this trend turned around in
2007 and by now the capital has once again become one of the key targets of the internal migration.

GROWTH REPORT e 2015

41



2.2 Qualification level of the labour force

Human capital stock is one of the determining factors
of long-term growth potential. There is a positive
relation between human capital*® and per capita
GDP: on the one hand, countries with higher human
capital stock achieve higher economic growth, and on
the other hand, more developed countries can use
more resources for the expansion of human capital
(Chart 2-22). Increase in the human capital stock is
substantially supported —in addition to the knowledge
and experience obtained during work — by education.

Education contributes to economic growth through
three channels: it increases the productivity of the
labour force, increases the innovation performance of
the economy, and also facilitates the acquisition of the
knowledge required for understanding and applying
new technologies (Hanushek and Wéssmann, 2007).

The qualitative features of the labour supply can be
best captured by the education level of employees. In
the past period, in those countries where the ratio of
highly qualified employees increased to a larger extent,
per capita GDP growth was also higher (Chart 2-23.)
A highly qualified labour force is more productive and
contributes to technological innovation, as it develops
and masters new technologies more easily. Highly
educated employees usually have more favourable
labour market opportunities, their participation
and employment rate is higher; this group is also
characterised by higher average wages and better
health status compared to the group of less skilled
employees.

In terms of economic growth, the quality of the
education system is even more important than

Chart 2-22
Per capita GDP in 2014 and the human capital index in
2015
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Chart 2-23

Change in the share of tertiary educated persons within
the working-age population and GDP growth between
1994 and 2007
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46 The literature contains several definitions for the human capital stock, thus for example, according to OECD (1998) the “human capital is the
knowledge, skills, competences and other attributes embodied in individuals that are relevant to economic activity” (OECD, 1998), p. 24. Other
definitions relate to the entire population rather than to the working-age population; for example based on WEF (2015) the human capital
includes the skills and capacities that reside in people and that are put to productive use.
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the qualification level. The quality of the education
system is most often measured by students’ cognitive
capabilities, which are then quantified on the basis
of the results achieved in the international tests. The
capabilities of the students have a significantly positive
impact on per capita real GDP growth and based
on the data of developing and developed counties
between 1960 and 1990 the impact of the years of
schooling on growth becomes insignificant when
considering the quality of the education (Hanushek
and Woéssmann, 2010). Accordingly, in addition to
increasing the rate of participation in education the
further improvement of the quality of education
system is a key challenge, which strengthens the
capabilities of students entering the labour market.

2.2.1 SIGNIFICANCE OF THE
EDUCATION LEVEL OF THE LABOUR
FORCE

Education level strongly influences labour market
activity. When examining the education level, three
groups are differentiated: the low-skilled, who
have no secondary school education, those with
secondary school education and those with a higher
education degree. Of the three groups, the labour
force participation rate of higher education degree
holders is the highest both in the EU countries and
in Hungary. The activity rate of those with a higher
education degree in Hungary was 83 per cent in

2014, which, however, is one of the lowest values in
the European Union compared to those with similar
qualifications. The highest difference can be seen
in the activity rate of the low-skilled and those with
secondary school qualification: while the activity rate
of those with higher education degree is on average
by 12 percentage points higher than the rate of those
with secondary school qualification, the activity rate of
those with secondary school qualification exceeds the
activity rate of the low-skilled by 22 percentage points
in the EU countries (Chart 2-24). That is, the difference
observed in Hungary is even higher than the average
EU values: the labour force participation rate of those
with secondary school qualification is almost twice
as high than the rate of the low-skilled. Therefore,
in Hungary a vast part of the labour market reserve
consists of the low-skilled.

Labour market opportunities are much better for
those with a higher education degree compared to
the groups of the low-skilled. In Hungary, in the 15-
34 age group the employment rate — within 5 years
after obtaining the highest school degree — of those
with higher education degree is four times as high as
that of the low-skilled (Chart 2-25). Similarly, within
the working-age population the employment rate of
the highly educated group is the highest. In the EU
countries more than 80 per cent of those holding
a higher education degree are employed, as opposed
to the average employment rates of 68 per cent and 43
per cent of those with secondary school education and
the low-skilled, respectively (Chart 2-26). In addition,

Chart 2-24
Activity rate of the population aged 15-64 by
educational attainment, 2014
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Chart 2-25

Employment rate of the population aged 15-34 by
educational attainment within 5 years after the
obtaining the highest educational attainment, 2014
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Chart 2-26
Employment rate of the population aged 15-64 by
educational attainment, 2014
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Chart 2-27
Self-reported skills mismatch among employees and self-
employed, 2010
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school qualification may also be regarded as some
sort of insurance against unemployment: during the
economic crisis, the unemployment rate of the highly
educated groups both in Hungary and in the OECD
countries was significantly lower and increased at
a substantially lower rate than that of the low-skilled.

The more favourable labour market opportunities of
those with a higher education degree in part may be
attributable to the fact that they can also take on jobs
that require lower skills than they obtained. However,
this is inefficient for the economy as over-qualified
employees cannot utilise their capabilities in full,
while those with lower qualification are crowded
out from the labour market. In the OECD countries,
on average every third employee was over-qualified
in 2010, that is their school education level was higher
than the qualification required for the job they held.
The ratio for low-skilled workers was substantially less
frequent, i.e. it appeared at every sixth employee. In
Hungary, 40 per cent of the respondent employees
regarded themselves as over-qualified for the job
they performed, while the ratio of the low-skilled was
merely 12.5 per cent in 2010 (Chart 2-27).

Employment not corresponding to the education
level may be attributable to several factors. On the
one hand, the school qualification does not reflect
the capabilities of the individuals properly: the
capabilities of the employee with same education

level are different and the school qualification does
not reflect the knowledge obtained at work either.
On the other hand, in parallel with the time spent
outside the labour market the obtained knowledge
may also become obsolete. Thirdly, specialisation may
significantly influence the employment opportunities
irrespectively of the level of education. However, this
phenomenon does not necessarily mean that there is
an oversupply of highly educated in the labour market,
as the wage advantage of the higher education
graduates has not decreased in the past years either,
and has even increased in certain countries.*’

The wage of employees with higher qualification
typically exceeds the average wage of lower skilled
employees, which may be also attributable to the
higher productivity and the scarcity of the higher
education graduate labour force. The relative wage
advantage of higher education degree-holders in the
Central and Eastern European countries is usually
higher than in the other EU countries (Chart 2-28).
In Hungary, the net earned income of the highly
educated groups is on average twice as high, while
the wage of those secondary school education is one
and a half times higher than the average income of
the low-skilled. The net return on the higher education
degree compared to the secondary school qualification
is high in Hungary even by international standards
(Chart 2-29). There is a negative relation between the
wage advantage of the higher education graduates

47 Quintini (2011)
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Chart 2-28
Net relative earnings of the population aged 18-64 by
educational attainment, 2013
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compared to those with secondary school education
and the ratio of the higher education graduates with
the population: in those countries where the number
of the degree-holders is lower, the higher education
graduates have a higher wage advantage. In addition,
the wage advantage of higher education degree may be
further increased if the wage level that can be achieved
with secondary school qualification is relatively low,
and it may be also impacted by the employment
opportunities observable by education level.

The increase in ratio of those holding a college or
university degree can result in higher economic
growth both on the supply and on the demand side.
On the one hand, the highly qualified labour force is
characterised by a higher activity rate, and moreover
this labour force can enhance R&D to a larger extent
compared to the groups with lower qualification.
Tertiary educated workers usually earn higher wages
and consume more, and this impact appears on
the demand side of the economy. Highly qualified
employees pay higher social security contributions,
labour taxes and consumption taxes to the budget,
and utilise social transfers to a lesser degree. The
relative benefits arising from the higher education
degree may decrease in the long run with the increase
in the labour supply of the highly qualified individuals.
However, based on the international experiences, with
the increase of the rate of higher education graduates

within the younger generations the employment rate
of the higher education graduates has not decreased.*®

2.2.2 EDUCATION LEVEL IN HUNGARY

The ratio of the higher education graduates in
Hungary increased from 14 per cent to 23 per cent
since the millennium in the age group of 25-64 years
(Chart 2-29). In the EU countries, the ratio of the
higher education graduates increased from a higher
initial level, i.e. from 20 per cent to almost 30 per cent.

Chart 2-29
Share of tertiary graduates in the population and the
relative wage gap, 2012
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Chart 2-30
Share of tertiary graduates among the population aged
25-64, 2014
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48 OECD (2013)
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In Hungary, the ratio of college and university degree
holders practically equals the average of the Visegrad
countries, but it lags behind the EU average and the
ratio observed in the more developed countries. Based
on this, the qualification level of the labour force
may be further improved in Hungary, which may also
support the increase of competitiveness.

The increase in the ratio of the higher education
graduates within the population is attributable to
the higher average education level of new employees
entering the labour market. Within the age group of
25-34 years, the ratio of higher education graduates has
doubled since the millennium, and in 2013 it amounted
to 32 per cent, which is still low in an international
comparison (Chart 2-31). In the OECD countries, over 40
per cent of the age group of 24-34 years hold a higher

Chart 2-31
Share of tertiary graduates among the population aged
25-34 in 2000 and in 2013
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education degree, but in certain countries —e.g. in Japan
and Korea — this ratio is 60-70 per cent. In Hungary,
the ratio of higher education graduates within the age
group of 24-34 years exceeds the average value typical
for the working-age population, and it is almost twice
as high as the ratio observed in the age group of 55-64
years (Chart 2-32). In an international comparison, the
largest difference can be seen in the age group 35-44
years. This may be partially attributable to the fact that
the grandchildren of the Ratkd generation, born in the
1970s, represent high-number generations and on the
other hand, the lag may also be partly explained by the
migration processes.

There are also significant differences between the
regions of Hungary in terms of the education level.
In the Central Hungary region, the ratio of higher
education graduates within the population aged
25-64 is 35 per cent, which is twice as high as in the
economically underdeveloped regions (Chart 2-33). In
order to decrease the significant regional differences,
increase in the access to higher education in the
less developed regions may contribute to a higher
education level.

In Hungary, within the population aged 20-29 years,
there are less than 10 new graduates per 1,000
persons in the technical and natural science domains.
The ratio is gradually increasing, having risen from 4
per centin 2001 to 9 per cent by 2011. In parallel with
this, among college and university students, the ratio
of students studying at technical and natural science
faculties increased from 20 to 25 per cent (HCSO,
2012). However, the ratio of new graduates entering
the labour market is still low, compared to both the

Chart 2-32
Share of tertiary graduates in certain age groups, 2014

Per cent Per cent
45 - -
40 - 5
35 A
30 A
25 1
20 1
15 4
10 4
5 E
25-34 35-44 45-54 55-64 25-64
yearsold vyearsold yearsold yearsold yearsold
=1 Hungary E= EU28 £Z2 OECD countries*

Note: * Data for year 2012.
Source: Eurostat, OECD

Chart 2-33
Share of tertiary graduates among the population aged
25-64 in the regions of Hungary, 2014
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Chart 2-34
Tertiary graduates in science and technology per 1,000
inhabitants aged 20-29 years
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Chart 2-36

Share of population with upper secondary educational
attainment level in the population aged 25-64 in the
regions of Hungary, 2014
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EU and the region (Chart 2-34). In some countries, e.g.
the Czech Republic and Romania, the ratio of those
obtaining a technical degree has risen considerably
in the last decade. As a result of the technological
progress, the labour demand for graduates, and
particularly for those with technical and natural
science degrees, may continue to increase in the
coming period, which may necessitate an additional
increase in this ratio.

On the supply side of the labour market, the number
of employees with secondary school education is the
highest. In Hungary, within the group of 25-64 years,
the ratio of those whose highest educational level is
secondary school is 60 per cent. Similarly to this, the
ratio of those with secondary school qualification is

also high in the Czech Republic, Slovakia, Poland and
Germany (Chart 2-35). The increase in the number
of those with secondary school qualification since
the millennium is attributable to the decrease in the
ratio of early school leavers: in Hungary within the
population aged 18-24 years the ratio of those not
finishing secondary school education dropped from
14 per cent in 2000 to 11.4 per cent. As regards the
regional inequalities, the ratio of those with secondary
school qualification is higher than the national average
in the Transdanubian region, but lower in the capital
and in its agglomeration (Chart 2-36).

The quality of the labour supply is also influenced
by the language skills of the employees, in addition
to their qualification level. The Hungarian statistics

Chart 2-35

Ratio of those the highest education level of whom is
secondary school qualification within the population
aged 25-64 years, 2014
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Chart 2-37
Number of languages spoken, 2011
(self-reported data)
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reflect a considerable lag in the area of language
learning and language skills. About 80 per cent of
students participating in secondary school education
learn English; this ratio is close to 100 per cent in most
EU countries; the ratio of those learning German is
also lower than the ratio in the Central and Eastern
European countries (Chart 2-37). The number of
languages spoken in Hungary is low: more than 60
per cent of the population speaks no foreign languages
at all, and only one-quarter of the population speaks
at least one foreign language (Chat 2-38). Increasing
the role of language education may also contribute
to decreasing the number of those higher education
students who do not obtain their degree due to the
lack of a language exam certificate. In 2012, altogether
22,000 students — of these 12,000 students in full-time
education — failed to obtain their degree due to the
lack of a language certificate (HCSO, 2012).

Chart 2-38
Pupils learning English and German
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In addition to the ratio of holders of a higher educa-
tion degree, there is also a significant lag in the num-
ber of participants in vocational training in secondary
education compared to other EU countries. This can
limit economic growth as enterprises state the lack of
skilled labour as the limit to increasing production in
different surveys. For example, based on the survey of
ManpowerGroup (ManpowerGroup, 2015), since the
beginning of the survey in 2010 Hungarian enterprises
have stated that jobs with vocational training are the
most difficult to fill, which is attributable to the lack
of skilled workers with vocational training.

In Hungary, the ratio of those participating in
vocational training in the secondary education

GROWTH REPORT e 2015

system is low by European standards (Chart 2-39). In
Hungary, one quarter of secondary-level students took
part in vocational training in 2013, whereas in other
EU countries this ratio was around 50 per cent. In
countries where vocational training works successfully,
the school system places greater emphasis on the
development of general skills. Schools participating
in vocational training provide more general knowledge
and are stronger in the field of development of
competences than in Hungary. They provide a much
more convertible knowledge, with which students can
better adapt to the labour market demands of the
changing world. For example, students in vocational
training in Germany begin to take part in vocational
training after 7,155 or 7,950 general lessons, while in
Hungary only 5,742 lessons are used to teach general
skills (EC, 2014).

Chart 2-39
Structure of secondary education in European Union
countries
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2.2.3 QUALITY OF EDUCATION IN
HUNGARY

One frequently used measure of the quality and ap-
plicability of the knowledge obtained in the public
education system is the average scores achieved in
the PISA tests, which is based on the measurement of
students’ performance. The test examines the capabil-
ities of 15-year old students in the area of mathemat-
ics, reading and sciences. The test results assess the
knowledge obtained first of all in the primary school
and, to a lesser degree, in secondary school. The role
of secondary school education is also of the utmost
importance, because for most employees this is the



highest school qualification before entering the labour
market, and it also lays the foundation for entering the
higher education system.

Based on the results of the latest PISA test of 2012,
the performance of Hungarian students lagged
behind the average of the OECD countries in all
three areas and compared to the 2009 test results
the average score achieved decreased in each
area. The largest shortfall can be seen in the area of
mathematics, where the 2012 Hungarian result fell

Chart 2-40
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short of the OECD average by 17 points and the result
decreased by 13 points compared to 2009 (Chart 2-40).

Behind the average score, a significant dichotomy can
be found. In Hungary, the ratio of the best performing
students was 9 per cent, while it was 13 per cent in the
OECD countries. The ratio of the students performing
the worst in the mathematics test was extremely high
in an international comparison (28 per cent in 2012),
(Chart 2-41). The Hungarian result was the 6th weakest
result among the OECD countries. In Hungary, the
social and economic status of the students’ parents
was the explanation for the 23 per cent difference
measured in the students’ performance, which is
significantly higher than the average value of 15 per
cent applicable to the OECD countries. This suggests
that in Hungary the family background of the students
has a stronger influence on the students’ performance
compared to the OECD countries and it is more
difficult for the students from socially disadvantaged
families to achieve a high score.*®

Of the Visegrad countries, the Hungarian test results
were among the weakest in the area of mathematics.
In Poland, starting from the same initial level, the
average test results have increased by almost 30 points
since 2003 (Chart 2-42). In the other areas the shortfall
is smaller in an international comparison: in reading
and sciences Hungarian students’ scores fell short of
the OECD average by 6 and 7 points, respectively.®

Chart 2-41
Share of best and worst performing students in the 2012
PISA test, mathematics
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In the area of problem solving, the average PISA
test result was extremely poor in Hungary in 2012.

Chart 2-42

PISA test results in Visegrad countries between 2003 and

2012, mathematics
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The Hungarian test result fall significantly behind
the OECD average and is also lower than the result
of the other Visegrad countries. The ratio of poorly
performing students was 35 per cent in Hungary,
substantially exceeding the average value of 21 per
cent for the OECD countries. Based on the result,
Hungarian students also had a significant shortfall in
the area of problem solving not directly related to the
curriculum. Poor problem solving skills make future
employment in the labour market more difficult.

The ratio of early school leavers is high in Hungary
by regional standards. In the age group of 18-24,
this indicator shows the ratio of persons who do not
hold a secondary school qualification and are not
participating in education or training. On the whole,
this ratio has decreased since the millennium from
13.9 to 11.4 per cent by 2014, but in the recent years
the ratio slightly increased. The Hungarian indicator
is twice as high as the typical average value of the
other Visegrad countries (Chart 2-43). Leaving school
without obtaining a secondary school qualification
makes employment in the labour market and social
convergence more difficult. By decreasing this ratio,
the social situation of employees and the quality of
the labour force could improve.

Chart 2-43
Ratio of early school leavers among the population aged
18-24 in EU countries

Per cent Per cent
-
50 1 - 50
*
40 A - 40
30 *k 30
* o
20 T . - 20
> PSP’ * -
- ®e o T, ¢ o
10 gly *e L 10
0 - = - 0
= $
5 2 B8 &
Scd ~ S > £
0.8 © z —©
© i) > ©
@028 S uonty TUGTE o552 Fc
EGcESERGICEECTOOEC S EMmon 508 c
S>0920>0508hcc3 SR MNgcew>E XS
COONE30250350 PRV 0ECWDOHR3IE538008 g
Cra0ITInhO=EI0LSZ00EonliITOaLacc2y
32014 ¢ 2002

Source: Eurostat

The accumulation of human capital usually continues
after obtaining the school qualification outside the
school system, for example in the form of on-the-job
training or adult education programmes. Technological
progress increases the role of lifelong learning, which

brings employees closer to the changing requirements
demanded by the economy by acquiring new
knowledge and developing skills and competences.>!
In 2014, 3.2 per cent of the Hungarian population
aged 24-64 years participated in some sort of training
programmes within the four weeks preceding the
survey, which is less than one-third of the average
value (10.7 per cent) in the 28 EU member states (Chart
2-44). In the EU member states, the ratio of persons
participating in adult education is particularly high in
the Scandinavian countries, at 25—-32 per cent in 2014.

Chart 2-44
Participation in lifelong learning in the EU countries
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The situation is different in Hungary, when examining
the data related to participation in the last 12 months
preceding the survey. In Hungary, the ratio of persons
who participated in some sort of training within the
last 1 year preceding the survey in 2014 was 41 per
cent, which is slightly higher than the EU average
(Chart 2-45). This latter high value is explained by the
fact that in the survey the probability of finding an
individual who participated in training within one year
is higher than finding one who participated within four
weeks. When examining participation by age, it is clear
that the highest participation rate is among those aged
25-34 years, and it is the lowest in the age group of
55—64 years. The level of school qualification is also
one of the determining factors in participating in adult
education: the higher education graduates participate
in education or training to a much higher degree than
those with low qualification (Chart 2-46).

51 HCSO (2004)
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Chart 2-45
Participation in lifelong learning in the EU countries
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Chart 2-46

Share of participants in education or training by age and
educational attainment
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2.2.4 EDUCATION EXPENDITURES IN
HUNGARY IN AN INTERNATIONAL
COMPARISON

The GDP-proportionate education expenditures and
per capita average expenditure measure investments
in human capital. The size of education expenditures
is influenced by several factors: the number of
school-age children, which is essentially determined
by demographic processes in primary and secondary
education, the ratio of those enrolled in school, the
wage level of teachers and the financing structure of
the education system, i.e. the distribution of fiscal and
private funds. Comparing the budgetary education

expenditures of various countries is complicated, due
to the different institutional structure, as the ratio of
institutions outside the general government may differ
significantly from country to country.

The quality of education is affected both by the
efficiency of the education expenditures and the
level of the expenditures. There is a positive relation
between education expenditures and the efficiency
of the education system: in countries where a higher
portion of gross national income is used for primary
and secondary education, the students perform better
on average in the PISA tests (Chart 2-47). On the other
hand, despite its expenditure level lagging significantly
behind the OECD average, Hungary’s result was only
10 points lower, which may be attributable to the
relative efficiency of public education expenditures.

Chart 2-47
Average PISA test scores and per capita spending on
primary and secondary education
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The GDP-proportionate rate of budgetary education
expenditures was lower in Hungary than the average
value of the OECD countries in 2011. At that time, it
accounted for 4.4 per cent of GDP, which falls short of
the average value of 5.3 per cent observed in the OECD
countries (Chart 2-48). In 2011, Hungary spent 9.5 per
cent of budgetary expenses on education, which is
one of the lowest values in the OECD countries. The
Hungarian GDP-proportionate expenditure level is in
line with average of the Visegrad countries, but the
expenditure expressed as a proportion of budgetary
expenses lags behind the average of the Visegrad
countries by about 1.5 percentage points as a result
of the higher redistribution rate.
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Chart 2-48
Public spending on education in 2011 as a per centage of
GDP and as a % of budget expenditures
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The budgetary expenses on education — based on
the available data — between 2005 and 2012 showed
a decreasing trend in Hungary in recent years: from
5.8 per cent measured in 2005 they declined by 1
percentage point by 2012, while the average value
characterising the 27 EU member states has essentially
stagnated. The budgetary adjustments triggered by
the economic crisis necessitated the reduction of the
education expenses in several European countries,
including Hungary (Chart 2-49). The adjustments

secondary education to the largest degree in Hungary:
expenses in real terms fell by more than 20 per cent
between 2005 and 2011 (Chart 2-50). Meanwhile,
the budgetary expenses spent on higher education
increased by 12 per cent. The decrease in the public
education expenditure may partially be attributable to
demographic processes: in Hungary between 2005 and
2011 the school-age population decreased by 180,000
from 2.3 million, i.e. by roughly 8 per cent.>? Finally,
it should be noted that as a result of the actions
implemented after 2012 (for example the teachers’
career path model started in 2013) public spending on
education started to increase: spending on education
is expected to be 4.9-5 per cent of GDP in 2015.%3

Chart 2-50
Change in spending on educational levels between 2005
and 2011
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Chart 2-49

Developments of public spending on education between

2005 and 2012 as a percentage of GDP
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The degree of education spending shows a significant
difference by education levels. In the OECD countries,
expenses for primary and secondary education
account for two-thirds of education spending; this
rate is lower in Hungary, at 58 per cent. There is also
a significant shortfall as regards the GDP-proportionate
expense level spent on primary and secondary
education institutions: the Hungarian value falls
short of the OECD average of 3.6 per cent by about 1
percentage point (Chart 2-51). The Hungarian budget
allocates 1.1 of GDP to higher education, which is
a smaller shortfall in an international comparison than
that in public education. Taken together, the budgetary
resources available for the education system are

52 Source: HCSO (2015). The school-age population includes the inhabitants aged 3-22 years.
53 Public spending on education equals to 4.8 per cent of GDP in the 2015 Budget Bill compared to which spending on education can be slightly

higher, by about 0.1 per cent of GDP this year.
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Chart 2-51
Total expenditure on education by level as a per centage
of GDP, 2011
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Chart 2-52

Expenditure per student by educational institutions and
public spending on education as a percentage of GDP,
2011
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low by international standards: the public sector
spending on primary, secondary and higher education
in Hungary correspond to the average expenditure
level of the OECD countries allocated to primary and
secondary education.

The GDP-proportionate budgetary expenditures
of an identical level contain different per capita
expenditures (Chart 2-52). Analysis of per capita
expenditure level is also justified by demographic
processes, due to the decreasing size of the school-age
population. In the countries characterised by almost
the same amount of GDP-proportionate public sector
spending as in Hungary — for example in Germany and
the Czech Republic — the per capita expenditure is
materially higher, which may be attributable to the
higher private resources and higher per capita GDP.
The degree of economic maturity may significantly
contribute to the difference in education spending:
in 2011 Hungary spent 24 per cent of per capita GDP
on education, which was close to the value of 27 per
cent characterising Germany and the OECD countries,
and exceeded the rate of 23 per cent applicable to
Slovakia.>

The per capita expenditure in Hungary corresponded
to 57 per cent of the average value for the OECD

countries in 2011. Broken down to the types of
education, the per capita expenditure shows the
largest lag in an international comparison in secondary
school education: in 2011 Hungary spent 49 per cent
of the OECD average per student (Chart 2-53). Based
on the international data, the higher level of education
is also accompanied by higher costs; as opposed
to this Hungary spends essentially the same per
capita amount in the primary and secondary school
education. Compared to Poland, a country of similar
level of economic maturity, the per capita education
expenditure in Hungary shows a 20 per cent lag in
2011. The per capita average expenditure of Hungary is
one of the lowest in the OECD countries; only Mexico,
Turkey and Chile have a lower level of expenditure.

Per capita expenditure in higher education is 34
per cent lower in Hungary than the OECD average,
which may partially be attributable to the lower R&D
expenses. The level of per capita expenditure is also
influenced by the average duration of education: in
countries where the average duration of educational
programmes is longer, the annual per capita
expenditure is lower.> In addition, the lower share of
the private funds may also contribute to the fact that
the expenditure level in Hungary is below the OECD
average.

54 OECD (2014)
55 OECD (2014)
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Chart 2-53
Spending on education per student by levels, 2011
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Based on the international trends, private funds
account for an increasing share in higher education,
which contain, amongst others, the households’
expenses (e.g. tuition fee) and the expenditures of
the enterprises. In the OECD countries the level of
private expenditures almost doubled in real terms
between 2000 and 2009, while the share of the
private funds in higher education expenditures rose
from 23 per cent in 2000 to 30 per cent by 2009.%®
The values behind the average show strong variance:
for example, the share of private funds in South Korea
and Great Britain was around 70 per cent, while in the
Scandinavian countries it was merely 4-10 per cent
in 2011.°7 As regards the entire educational system,
higher education is the level where the ratio of the
private funds is the highest. In Hungary — based on the
latest available data — the private expenditure spent
on educational institutions represented 0.5 per cent
of GDP in 2006, which is roughly a 9 per cent share in
the total education expenses, slightly lagging behind
the EU countries’ value around 12 per cent.>®

A significant part of education expenditure is
accounted for by teachers’ salary, which on the whole
still shows a shortfall in Hungary by international
standards. The salary of secondary school teachers
working in public education institutions amounted

Chart 2-54

Teachers’ salaries relative to earnings for tertiary-
educated workers aged 25-64 in secondary education,
2012
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teachers which is implemented in Hungary from September 2013.
Source: OECD

to roughly half, i.e. 53 per cent, of the average wage
of degree-holder employees in 2012. This ratio is the
lowest after Slovakia among the OECD countries,
where the average value in 2012 was 88 per cent.
There is also a significant lag when examining the
absolute wage level: the salary of secondary school
teachers with 15 years’ work experience was USD
13,500 on average in Hungary, which corresponds
to one-third of the average characterising the OECD
countries (Chart 2-54). ompared to the Visegrad
countries, there is a much lower, 25 per cent shortfall
in teachers’ salary. Recognising this, in September
2013 the government launched the teacher career
path model to make the teaching profession more
attractive, which will result in a wage increase of 40
per cent on average for teachers between 2013 and
2017.

There is a positive relation between teachers’ wage
level and students’ PISA test results in mathematics
in countries where per capita GDP exceeds USD
20,000.>° There is no such relation in the countries
that are less developed than that, suggesting that
even the resources necessary for education are not
available. In the long run, the increase in teachers’
wage may also contribute — in addition to improving
the quality of education — to making the teaching
profession attractive for an increasing number of
capable students.

56 OECD (2012)

57 The OECD database contains no data with regard to Hungary.
58 Eurostat (2015)

59 OECD (2014)
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2.3 State of health

2.3.1 STATE OF HEALTH IN HUNGARY

In addition to the knowledge obtained in education,
the population’s state of health also forms part
of the human capital stock and may contribute to
economic growth through several channels.®® On the
one hand, the state of health has a strong influence
on labour market participation (the size of the labour
force) and productivity, and thus improving the state
of health may result in higher per capita income.
Healthy employees are less likely to be absent from
work due to illness and in older age they are able to
stay in the labour market longer. In the European
countries absence due to illness accounts for 3-6
per cent of annual working time and its annual cost
corresponds to 2.5 per cent of GDP.%* The working days
worked sick result in lower productivity. On the other
hand, a healthy society is able to accumulate higher
physical capital. The higher life expectancy increases
the years in retirement and a higher saving ratio to
ensure consumption in old age, and thus results in
higher capital accumulation.®? In addition, per capita
physical capital may also rise because the increase
in healthy employees’ labour input may add to the
marginal product of capital.?® Thirdly, as a result of
higher life expectancy, investment in education may
also be larger, as the longer lifetime increases the
return on investment.5

The state of health may be captured the easiest
by the life expectancy of the population. However,
there is a bidirectional relation between the state of
health and economic growth, as the richer countries
may allocate a higher portion of their gross income
to healthcare expenditure, they live under better
conditions of life and their health awareness may be
higher. Based on the Preston curve, per capita GDP

is one of the determinants of the state of health: the
higher the per capita income is, the higher the life
expectancy will be (Chart 2-55). Based on the shape of
the curve, a rise in GDP boosts the life expectancy to
a larger degree in low-income countries than in high-
income countries.

Chart 2-55: Preston curve on the data of the OECD
countries, 2012
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Rising life expectancy has a significantly positive
impact on economic growth. In terms of economic
growth, the level of life expectancy® and the rate
of increase are both important. If we treat health
as a component of human capital, i.e. a factor of
production, we should assume a correlation between
GDP growth and an improvement in the state of
health, i.e. an increase in life expectancy.®® Based on
another approach, the state of health increases GDP
via technological innovation, and thus productivity
growth moves closely together with the state of
health, i.e. the life expectancy value.®’

8 Bloom et al., (2004)

61 EC (2013)

62 Jack and Lewis (2009)

63 Weil (2007)

64 Jayachandran and Lleras-Muney (2008)

55 The life expectancy is the average number of years an individual is expected to live based on his/her age and gender, if the age-specific mortality
rates observed in the given period remain in force during the remaining years of the given individual (Wilkie and Young, 2009).

66 Mankiw et al. (1992).
7 Aghion et al. (2010).
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Aghion et al. (2010) explained the growth rate of per
capita GDP using changes in life expectancy, the life
expectancy at the start of the period and the initial
per capita GDP with data on 96 countries between
1960 and 2000. Based on their results, the initial level
and the increase rate in life expectancy both have
a significant positive impact on the per capita GDP
growth rate. According to the results of Bloom et al.
(2004), an increase of 1 year in life expectancy results
in GDP that is 4 per cent higher in the long run.

Chart 2-56
Life expectancy at birth in the EU countries, 2013
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The Hungarian population’s state of health is poor by
international standards and lags behind the level that
would be justified on the basis of Hungary’s economic
maturity (Chart 2-56). In Poland, where per capita GDP
is almost identical with that of Hungary, life expectancy
at birth is longer by about 2 years on average. Life
expectancy at birth has gradually increased in Hungary
in recent decades, but the Hungarian value is still one
of the lowest in the European Union (Chart 2-56).
In 2013, the life expectancy at birth of women and
men was 79 and 72 years, respectively, in Hungary.
These values lag behind the average of the 28 EU
member states, by 6 years in the case of men and

4 years in the case of women (Chart 2-57). In terms
of life expectancy only Latvia, Lithuania, Romania and
Bulgaria lag behind Hungary in the EU.

Chart 2-57
Development of life expectancy at birth in Hungary and
in EU28 countries, 2002-2013
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In Hungary, a major part of the increase in life
expectancy is attributable to the decrease in the
mortality rate of generations younger than 65 years.
In most EU countries, however, the increase in life
expectancy is attributable to the fact that elderly
people live longer.?” In Hungary, men’s life expectancy
at birth increased from 65 years to 72 years between
1990 and 2013. Less than 1 year of the increase in
life expectancy was attributable to the decrease in
infant mortality, while an increment of 1.5 years is
the result of the decrease in the mortality rate of the
population older than 65 years.®® The decrease in pre-
mature (below 65 years) deaths increased men’s life
expectancy at birth by 5 years between 1990 and 2013
and a significant part of the improvement related to
the age group of 40-64 years. Women'’s life expectancy
at birth increased by 5 years between 1990 and 2013,
half of which was the result in the lower mortality rate
of the population over 65, but the life expectancy of
young adults and of the middle-aged also improved.

On average, the Hungarian population can expect
fewer years in their life in good health than the
inhabitants of the EU countries, but this indicator
still reflects a more favourable picture than life
expectancy at birth (Chart 2-58). The healthy life

67 KSH (2010)
68 Balint és Kovacs (2015)
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expectancy shows the number of years that an
average individual is expected to spend at a given age
free from health-related disabilities.®® While Hungary
ranks 24-25th among the EU countries in terms of
life expectancy at birth, in the healthy life expectancy
ranking it takes the 20th position, preceding — amongst
others — Denmark and Germany. Despite the fact that
the life expectancy at birth is 7 years longer in the case
of women than for men, there is only 1 year difference
in the healthy life expectancy of women and men
in Hungary. This is due to the fact that the number
of years spent in a disabled health status requiring
treatment, is lower in the case of men than in the case
of women. The average value of Hungary lags behind
the average related to the EU countries only by 1.5-2
years. The healthy life expectancy at the age of 65
in Hungary precedes only 5 EU countries (Romania,
Lithuania, Estonia, Latvia and Slovakia).

Chart 2-58
Healthy life expectancy at birth in the EU countries, 2013
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The Hungarian figures suggest that the population’s
state of health is improving year after year. Between
2005 and 2013, women’s life expectancy at birth
increased from 77 to 79 years, while the healthy life
expectancy at birth increased from 54 to 60 years. This
suggests that in Hungary the healthy life expectancy
increased at a higher rate than life expectancy.

During the same period, the average healthy life
expectancy slightly decreased in the EU countries,
but it still exceeds the Hungarian value. In the case
of men the life expectancy at birth increased by 3.5
years between 2005 and 2013, while the healthy life
expectancy increased by 7 years on average. Taken
together, in recent years Hungary’s lag compared to
the EU countries has significantly decreased in terms
of the healthy life expectancy.

In Hungary, the most frequent causes of death are
related to cardiovascular diseases and malignant
tumours. In 2012, cardiovascular diseases were the
most frequent causes of death of men, with the
number of deaths per 100,000 twice as high as the
average of the EU member states (Table 2-6.a and
2-6.b). The Hungarian ratio also exceeds the ratio
observed in the other Visegrad countries. Malignant
tumours represent the second most frequent cause of
death within the total population of men, while among
the inhabitants below 65 (premature death) this is the
most frequent cause of death. Within the Hungarian
population, the mortality rate of men substantially
exceeds that of women. Women’s mortality rate also
exceeds the average value of the EU countries and of
the other Visegrad countries. The number of deaths
due to cardiovascular diseases was twice as high as
the EU average in 2012. In the case of women below
65 malignant tumours is the leading cause of death.

The potential years of life lost in Hungary is high in
an EU comparison. The potential years of life lost is
one indicator of premature mortality, as it reflects the

Chart 2-59
Potential years of life lost, 2012
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6 HCSO (2015)
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Table 2-6.a

Standardised mortality rates in Hungary and Visegrad countries for men, 2012

Total population Total Diseases of the Malignant neoplasms Diseases of the
cardiovascular system respiratory system

EU28 1281 462 358 117

Czech Republic 1656 834 399 105

Poland 1767 814 423 116

Hungary 1940 944 505 121

Slovakia 1862 837 461 139

Under age 65 Total Diseases of the Malignant neoplasms Diseases of the
cardiovascular system respiratory system

EU28 297 73 97 12

Czech Republic 359 107 108 16

Poland 506 151 127 17

Hungary 561 172 190 24

Slovakia 467 133 134 21

Note: Number of deaths per 100 thousands inhabitants.
Source: Eurostat

Table 2-6.b

Standardised mortality rates in Hungary and Visegrad countries for women, 2012

Total population Total Diseases of the Malignant neoplasms Diseases of the
cardiovascular system respiratory system

EU28 849 340 204 63

Czech Republic 1088 610 232 54

Poland 1031 542 224 48

Hungary 1215 670 271 56

Slovakia 1186 621 233 60

Under age 65 Total Diseases of the Malignant neoplasms Diseases of the
cardiovascular system respiratory system

EU28 146 25 69 6

Czech Republic 162 35 72 7

Poland 195 44 86 7

Hungary 245 59 109 12

Slovakia 187 40 79 7

Note: Number of deaths per 100,000 inhabitants.
Source: Eurostat

average years of life lost before the conventionally
expected average lifetime (70 years, based on
international practice).”® Based on Eurostat data in 2012
there was 5,464 years of life lost for 100,000 persons in
Hungary, that is this many years were lost due to the fact
that not everybody lived until the age of 70 (Chart 2-59).
This is one of the highest values in Europe after the

Baltic states. In Hungary, there is significant difference
between the genders: men lose almost twice as many
years of life from the potential 70 years as women.

The Hungarian mortality rate, which is high by
international standards, and the number of potential
years of life lost, call attention to the importance

70 At present the commonly accepted value is 70 years, that is the indicators show the number of years not lived by the deceased of the potential

lifetime of 0-70 years (Health Strategic Research Institute 2015).
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of preventive medicine and screening tests. By
strengthening the role of preventive medicine, health
expenses on chronic illnesses may decrease over the
long run and the number of healthy years of life may
be increased.

Health status can be improved not only directly via
healthcare services, as health status is influenced
by many other factors. Health status is influenced by
the social and economic environment, the physical
environment, the individual’s way of life and access
to healthcare.”* As regards the social and economic
environment, higher income level and social status
is accompanied by better health status and the life
expectancy of those with higher school qualifications
typically exceeds the life expectancy of the low-skilled.
The physical environment includes the quality of
potable water and air quality, and living and working
conditions. The way of life factors are influenced by
sports, proper nutrition, as well as the degree of
alcohol consumption and smoking. In addition, the
healthcare system plays an important role in the
prevention and treatment of illnesses.

The way of life factors may be determinant in the
Hungarian population’s poor health status, as the
ratio of alcohol consumption and smoking, as well

the ratio of overweight persons, is high in Hungary
compared to the EU average. According to the results
of Lackd (2010), Hungarian men’s poor health status
is attributable to the above, lifestyle related reasons,
but the extra work at the expense of the leisure time
(second job) also plays a role.

In Hungary, healthcare expenditures are below the
average in an international comparison. Healthcare
expenditures are productive budgetary expenditures,
as the expenses spent on the health of the working-age
population may increase the healthy life expectancy
and thereby also the number of years spent in work.
The low level of the healthcare expenditures may also
contribute to the poor health status. In Hungary, on
aggregate 7.4 per cent of GDP was spent on healthcare
in 2013 from private and public funds; this value lags
behind the average value of 9 per cent applicable to
the OECD countries. In Hungary, the ratio of private
funds slightly exceeds the international average, while
the level of budgetary expenditures is lower than the
OECD average. There is a positive relation between
the GDP-proportionate healthcare expenditures and
life expectancy at birth (Chart 2-61). By improving the
efficiency of the healthcare expenses and increasing
the expenditures the Hungarian population’s health
status may be further improved.

Chart 2-60
Public and private spending on healthcare
as a percentage of GDP, 2013
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Chart 2-61
Life expectancy at birth and spending on healthcare as
a percentage of GDP in the OECD countries, 2013
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7t World Health Organisation (2015).
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2.4 Participation rate in Hungary in an
international comparison

The participation rate in Hungary (for the age group
of 15-64 years) increased significantly after the crisis.
In 2008, 61.2 per cent of the working-age population
participated in the labour market actively, but this
ratio had already risen to 67 per cent in 2014 (Chart
2-62). The sharp increase in public work programmes,
the tightening of the allowance system and certain
employment incentive schemes (Job Protection Action
Plan, First Job Guarantee) may all have facilitated
the increase in the labour force participation rate.
However, despite the improvement, the Hungarian
participation rate still lags considerably behind the
EU countries.

Chart 2-62
Participation rate in EU countries
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In addition to the difference arising from the
composition of the population, the current lag in the
participation rate in Hungary is attributable to differing
participation rates in certain social groups. While
demographic factors can be influenced only over the
long run, groups with lower participation rates can be
encouraged by various employment policy instruments
over the shorter term as well. Hence it is important
to identify those main groups where the participation
rate lags behind the EU average.
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Examining the participation rate by education level,
it can be stated that the lower educated belong to
the group of the most disadvantaged EU-wide; they
appear in the labour market at a lower rate from the
outset as their employment opportunities are worse
and they are linked more loosely to the labour market.
In Hungary, despite the growth in recent years,

Chart 2-63
Participation rate by highest level of education in the EU
countries, 2014
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Chart 2-64: Participation rate by age group in the EU
countries, 2014

100 .Per cent -
90 - 1l
801 i
70 1
60. I I
50 4 !
40 4 Hl
30 A i
20 - il
10 A
o HLALAL LA L AL LI L L
Q Il £
%0 = I E,, o
[=% c
S Sl o S5 Iz v <o
E Eugs5EraceEs 9204 52,8528
o N e e e L
SE35ERER05RRELGELESERGE=A5342

® 15-24 yearsold ® 25-49 yearsold ® 50-64 years old

Source: Eurostat




the participation rate of the lower educated in 2014
still lagged significantly behind the EU average, while
the lag in Hungary is much smaller at other education
levels. (Chart 2-63).

Examining the participation rate by age groups, it
can be stated that the participation rate of both the
young generation (aged 15-24 years) and those over
50 significantly lagged behind the EU average in 2014
(Chart 2-64). There is no lag in the age group of 25-49
years.

Looking at the labour market participation of women,
we find that in Hungary the participation rate of
women of child-bearing age (young and middle-aged)
is significantly lower compared to the EU countries
(Chart 2-65), although this rate also improved
considerably in recent years.

Chart 2-65
Participation rate of women aged 15-49 in the EU
countries, 2014
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Taken together, it can be stated that Hungary’s
participation rate lag is linked primarily to the
following groups: the lower educated, the young,
persons over 50 and women of child-bearing age.

The participation rate in Hungary shows a shortfall not
only compared to the European average, but also in
comparison with the Visegrad countries, albeit in the
case of the latter four countries it is Hungary where
the most dynamically improving trend has been seen
since the crisis (Chart 2-66).

Chart 2-66
Comparison of the participation rate in the Visegrad
Four countries
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For the purpose of presenting the reasons for
the shortfall, we examined the difference in the
participation rate of groups with special attributes — the
young (aged 15-24 years), women of child-bearing age
(aged 15—49 years), those in pre-retirement age (aged
50-64 years) and the lower educated (based on the
Eurostat ISCED classification) —in the Visegradd countries
compared to the average of the EU 28 (Chart 2-67).

Chart 2-67
Comparison of the participation rate in the Visegrad
Four countries
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Examining the reasons for being absent from the
labour market, the role of those participating in
education (typically the younger generation) and
of pensioners is striking, which also supports the
assumption that these are the most typical inactive
groups (Chart 2-68).
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Chart 2-68
Proportion of inactive people aged 15-64 by reasons for
not seeking employment
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Comparing the EU-28 average with the Hungarian
figures, we find that according to the reasons for
inactivity the largest difference appears among
pensioners; in Hungary the absence due to this reason
is higher by almost 6 per cent.

To quantify the contribution of the aforementioned
groups, we used the decomposition method described
in the study of Katay and Nobilis (2009).72 The essence
of the method is that we divide our lag measured in
the participation rate into two effects (composition of
the population and the difference in the participation
rate of the individual groups). In calculating the
structural difference of the population, we weighted
the participation rate of the appropriate groups of
the individual countries (of Hungary) with the EU-28
population ratios, and then took the difference from
the given group’s actual participation rate.

Chart 2-69 shows the groups that made a major
contribution to the difference between the Hungarian
participation rate and the EU-28 average. In Hungary,
the largest contribution is made by the lag of the
elderly, but the participation rate lag of this group is
similarly high in Poland as well. The contribution of the
lower educated and the women of child-bearing age
to the lag is significant in all of the Visegrad countries.

In the individual groups, Hungary’s lag in the
participation rate may be also attributable to the
composition effect, in addition to the difference in
the willingness to participate in the labour market.

Chart 2-69
Contributions by groups resulting from differences in
participation rates, 2014
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Examining the population ratio of the groups in the
Visegrad countries, we find that in Hungary the ratio
of persons with primary school education within the
population is significantly higher compared to the
other Visegrad countries, while there is no relevant
difference in the other groups (Chart 2-70). Based on
this, a relevant composition effect may only appear at
those with primary school education.

Chart 2-70
Proportion of different groups in the Hungarian
population, 2014
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In the following, we examine more thoroughly the
factors that may underlie the low participation rate
in the four identified groups.

72 For the decomposition we eliminated the non-respondents, thus the main numbers may differ from the aggregate value published by Eurostat.
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2.4.1 FACTORS UNDERLYING THE LOW
PARTICIPATION RATE OF THE LOWER
EDUCATED

The participation rate of the lower educated is also low
by international standards and this may be attributable
to several reasons. On the one hand, the majority of
the lower educated do not meet the requirements of
the enterprises with vacancies based on their skills
(skill mismatch). The filling of most vacancies (even in
low-grade jobs) requires higher level, complex skills,
while the lower educated often lack even the basic
competences (reading, writing, counting skills, basic
computer skills, communication skills) (see the results
of the PISA test) and often their attitude to work and
to the rules of conduct at work is also not appropriate.

In addition, there is also a geographical mismatch
between vacancies and labour supply. This labour
market difficulty may also impact the lower educated
the most, as they are the ones who face a number of
difficulties in the area of obtaining information related
to work and also in terms of mobility.

In recent years, there were major changes to the tax
system, which aimed to lower tax burdens on labour.
However, the overall tax burden on the labour force
(tax wedge) is still high in Hungary in an international
comparison, even taking into account the effects
of the Job Protection Action Plan (Chart 2-71). The
high tax wedge significantly raises enterprises’ tax
burdens and may therefore hamper labour demand, in
particular for the lower educated, because as a result
of relatively high employment costs enterprises
may substitute labour for capital in the long run, in
the case of more simple tasks. If we also take into
account family allowances (family tax credit, family
allowance), Hungary is located in the mid-range in
the international comparison of tax burdens. Family
allowances, however, only increase the net income of
employees, they do not decrease employment costs
for firms. Family allowances thus only encourage
labour supply and do not affect labour demand.

In Hungary, the proportion of minimum wage level
to wage average (Kaitz index), which may affect
the employment of the lower educated the most,
is in the mid-range in an international comparison,
although it belongs to the higher ones among the
Visegrad countries (Chart 2-72). The low level of the
minimum wage may hamper labour supply, as the

Chart 2-71

Tax wedge of single, childless workers workers with two
children earning 67 per cent of average wage,
international comparison, 2014
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surplus income that can be obtained by employment
is not sufficiently high compared to the size of social
transfers. However, examining this from the labour
demand side, a minimum wage that is set too high
may also hamper the employment of the lower
educated, as it raises the cost of employment.

After the crisis, the number of discouraged
unemployed increased in Hungary as well (inactive
persons who would like to work, but after a shorter
or longer period of failed attempts give up looking

Chart 2-72
Kaitz index in international comparison, 2014
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for a job and leave the labour market, because they
think that they cannot find a job anyway under the
present labour market conditions). Most of them
come from among the lower educated, as they are
the ones who most often experience competition
where they compete with better educated employees
for jobs. Thus, this effect also contributes to their low
participation rate.

2.4.2 FACTORS UNDERLYING THE LOW
ACTIVITY OF THE YOUTH

The respondents that specify participation in
education as the reason for inactivity typically
come from the group of the youngest working-age
population; 88.6 per cent of the age group of 15-24
years specify studying as the obstacle to entering the
labour market (Chart 2-73).

Chart 2-73
Proportion of inactive people aged 15-25 by main
reason for not seeking employment
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The inactive labour market status due to studying
alone does not suggest negative processes; the real
problem is the ratio of working-age young people
who do not study, but do not work either. Presumably
this group is one of the most sensitive to changes in
educational and employment policy changes, and
therefore it is worth focusing on these groups when
elaborating measures, because their lag in terms of
activity can be reduced in the short run.

The NEET ratio (Not in Education, Employment or
Training) to capture the above-mentioned group, was
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developed at the recommendation of international
organisations; this is the ratio of young people in
the age group of 15-24, who do not participate in
education or employment (Chart 2-74). Based on
the OECD data in the age group of 20-24 years — the
most typical group of those participating in higher
education — Hungary is at the bottom of the ranking,
well above the average of the OECD countries. The
weakest performing countries are those from the
Mediterranean region, being well behind the other
countries. By contrast, in the younger, secondary
school-age group, in Hungary the ratio of those 15-19
year-old young people who do not participate in any
education or employment activity is better compared
to the OECD average.

Chart 2-74
NEET ratio in OECD countries, 2013
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Chart 2-75
Development of participation rate of young people
(age group of 15-24 years)
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As regards the young, there has been a rising trend
in the participation rate since 2011 in Hungary, while
there is stagnation both in the European average and
in the other Visegrad countries.

Examining the development of the participation rate
of the youngest age group, it is apparent that whilst
the ratio stabilised at the level of 2011 in the other
Visegrad countries, in Hungary it shows a rising trend
(Chart 2-75). This may be attributable, in addition
to the demographic reasons, to the lowering of the
compulsory school attendance age.

2.4.3 FACTORS UNDERLYING THE LOW
PARTICIPATION RATE OF PERSONS
OVER 50

In Hungary, the age group of over 50 years makes the
highest contribution to the lag in the participation
rate. One reason for this is that in the pre-crisis
years the effective retirement age was low due to
the liberal regulation of early retirement. As a result
of the measures taken after the crisis, the effective
retirement age started to rise, which will generate
a gradual increase in the activity rate of this group.

In addition to the pensionable age, the low activity
ratio of the older age-group may also be attributable
to the fact that in Hungary the population’s health-
related quality of life attributes considerably
deteriorate over the age of 50 (Kopp — Skrabski, 2009).

Chart 2-76
Development of participation rate of people over 50
years

Per cent
0 A

65 -
60 -
55 -
504 -
45 -
40 -
35

2002
2003
2004
2005
2006.
2007.
2008
2009
2010
2011
2012
2013
2014

= Hungary Slovakia

Poland

Czech Republic ===
----- EU28

Note: From 50 to 64 years.
Source: Eurostat

However, the development of the age group’s
participation rate in terms of time is similar to that of
the European countries. Since 2008, there is a rising
trend in the labour market participation rate of the
elderly both in the Visegrad countries and in the
EU28 (Chart 2-76). The increasing participation rate
may primarily be attributable to the increase in the
pensionable age.

2.4.4 FACTORS UNDERLYING THE LOW
PARTICIPATION RATE OF WOMEN OF
CHILD-BEARING AGE

The participation rate of women of child-bearing age
may be substantially influenced by the differences
in the social benefits related to having children and
in the social norms. In the case of women those of
child-bearing age represent the most typical group
of inactivity, albeit the over-50 age group also makes
a significant contribution to the divergence from
the European average (Chart 2-77). Children are
traditionally taken care of by women, who are the
ones to stay at home with the infant, which may
be regarded as a kind of unpaid work. However, in
Hungary women stay at home with their children for
several years on average, which may be attributable
to a number of factors.

Chart 2-77
Contribution to the total deviation of participation rate
of Hungarian women to EU28
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On the one hand, the public nursery school capacity
does not satisfy the demands adequately, and it is
also not fully aligned with the requirements of working
women (e.g. short opening hours). Private childcare
services are not affordable for many or significantly
increase the marginal cost of employment, which may
also hamper the activity of women with children.

Moreover, in Hungary atypical forms of employment
are less common, and the lack of part-time
employment is also the reason for the low participation
rate of women with small children. Although part-time
employment increased significantly in Hungary after
the crisis — with both cyclical and long-term factors
contributing to this (for more details, see Bodnar,
2014) — the spread of part-time employment came to
a halt in recent years. Accordingly, the ratio of part-
time employed is still exceptionally low by European
standards (Chart 2-78).
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3 Productivity potential in the
Hungarian economy

The growth rate of productivity has been declining in the developed economies since the second half of the
2000s. In Hungary and the Central and Eastern European region, the process already started before the crisis,
worsened as a result of the recession and grew slowly in the subsequent years.

Of the processes determining Hungarian productivity, positive developments started to take shape in the area
of employment. In the last three years, the number of people in employment has continuously increased in
annual terms.

Another measure of employment, the average number of hours worked per week, has decreased since EU
accession in most countries of the CEE region, and thus in Hungary as well. Although since 2013 the negative
trend appears to be faltering in this indicator as well, it is changing much more slowly than the number of
people in employment.

With improving employment statistics, per capita productivity returned to the pre-crisis level in 2011-2012
after the decline in 2009 and has been increasing ever since. The return to the pre-crisis level was still one of
the slowest in a regional comparison. Productivity per working hour has been stagnating since 2009 and did
not surpass its pre-crisis level before 2014. The increase in labour productivity measured in working hours is
the slowest in Hungary among the Visegrdd countries: the labour productivity of the other countries has been
above the pre-crisis levels since 2012.

Similarly to labour productivity, total factor productivity was also impacted negatively by the crisis and this
only started to grow again in the last two years. Examining manufacturing companies, it can be established
that the role of individual productivity increase (TFP) is the most significant; companies achieved relatively
smaller growth with the more efficient utilisation of the resources within the company, such as investment
or hiring. The reallocation between the companies made a major contribution to the aggregate productivity
increase after 2009. The reallocation took place primarily among the manufacturing industries rather than
within specific industries.

Productivity is a long-term determinant of economic
growth. Productivity expresses the efficiency of
the allocation of production factors in the output
generating process. This chapter examines the
productivity of the Hungarian economy and Hungarian
companies, comparing them with the processes in the
Visegrad countries (Czech Republic, Poland, Romania
and Slovakia). We examine the changes in the factors

that determine productivity, the development of
employment, value added and investments in the
context of the countries and the key macroeconomic
sectors. We also touch upon the issue how the resource
allocation between the industries and the companies
impacts growth in productivity. Moreover, we briefly
discuss how productivity can be measured and what
kinds of problems arise in relation with estimation.
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3.1 Development of productivity and the
components thereof since the crisis

3.1.1 DEVELOPMENT OF GDP

The growth of the Hungarian economy has lagged
behind growth in the other Visegradd countries
since 2005 (Chart 3-1). When comparing the sum
of Hungary’s gross domestic product with the GDP
growth of the neighbouring countries, it is clear that
the Hungarian gross domestic product was relatively
high before the crisis, but economic growth was
slower in the 2000s compared to the region, and only
by 2014 did growth recover to the pre-crisis level of
2008, while it still lagged behind regional leaders by
more than twenty percent. The recovery rate is similar
to that of the Romanian economy; however, it lags
behind the growth of the Czech, Slovakian or Polish
economies, where the pre-crisis level was reached by
2010, at the latest.

Chart 3-2
Sectoral GDP growth compared to the average for the
Visegrad countries since 2004
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The deceleration of Hungarian GDP growth compared
to the Visegrad countries can be seen in several
sectors. The largest difference is in the construction
industry, where the Visegrad countries recorded
75-percentage point higher GDP growth on average
since 2004. A smaller, but still substantial lag can also
be identified in manufacturing, as well as in retail and
wholesale trade, which make a major contribution to
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overall GDP growth. There is also a significant shortfall
in the growth of financial services (Chart 3-2).

In relation to the comparison of GDP with the
neighbouring countries, it should be noted that
there were significant differences (both in the
output level and economic structure) during the
economic transition period, which is also identifiable
in the dynamics of convergence. The countries
that implemented the reforms later (e.g. Romania)
realised part of the productivity growth arising from
the structural transformation of the economy in the
second half of the 2000s, while these processes in
Hungary were particularly important in the second
half of the 1990s. Hence, in the following we attempt
to identify the structural reasons for the deceleration
of the Hungarian economy, relying on the HCSO’s
detailed output side GDP statistics, broken down by
sectors, as well as corporate balance sheet reports;
these documents are available only up to 2013. The
advantage of using corporate data is that they help
identify the shocks that hit the individual companies or
industries, which often have a tangible impact on the
macroeconomic developments as well (Gabaix, 2011).



The deceleration of manufacturing is attributable to
almost all industries. Chart 3-3 shows the contribution
of the individual industries to the total GDP growth
of the manufacturing sector. It is worth mentioning
that — albeit the weighting of manufacturing in the
national economy has hardly changed since 2000 —
the structure thereof has changed considerably. By
2013 the automotive industry and the production
of machinery had become the two key sectors of
manufacturing at the expense of the textile, clothing
and food industries. An important consequence of
the structural transformation within manufacturing is
the change in Hungary’s exports structure. (See more
details on this topic in the Box).

Chart 3-3
Contribution of manufacturing industries to intra sector
GDP growth in percentage points

- Percentage point
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motors (29); Other Manufacturing (13-18, 20-25, 30—-33)

Sources: HCSO, MNB

Two sectors are key factors in the deceleration of
the manufacturing sector after the crisis. On the
one hand, since 2009 the contribution of the crude
oil sector has been continuously and considerably
negative. Here, factors playing an important role
mainly included the high concentration of the sector,
the price shocks impacting the individual companies
and the global economic process, as well as the
reallocation within the value chains connecting to
the sector, for example outsourcing and reform of the
trading activity.

Another important industry that contribute to the
slower growth was the electronics industry. Despite
the positive contribution in 2011, the sector’s growth
contribution has significantly decreased compared
to past years. In this sector, the shutdown of Nokia’s
plant in Komarom and the relapse impacting several
important actors (e.g. Samsung, Bosch, NI Hungary)
play an important role.

In the electronics and machinery sector, key
companies were transformed, hence these two sectors
are analysed here together. Although between 2009
and 2011 they made a major positive contribution to
growth, in 2012 and 2013 their growth contribution
was moderate.

The automotive industry has played an outstanding
role in manufacturing growth since 2011. Growth was
seen both at vehicle manufacturers and companies
manufacturing automotive parts. In addition to
Audi’s major growth contribution and the launch
of manufacturing at Mercedes, by 2013 both Opel
and Suzuki had also significantly expanded their
production.”® Based on the balance sheet data related
to 2014 the performance of the key companies
improved further. Audi, Mercedes and Opel increased
their business profit by 4.6, 1.4 and 25.2 per cent,
respectively. It was only Magyar Suzuki that closed its
financial year with a result that fell short of 2013.74

Chart 3-4
Contribution of services sectors to intra sector GDP
growth in percentage points

Percentage point
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(69-82)

Source: HCSO, MNB

73 Opel Szentgotthard Magyarorszég opened the Flex motor factory in 2012 and commenced series production in February 2012 (Source: Opel.
hu). The Suzuki plant in Esztergom started the series production of the SX4 models in 2013 (Source: Suzuki.hu).

74 Source: http://e-beszamolo.im.gov.hu/
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Based on the growth decomposition, the slow
growth in market services is primarily attributable
to processes in the wholesale and retail sector.
There is no such industry in that is curbing GDP
growth continuously and to a great degree; instead
deceleration is affecting almost all sectors. On the
other hand, due to the modest demand persisting
since the crisis the income generation contribution
of both the wholesale and retail trade, as well as of
transportation, is smaller than between 2002 and
2007.

More particularly, the decrease in GDP in 2009 is
primarily attributable to the downturn in wholesale
trading determined by individual corporate shocks
(Chart 3-4). The dynamics may have reflected the
global or domestic intra-group optimisation of the
sector’s largest companies’® better than the processes
of the sector’s actual earnings potential.

3.1.2 EMPLOYMENT TRENDS

As a result of the crisis, Hungarian employment fell
by roughly 5 per cent compared to 2004, but in the
last three years it has posted a continuous growth on
an annual basis. With the exception of Romania and

Hungary, employment returned to nearly pre-crisis
levels in all economies.

In contrast to employment, the average number
of hours worked per week has decreased since
EU accession in most of the countries, and thus
in Hungary as well. The frequency of part-time
employment increased in Hungary as a result of the
crisis, which may partially be due to the changes in the
labour market institutional system (the new Labour
Code). Thus, the volume of hours worked increased
at a slower rate than employment and reached the
pre-crisis level (Charts 3-5.a and 3-5.b).

The slower growth of Hungarian employment
compared to the Visegrad countries can be observed
in several sectors. Charts 3-6.a and 3-6.b summarise
the sectoral processes. Similarly to GDP, in a regional
comparison, the largest deceleration in growth can be
observed in construction, although the lag compared to
the region has gradually decreased in recent years. On
the other hand, employment growth is slower in retail
and wholesale trade, manufacturing and in financial
services compared to the other countries of the region.
The only sector that posted employment growth
measured in working hours that is more dynamic than
in the rest of region is real estate transactions.

Chat 3-5.a
Number of employed and hours worked since 2004, per
capita
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Chart 3-5.b
Number of employed and hours worked since 2004, by
hours worked
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7> Amongst others MVM Féldgéz Trade Zrt, Fibria Trading International Kft, Glencore Grain. Source: Hvg.hu/top500
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Chart 3-6.a Chart 3-6.b

Sectoral employment growth compared to the average Sectoral employment growth compared to the average
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3-1. Box

Indicators used to measure productivity

Productivity can be captured by a variety of indicators depending on the respect in which the production
process is examined. The most commonly used measure is labour productivity, which measures output
per working hour or employee. Its advantage is that the quantitative measurement of labour as a factor
of production is evident, while output per working hour does not capture the contribution of other
factors to output, the efficiency of the allocation of production factors, the technological components
or the labour intensity (Mark, 1986).

Several problems of measuring productivity are known, some of which are highlighted here. Firstly, it
is important to measure the individual factors in an accurate and comparable manner. A good example
of this is the comparison of the capital value of machine pools from investments waves implemented in
different years among the enterprises (OECD, 2009). Secondly, as the production factors reflect either
an annual average (e.g. headcount) or a year-end status (capital stock), the efficiency increase of the
enterprise (under fixed factors) and the investment implemented as a result of the productivity shock
cannot be separated from each other. A solution for the problem is offered by, amongst others, Olley
and Pakes (1996), Levinsohn and Petrin (2003), and recently also by Wooldridge (2009).

The total factor productivity (TFP) may also be used for the more comprehensive measurement of
productivity, which may remedy the aforementioned shortcomings.”® Thus, the efficiency and degree of
capital absorption compared to labour may be taken into account.

The total factor productivity approaches assume the existence of an identical production function within
a narrow industry. That is, it assumes, for example, that the small and large enterprises use very similar
or identical production technology, which is not necessarily true. This same argument may be also valid
in the context of the domestic and foreign-owned enterprises.

It is worth mentioning that during the calculation of the change in labour productivity and in TFP the real
value added is compared in time within the company. The comparison becomes the more difficult, the
higher the number and the more specialised products and services a company sells, as it is more difficult
to separate the price change from the value change. For example, in this context it is easier to compare
two concrete cement plants (Syverson 2004) than two IT service companies.

76 TFP — Total Factor Productivity or MFP — Multi Factor Productivity
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3.1.3 LABOUR PRODUCTIVITY TRENDS

Per capita productivity returned to the pre-crisis level
in 2011-2012 after the decline in 2009, and it has
been increasing ever since. Hungary was one of the
slowest to return to the pre-crisis level. Productivity
per working hour has been stagnating since 2009
and did not reach its pre-crisis level before 2014.
The increase in labour productivity is the slowest
in Hungary among the Visegrad countries, while the
labour productivity of the other countries has been
above the pre-crisis levels since 2012 (Charts 3-7.a
and 3-7.b).

Chart 3-7.a
Real labour productivity: per employee
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Chart 3-7.b
Real labour productivity: per hours worked
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At the sector level, the development of the Hungarian
labour productivity can be also compared to the
average performance of the region (Charts 3-8.a and
3-8.b). Productivity per capita shows the largest
lag compared to the regional growth in financial
services, construction and manufacturing. This lag
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can also be identified in productivity per working
hour. The smallest deceleration in productivity can
be observed in the information, communication,
trade and transportation sectors. Per capita and per
working hour productivity differ considerably in the
real estate sector, which is primarily attributable to
the higher number of working hours due to the real
estate market recovery after the crisis.

Chart 3-8.a
Sectoral productivity growth compared to the average of
the Visegrad countries since 2004, per capita
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Chart 3-8.b
Sectoral productivity growth compared to the average of
the Visegrad countries since 2004, by hours worked
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The Polish economy was not shaken by the crisis
in terms of labour productivity; in Romania (as
later becomes clear from the sectoral and micro-
level decomposition) productivity has considerably
increased due to the info-communication (ICT)
sector and to the expansion of ICT-intensive sectors.
In the case of Hungary and the Czech Republic, the



expansion of productivity continuously falls short of
the EU average, but the deceleration is not so strong
as in the case of the Romanian economy.

In the period between 2010 and 2014, average
productivity growth significantly decreased in
the region, and more particularly Hungary posted
a negative average. Additionally, in the early 2010s,
a further decline was observed in productivity,
although with an outstanding increase in labour,
compared to the regional countries (Chart 3-9).
The value added decreased along a similar trend in
the countries of the region, with the exception of
Poland and Romania: in the former, a quick rebound
in productivity was observed, whilst in the latter
employment already decreased in the period 2001-
2007 and this process continued after the crisis as
well. In the case of the Czech Republic and Slovakia,
there was no employment growth, while in Hungary
and Poland the employment growth rate was positive.

Chart 3-9
Decomposition of aggregate value added growth in the
national economy: regional comparison

Per cent

10 1

8.

6.

4 4

11— EI=EE

1= | = SRS S

_2. ﬁ

_4.
~ (o2} < ~ [e)} < ~ (o)} < ~ D < ~ [e)] <
o o — o o bl o o — o o — o o —
S © 0o/d & 0o/ &6 & o & & o & & o
D S T o T N Nl IR N N o N A N
fm) o] o hm) [} o fm) [ee] o I e o — o0 o
o o — o o — o o — o o — o o —
o o o o o o o o o o o o o o o
o~ o~ o~ o~ o~ o~ o~ o~ o~ o~ [V o~ [V} [V} [V}

HU cz PL RO SK

& Value added
—— Average productivity growth

=1 Employment
E=3 Productivity

Sources: Eurostat, MNB calculations

In the case of manufacturing, there was a moderate
decrease in productivity growth as the regional
average, and the negative contribution of employment
significantly reduced the sector’s value added.
Hungarian manufacturing productivity continued
to increase in the period of 2010-2014. The picture
is distinctive at the level of the individual countries
as in the case of the aggregate decomposition. The
productivity decline is somewhat smaller; in the case
of Romania the trend reversal suggests structural
reform in the sector, as production must have become
less labour-intensive (Chart 3-10).

Chart 3-10
Decomposition of value added growth in manufacturing:
regional comparison

Per cent
15 -

10 A

E

—-10 A

=15
~N OO &SN O &SN O IO I O <
O O 4190 O 4d 0O O Ol o O O34 o o o
o O O O O O o o oo o o o o o
FEYTTRTTRTTRIEYR
o 0 O d 0 O o 0 O ld 0 O | d 0o O
O O 4190 O d 0o O 4Ol o O O34 o o
O O O O O O O o oo o o o o o
N N NN &N &N/ &N N NN/ &N N N/ NN N
HU Cz PL RO SK

€ Value added
—— Average productivity growth

=1 Employment
E=3 Productivity

Source: Eurostat, MNB calculations

In Hungary, productivity growth in market services
posted a stronger decline than in the manufacturing
sector in 2008-2009, but remained positive. With
the exception of the Czech Republic, Hungary and
Romania, the sector remained positive even after the
crisis in the context of total valueadded growth. On
the other hand, the growth rate in the market services
sector decreased significantly (except in Poland). It is
apparent that in most of the economies productivity
growth has declined drastically compared to the pre-
crisis period (Chart 3-11).

Chart 3-11
Decomposition of value added growth in market
services: regional comparison
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3.1.4 TOTAL FACTOR PRODUCTIVITY

Total factor productivity (TFP) shows how many times
the output of a company exceeds or falls short of
the other company’s output in the same sector with
the use of the same volume of capital and labour.
Similarly to labour productivity, TFP was also impacted
negatively by the crisis and the growth thereof only
restarted in the last two years. When assessing the
production process, total factor productivity also
considers the capital in addition to labour.

In the 2000s, there was a considerable convergence
to the fifteen most advance member states of
the European Union, based on the aggregate TFP
growth rates of the regional economies. Romania
was clearly the vanguard of the region: by 2008 its
productivity was one and a half times higher than in
2000. Apart from the Romanian economy, Slovakia
also performed well, albeit for most of the period the
Visegrdd countries achieved a similar development. In
the case of Hungary, the Czech Republic and Poland,
productivity growth was already characterised by
deceleration and stagnation in the pre-crisis years.
Productivity in Poland increased considerably in the
post-crisis period; and from the regional countries,
Slovakia’s productivity also exceed the EU15. After the

crisis the fastest growth in productivity was seen in
the Romanian and Slovakian economies (Chart 3-12.a
and 3-12.b).

In the following, we examine the development of
TFP in the context of companies, focusing on the
manufacturing sector. With the help of corporate
financial statements the GDP growth of manufacturing
can be broken down to individual total factor
productivity change and value added growth linked
to the change of capital and labour force. The detailed
description of the methodology is included in the
study of Katay and Wolf (2008).””

The efficiency of the conversion of production factors
(capital and labour) into a product and the productive
development thereof has a strong influence on the
economic growth.”® In the period 2002-2007, GDP
growth in the manufacturing sector was determined
in each year primarily by the increase in total factor
productivity at the individual level (Chart 3-13).This
is well illustrated by the decomposition of the growth
of the gross product produced by the manufacturing
sector. Apart from individual productivity growth, the
growth via hiring is also significant. Although the growth
via investment is essentially positive in almost every
year, its impact is less than that of labour (Chart 3-14).7°

Chart 3-12.a
Aggregate TFP in the region
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Chart 3-12.b
Aggregate TFP in the region
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77 For the decomposition we use the production function-based estimation procedure of Levinsohn and Petrin (2003). The analysis ignores the
tobacco and oil industries, as due to the change in the accounting rules introduced in 2001 the corporate value added must not be recognised

directly.

78 The problems of measuring corporate productivity and the empirical literature related to the topic is summarised best by Syverson (2008).
721t is important to note that here the investment is calculated from the corporate level tangible asset change, which may differ from the whole-
economy fixed investment, due to, for example, the secondary market of machinery and real estate.
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Chart 3-13
GDP and aggregate TFP growth in manufacturing
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Chart 3-14
Decomposition of manufacturing growth
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On average for the period 2008-2013, GDP growth is
primarily determined by the capital and — to almost
the same degree — by the increase in labour force.
The fixed investments in the automotive industry
and metal processing implemented after 2010 play

a key role in the positive impact of the capital and
employment growth.®% The GDP of manufacturing
increased on average by 0.5 percentage point in the
period of 2008-2013 both by capital and employment
growth.

80 The productivity decline of the metal processing industry is attributable to the decrease in output levels, which impacts most companies of the

sector.
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3.2 Causes of the deceleration

The slowdown in economic growth had already started
in most countries before the crisis. Hungary was no
exception in this regard. However, recovery from the
crisis was also slower than in the case of the previous
recessions. This chapter deals with the potential
causes of the deceleration and the slow recovery.

3.2.1 INVESTMENTS

One cause of the slowdown in productivity and
growth may be that the growth rate of investments
also declined and - in contrast to the recoveries
from the previous recessions — remained at a low
level. However, it should be noted that the decline
in investments is also attributable to demand side
and balance sheet adjustment reasons (Martonosi,
2013). In Hungary, after many years of declining and
the 2006 austerity measures, capital intensity is at the
pre-crisis level. In the countries of the region — except
in Poland — the volume of investments significantly
decreased after the crisis (Chart 3-15a.). There are
different reasons behind the falling investment rates.
On the one hand, investment rate of the private
sector is lower, even in a regional comparison, on
the other hand, the balance sheet adjustment which
took place in the household and corporate sector, and
additionally the macroeconomic uncertainties and
debt reduction by the corporate sector, restrained
the pace of economic recovery. Furthermore, supply
side credit burdens hampered SME sector investment
(Chart 3-15b.). In 2013, a turnaround occurred in the
regionally rather low investment activity, thanks to
government investments between 2011 and 2015
accounting for up to two per cent of GDP growth,
which is largely explained by intensified use of EU
funding.

The uncertainties in the global real economy and
the higher country risks that followed the crisis
may have also played a major role in the decline in
investments. Many economists believe that foreign
direct investments (FDI) play an important role in
productivity and economic growth (Rivera-Batiz,
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1991). The uncertain economic environment may
significantly lower the inflow of new foreign direct
investments into the economy, and in certain cases it
may even lead to disinvestment, which was observed
throughout the region in the post-crisis years.

Chart 3-15.a
Regional decomposition of GDP proportionate
investment rates
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Chart 3-15.b
Results of SME loan applications in 2014
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3.2.2 HUMAN CAPITAL

As this report explains in Chapter 1, human capital
expansion is one of the most important pillars of long-
term growth. In addition to the deceleration of direct
investments, growth in human capital also started to
stagnate both in the developed OECD countries and
in the CEE region. For example, in Great Britain the
stagnation may have been caused by the declining
level of education; as a result of the under-skilled
labour supply the companies’ strategy is shifted
toward the less knowledge- and technology-intensive
activities, which jeopardises the economic growth and
the improvement of the living standards in the long
run (Sisson, 2014). Based on the data of the Penn
World Table 8.1 and the study of Barro, Lee from 2012
the mean years of schooling of the population over the
age of 15 significantly increased in the 1990s (in the
case of Hungary by more than 18 per cent).

3.2.3 INNOVATION PROCESSES

Innovation is an important growth driver and is also
essential to lay the foundation for future growth. The
typical measure of innovation activity is resources
used for research and development (R&D); however,
the concentration of R&D activity between firms is also
an important factor, besides the total amount spent.
We approach the analysis of Hungary’s innovation
processes from two aspects and compare them
to the countries in the region. Firstly, we examine
the frequency of innovation activity. Secondly, we
compare Hungary’s GDP-proportionate R&D spending
with the figures of the region to get a view of the
degree of investment in innovation.

To answer the first question, the questionnaire-based
database of EBRD—BEEPS®! can be used, which focuses
on companies in the Central and Eastern European
countries. The fifth wave of the survey (2011-2014)
already contains questions related to innovations,
which ask about product, process, organisational
and marketing innovations. The BEEPS survey
primarily focuses on the representative sampling of
the manufacturing sector’s management activity.
In the Visegrad region, they survey on average 380
companies per country. We try to obtain an overview
of Hungarian companies’ innovation position by
comparing the answers of the Hungarian sample

with the answers provided by the companies from
neighbouring countries.

Of the four questions examining the activity of the
last three years, the first one related to product
innovation, i.e. introduction of new technology or use
of new material (Chart 3-16.a). In Hungary, a barely
more than one-fifth of respondents introduced
a new product. Compared to the rest of the Eastern
European countries, this is one of the lowest rates,
particularly compared to the responses of Czech and
Romanian companies.

Chart 3-16.a
Innovations in the past three years (2011-2014) — share
of respondents (product innovation)

%
60

50

40

30 4

20

10

sk
HU
PL
sL
RO
HR
cz

Sources: BEEPS database, MNB calculations

Chart 3-16.b
Innovations in the past three years (2011-2014) — share
of respondents (product/sales innovation)
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81 Business Environment and Enterprise Performance Survey (BEEPS).
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The second question asks about the use of a new
production system and/or new sales channel (Chart
3-16.b). In Hungary merely a little below one-fifth of
the respondents introduced a new production system,
more than 70 per cent of which is product innovator.

The third question relates to organisational innovation
and the development of a new organisational-
management structure, or reorganisation (Chart
3-16.c). This impacted 13 per cent of the Hungarian
respondents, albeit eight per cent of them are product
innovators, and reorganisation is usually not typical for
product innovators. Compared to the other Eastern
European countries the ratio of Hungarian innovators
belongs to the lowest ones in this innovation-related
question as well. In the fourth question, related to
marketing innovation, the Hungarian companies also

Chart 3-16.c
Innovations in the past three years (2011-2014) — share
of respondents (organisational innovation)
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Chart 3-16.d
Innovations in the past three years (2011-2014) — share
of respondents (marketing innovation)
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show a similarly low activity. Merely 19 per cent of
them introduced new marketing strategy (Chart 3-16.d).

The innovation activity rate, which is low in a regional
comparison, does not mean that the R&D expenditure
is low as a per cent of GDP (Chart 3-17).

Chart 3-17
R&D expenses to GDP, by sector
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Hungary already spent almost 0.5 per cent of GDP
on R&D before the crisis, and this ratio has been
continuously increasing since 2008. In a regional
comparison, this ratio is the second best after the
Czech economy. It may follow from the innovation
activity rate and the relation of the GDP-proportionate
R&D spending that the Hungarian innovation is
performed by a relatively few companies of high
value. Thus, the R&D activity in Hungary is highly
concentrated.

3.2.4 REALLOCATION PROCESSES

During reallocation, the distribution of production
factors and market share among the companies
changes. Its potential degree depends considerably
on the distribution of productivity between the
companies: the productivity growth achievable within
the sector and by the resource reallocation among
them is inherent in the heterogeneity of productivity.

Both labour productivity and TFP show a significant
variance even in a narrowly defined industry. In
the case of Hungarian manufacturing companies,
employing at least 5 persons, there is a seven-
fold output difference on average between the
companies in the lowest and highest productivity
decile, calculating with the same volume of output.
A similarly persistent heterogeneity, albeit of different



Chart 3-18.a
Difference in labour productivity of the highest and
lowest deciles of Hungarian firms, manufacturing

HUF - logscale
O -

- 3.0
L 2.7
9.0 1 sexsy
S L 2.4
(D) omecsemeomsocemmonci i creonmoceesaca e
""""" - 2.1
o —/\/\’_/ L 18
6.0 15
wn ~ (2] -l o n ~ [e2) Ll m
[e2] [e2) (<)) o o o o o — —
(o)} [e)} (o)} o o o o o o o
- i i o~ o~ (o] (o] (o] o~ o~

= Lowest 10%
Highest 10%

----- Difference between highest and lowest decile
(right-hand scale)

Sources: NTCA, MNB calculations

Chart 3-18.b
Difference in labour productivity of the highest and
lowest deciles of Hungarian firms, market services
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degree, exists in the industries of other countries.??
For example, in the USA this difference is two-fold on
average.®

Based on the labour productivity of the least and most
productive companies and the difference between
them, it is apparent that in Hungary the heterogeneity
in terms of productivity decreases between the
companies over time (Charts 3-18.a and 3-18.b).

The process has two underlying impacts: the least
productive companies achieve relatively higher
productivity growth, and there is an average productivity
growth due to the elimination of the worst companies.
Based on the positive impact, the reallocation appears

Box 3-2

Examination methods of reallocation processes

In the absence of an international database, the regional reallocation processes can be examined by
sector and enterprise size categories, focusing on the static allocative efficiency. We examine the static
allocative efficiency relying on the methodology of Olley and Pakes (1996).8” The method examines the
correlation between productivity and market share or employment compared to a random — usually
even — distribution. For example to what degree it is true that the more productive sectors have higher
market share. This can be best expressed by a correlation. The correlation does not necessarily express
a distance from a desirable status, since the even distribution — compared to which the strength of the
correlation is measured — is not necessarily good, as identical market share is assumed among the sectors.
Hence, we focus primarily on the change in the correlation. The correlation increasing towards the positive
values expresses that the more productive companies and sectors can obtain an increasing market share.

to be stronger in manufacturing than among the market
service companies (Chart 3-18.a). On the other hand,
the formerly strong reallocation appears to decelerate
after 2007 in both sectors.

Static allocative efficiency is calculated in two
ways: The first approach (Chart 3-19) permits the
examination of the distribution among the sectors:
the correlation between the weight of the sector
in value added and the sector’s labour productivity
is examined. In Hungary the index of the static
reallocation increases, which means that the more
efficient sectors make an increasing contribution
to GDP. Although the result is in line with the results
calculated from the enterprise data: we found positive

82 Lopez—Garcia (2015).
83 Syverson (2011).
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Chart 3-19
Static reallocation across sectors of the economy
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reallocation impacts in both cases in 2010-2011. It
should be noted that here we examine the entire
market sphere and manufacturing is treated as one
sector. In a regional comparison it is clear that a similar
process takes place in Romania and Poland as well.

Another approach to static allocative efficiency is
the analysis of reallocation within the sector. The
intra-sectoral reallocation by enterprise size is one
of the most dynamic growth stimulating processes.
This is also highlighted by a recently published OECD
(2014)3* study, according to which the most dynamic
growth is generated by the small, but mostly start-up
companies, aged between 0 and 2 years.

In the following, we examine the correlation within
the sector between the productivity of various
enterprise size categories and the weight of the size
category’s value added in the sector. The enterprise
size categories differentiate micro, small, medium and
large enterprises.®>

According to Eurostat data, almost 70 per cent of all
employees in Hungary are employed by micro, small
and medium-size companies. This ratio is similar in
other Central and Eastern European countries as well
(Chart 3-20.a).86 Of the examined countries, only
Romania shows a structural difference in the ratio
of the number of employees employed by micro and
small companies relative to each other.

Based on the percentage ratio of GDP produced by the
corporate sector, the Hungarian structure — similarly

Chart 3-20.a
Employment decomposed by firm size, 2012, non-
financial firms
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Chart 3-20.b
GDP decomposed by firm size, 2012, non-financial firms
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to employment — does not differ significantly from the
same statistics of the regional countries (Chart 3-20.b).
The structural distribution —i.e. a little more than half
of GDP is produced by large enterprises — resembles
the Czech and Polish economies the most. Of the
examined countries, only Slovakia shows a structural
difference as the GDP produced by large enterprises
there is only about 35 per cent and the micro
companies have the highest weight in production.

Based on the employment and GDP distribution
pattern, it is not obvious that the structural
distribution would justify Hungary’s lower growth
compared to the countries of the region.

84 Criscuolo et al. (2014).

85 Here we use the employee number categories of 0 -9, 10 — 49, 50 — 249 and over 250 persons definition.

86 Without agrargazdasagot és a kdzosségi szolgdltatdsokat.
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Chart 3-21
Average labour productivity of enterprises compared to
large enterprises, 2010-2014 average
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Chart 3-22
Decomposition of manufacturing productivity
reallocation
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Apart from the similar value added and employment
distribution there are also differences between the
countries in the degree of the productivity of the
companies of different size compared to each other. It
is clear from the chart that the productivity of the micro
and small companies considerably lags behind that of
the large enterprises in all countries (Chart 3-21).

The productivity of micro enterprises in Hungary on
average for 2010-2014 is roughly one-quarter of that
of Hungarian large enterprises, which is the second
largest relative difference after Poland among the
countries of the region. The productivity of Hungarian
small and medium-sized enterprises is 55-70 per cent
of that of the large enterprises, which is a difference
that may be compared with the regional average.

Analysis of the processes of the static allocative
efficiency within the sector is possible by examining
four sectors of the countries in the region based
on the correlation between the productivity of the
sector’s enterprise size categories and its weight in
value added (Chart 3-19a).

The static efficiency allocation in the Hungarian
manufacturing sector shows a high value, which
is not reduced by the crisis either. In a regional
comparison: the high efficiency is also typical for the
other countries under review; the impact of the crisis
in this sector does not affect the allocative efficiency
or impacts it only to a small degree.

The reallocation within manufacturing can be
examined in more detail based on the Hungarian

enterprise data, focusing on the total factor
productivity.

The manufacturing sector’s aggregate TFP growth
can be divided into two parts: the weighted amount
of individual efficiency growth and the reallocation
following from the change in the individual enterprises’
participation in production and in their weight. Chart
3-22 compares the efficiency-increasing reallocation
within the sector (by the 2-digit TEAOR code within
the manufacturing sector) — when the employees and
the capital flow from less productive to productive
enterprises — with the reallocation among the sectors.

In the period ending with the crisis, the intra-sector
reallocation plays a more important role. More
particularly, the food industry (especially in 2001—
2003) and the manufacturing of electronic equipment
(2003-2005) made an outstanding contribution. In
terms of degree, the reallocation between the sectors
has a relatively less important role in the period of
2002-2007.

In the post-crisis period (2008-2013), within the
reallocation the movement among the industries
becomes more significant on average, particularly
in the first half of the period. The reallocation is
primarily attributable to the transformation in the
electronics and machinery industries,®” while the
automotive and food industries (in 2008—2009) are
also characterised by productivity attributable to
positive reallocation. In the intra-sector reallocation,
2013 shows a negative value; this is primarily due to
the transformation of the food industry.

87 On important transformation in 2009 was that GE Zrt was transformed into a limited liability company.
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3.3 Conclusions

It can be concluded that the economies of Hungary
and other countries of the region are characterised
by duality regarding productivity and that the
productivity difference between small and large firms
is relatively greater than in the developed members
of the European Union. In the wake of the economic
crisis, the reallocation processes slowed down,
and the convergence of the productivity difference
between the least and the most productive companies
has been sluggish. This phenomenon is explained
by a combination of factors. On the one hand, the
productivity expansion linked to the economic
transformation phase following the fall of communism

Box 3-3
Transformation of export structure

ended by the mid 2000s in the Hungarian economy.
On the other hand, certain elements of the business
environment may impede the efficient reallocation of
resources in the process. Although new business start-
ups in Hungary are relatively simple, the regulatory
environment makes it difficult to start the operation,
in addition the relatively slow liquidation practice the
prevailing “zombie companies” hamper the process
of productivity expansion and the cleaning of the firm
portfolio. The previously shown financing constraints
further inhibit the growth of businesses, as well as
reducing the rate of aggregate fixed investments to
GDP.

The economic crisis and the recovery processes, as well as the reallocation among the enterprises and
the sectors, also have an effect on the export structure.

The link between economic growth and export concentration is important in several respects. On the
one hand, concentrated exports raises the risk that economic processes related to a single sector or
depending on a single buyers’ market may strengthen and the eventual negative shocks may impact the
entire economy. On the other hand, the increase in export diversification may indicate that an increasing
number of companies or an increasing number of multiproduct companies are able to enter the global
market, which may suggest an increase in productivity.%®

Goods exports

In a regional comparison, the concentration of Hungarian goods exports is among the highest. This is
reflected in Chart 3-23.a, which shows the concentration of the export value by products,® expressed
by the Herfindahl index. Apart from the slightly increasing export concentration of Slovakia, the
concentration ratio of the other countries in the region has been relatively stable since 2005. By contrast,
the concentration of the Hungarian goods exports has decreased significantly since 2010. This decrease
is attributable to two opposite underlying processes (Chart 3-24). The share of machinery and electronic
equipment in export value decreased significantly after 2010. More particularly, it is primarily the
contraction of the export ratio for two technical articles that are the key factors: the ratio of telephones
and their accessories (HS8517) and the monitors and projectors (HS8528). In parallel with this, the
ratio of the value of automotive exports has significantly increased in exports, which is in line with the

87 The Olley Pakes decomposition is used, amongst other, in the recently issued thematic publication of the European Commission (2013)

examining business dynamics.
88 For more details, see Cadot et al. (2013).

89 For the calculation of the concentration, we used the 2-digit Harmonised System nomenclature.
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Chart 3-23.a Chart 3-23.b
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Chart 3-24
Share of most important product groups in the value of exports: 2007-2014
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higher automotive industry investment and productivity that commenced after 2009. However, it should
be noted that after the ousting of the electronic products over time the chemical and plastic industry
products are gaining increasing importance.

Hungarian services exports are the least concentrated in the region, with no material change in its degree
since 2005.

Services exports

Services exports accounts for an increasing part of global external trade. In Hungary these exports account
for almost one-fifth of total exports, similar to the neighbouring countries. This ratio (10 per cent) is the
lowest in the Visegrad countries, while it is the highest in Romania (22 per cent) on the average of the
period of 2006—2014.

Contrary to goods exports, the value of services exports did not decline to the same degree as goods
exports as a result of the crisis. While the latter decreased by roughly 21 per cent from 2008 to 2009,
services exports fell only by 5 per cent.
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However, there are significant differences compared
to the EU-27 average services exports structure.
The services export linked to manufactured goods
represents on average a much smaller weight in
the EU-27 countries, while in these countries the
emphasis is rather on the export of financial and
other business services.

Foreign trade companies stand out among the rest
of the enterprises in several respects. They are
larger, more capital intensive, demonstrate higher
productivity and pay considerably higher wages
than the non-foreign trade companies. Export sales

Chart 3-25

Distribution of the value of exported services over
service categories, 2010-2014 average
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Services exporters stand out even from the exporters. They are the best and largest companies. Table 3-1
shows how many times the exporter enterprises are bigger and more productive compared to the non-
exporters. While the goods-only and the services-only exporters employ almost four and seven times,
respectively, as many employees as non-exporters, the companies that export both goods and services
employ thirty times as many persons. There is a similar ranking also in labour productivity and TFP.

Table 3-1
Employment and productivity of exporting firms relative to non-exporter firms
How many times bigger is
Employment Labor Productivity TFP
Product exporter 3,7 1,9 1,7
Service exporter 7 4,4 3,6
Product & Service exporter 29,1 4,8 9

Source: Rariga, J. (2015)

Services exports is a considerably concentrated activity. In the two sectors that provide the highest
number of exporters — that is in manufacturing and trade — merely 13 per cent of the exporter companies
sell services abroad. The share in exports of the largest services exporters (for example the 10 or 20
largest companies) is twice as high as that of goods exporters.

The descriptive statistics show that although services exports play an important and increasing role in
Hungary’s global competitiveness, only the largest and best Hungarian enterprises participate in this
activity. The productivity requirements for a service provider to become an exporter and be competitive
in the international markets are even more stringent than in the case of goods.
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4 Condition of Hungarian Economic
Development in the light of alternative
development and competitiveness
Indicators

The generally accepted measure of economic development, that is the gross domestic product and analogous
indicators, focus only on the narrower dimensions of development and wealth, i.e. on the historic economic
performance. They do not show, among others, the non-financial and subjective aspects of wealth, and also
disregards the issues of income distribution and sustainability. In addition, the gross domestic product says
little about the future growth potential and the drivers of an economy.

Based on alternative complex indicators, which also consider social and environmental aspects, in a global
comparison, Hungary shows higher state of development than suggested by the per capita gross domestic
product or its position in rankings that focus on economic competitiveness. In terms of quality of the
environment, the knowledge-based economy and income inequalities, Hungary belongs to the top 20 per cent
of the countries. The indicators examining state of development in a broader sense — particularly the indices
containing the education dimension and examining life expectancy at birth — also reflect that in the case of
Hungary the social inequalities mostly appear in the access to public services and healthy conditions of life.

The multi-dimensional competitiveness rankings show a mixed picture of Hungary. The indicators (WEF, IMD),
most of which are based on corporate manager surveys, rank Hungary lower than its actual economic state
of development measured by the GDP per capita. By contrast, the Doing Business survey, which is based on
purely objective indicators, ranks the Hungarian economy higher. Hungary’s position in the competitiveness
rankings has been relatively stable since the crisis. Most indicator schemes appreciate the improvement of the
domestic economic environment and the recovery of the macroeconomic balance. On the other hand, based
on the subindicators measuring the institutional environment and the micro-level competitiveness Hungary is
in the second half of the regional field and our position is deteriorating.

According to the global city rankings covering the large cities of the world, Budapest excels the most in terms
of innovation; beside this, favourable costs of living is another factor that distinguishes the Hungarian capital
from its competitors. In addition, it is also above the average in the global competition of cities in terms of
prosperity, while the financial centre position of Budapest is markedly weak.

This chapter presents certain alternative development
and competitiveness indicators, which slightly modify
the view on the state of development and growth
potential of the Hungarian economy, as depicted by
the development of GDP. After the outline of Hungary’s
global position based on eleven indicators (Chart 4-1),
we assess the development path of Hungary based
on two indices related to social development and
on three competitiveness indicators, in a regional
comparison, also reviewing the individual components
of these indicators. As regards social progress, we
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review two alternative complex indicators in more
detail, which satisfy the following criteria of reliability
and comparability:

e the sample covers at least 80 countries,

e available in time series of 4-5 years, as a minimum,

e contains the core indicators that determine quality
of life the most, and

e among their sub-indicators they also consider
new values of the economy, such as freedom,
entrepreneurship, transparency or good governance.



We examine these two complex indicators in the
context of the Visegrad Four and Romania, and the
Club Med countries (Italy, Spain, Portugal and Greece).
We then evaluate the performance measured by the

key global competitiveness rankings, dealing in more
detail with the deviations observable with regard
to the Visegrad countries. (For more details on the
examined indicators see Box 4-1.)

Chart 4-1
Hungary's positions at various social-economical rankings
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Box 4-1

About the alternative measurement options of development and the state of development

The most commonly used measure of economic development and wealth is the gross domestic product
and some analogous indicators, as well as the per capita values of those. However, these indicators have
a number of inadequacies (see Stiglitz et al., 2009). On the one hand, it defines development narrowly
and essentially focus on the change in the output volume of material-type goods and services, which
is expressed in monetary terms. Even in this narrow range, the consideration of the quality of products
and services, as well as the measurement of the government sector’s performance, represent a serious
statistical challenge. In addition, the gross domestic product does not deal with the non-material and
subjective dimensions of wealth (e.g. health, satisfaction) or the issues of income distribution and (eco-
nomic or environmental) sustainability, such as e.g. the determination of the costs of non-renewable
natural resources. There are major differences between the economic growth, quality of life and social
development measured by GDP. In view of the complex nature of measuring economic prosperity and
wealth, several international organisations have introduced complex development indicator schemes,
based on which they regularly rank the countries under review.

On the other hand, GDP could be applied only to a limited extent when assessing the trends and drivers
of economic processes in even in a narrower sense. That is, gross domestic product is a variable, which
reflects the already achieved economic development and says little about the growth and development
potential of the economy. In order to assess these development prospects, several institutions publish
complex competitiveness indicator schemes, which — in addition to the macroeconomic performance
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— evaluate the institutional environment determining corporate competitiveness and certain functional
attributes of the companies.

Legatum Prosperity Index (LPI)

The London-based Legatum Institute has published this complex index annually since 2009. The subject
of the survey is the economic development of the countries, the welfare level of the society determined
on the basis of objective and subjective aspects, and trends in the citizens’ satisfaction. Using 89 indica-
tors, the Legatum Prosperity Index (LPI) examines 8 dimensions related to economic performance and
welfare: economic performance, entrepreneurship and opportunity, governance, social capital, personal
freedom, education, health, safety and security. In 2009-2011, the institute ranked 110 countries and
thereafter 142 countries. The index has no score value; the report publishes the ranking of the surveyed
countries in respect of both the composite indicator and the individual dimensions examined.

Human Development Index (HDI) and Inequality-Adjusted Human Development Index (IHDI)

The United Nations Organisation has published the Human Development Index (HDI), a complex indicator
measuring social development, since 1980. The widely acknowledged composite indicator combines the
life expectancy, education and per capita income indicators. In Hungary, the basic value of the Human
Development Index (HDI) increased at the fastest rate — in contrast to the GDP growth — between 1990
and 2000, and has stagnated since 2008.

An advanced version of HDI is the Inequality-Adjusted Human Development Index (IHDI), published by the
UN since 2010, which examines — by analysing several variables — the progress and development of man-
kind taking social exclusion into consideration. This index considers four indicators along the education
and standard of living dimensions: life expectancy at birth, the expected years of schooling for children,
the mean years of schooling in the age bracket of 25 years and older and the GNI per capita logarithm.
The value of each sub-index is adjusted by the inequalities observed in the society and typical for the
given sub-index: higher inequalities reduce the value of the indicator. In 2010, the index examined 139
countries and thereafter 132; in 2013 it has already covered 145 countries.

The international competitiveness country rankings of certain institutions fulfilling a global role are gain-
ing increasing importance in the measurement of economic dimensions of development; these rankings
are compiled annually, relying on a quantified methodology, often based on corporate surveys and also
taking subjective factors into consideration.

Competitiveness ranking by the World Economic Forum

The complex competitiveness indicator elaborated by the World Economic Forum (WEF) assesses the
description of the economy’s efficiency on an international scale, along factors grouped into twelve
pillars: institutions, infrastructure, macroeconomic environment, health and primary education, higher
education, product market efficiency, labour market efficiency, financial market maturity, technological
readiness market size, business sophistication and innovation. The WEF survey is based on a questionnaire
answered by corporate managers (about 100 persons in Hungary), and in addition certain dimensions
are assessed with the assistance of statistical indicators.

Competitiveness ranking of the International Institute for Management Development (IMD)
IMD’s competitiveness ranking covers a narrower range of the countries. The survey method is similar

to that of the WEF indicator, using a combination of corporate manager questionnaires and statistical
data. The economic performance is ranked based on 84 criteria, such as the size, growth, maturity and
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prospects of the domestic economy, its international commercial and investment relations, the situation
of employment and prices. Government and business effectiveness are both characterised by 71 indica-
tors, while infrastructure is described by 116 indicators.

“Doing Business” competitiveness ranking

The World Bank’s Doing Business indicator assesses the possibilities in 189 countries with regard to
starting and managing a business. This report differs from the previously presented competitiveness
methodologies, its unique factor that it does not use a questionnaire-based survey, but is based on purely
objective indicators. For this purpose they survey the legal and institutional environment of such typical
situations that generally occur during the operation of an enterprise (e.g. the number of procedures
required for starting a business, the time and costs needed for this). The survey has been performed
since 2004, but the individual dimensions have only been aggregated into a single indicator since 2014.
Accordingly, the aggregated ranking of the countries is also only interpretable from 2014.

Global city rankings — based on similar principles — are prepared in ever greater numbers to assess the
large cities of the world based on various criteria, the theme of which extends from the assessment of
economic performance and competitiveness through liveability to environmental quality or cost of living.
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4.1 Economic and social development

4.1.1 LEGATUM PROSPERITY INDEX
(LPI)

Hungary’s LPIl indicator has improved in the last five
years, but within the group of the Central-European
and Mediterranean countries it belongs to the lower
segment. In the ranking of the 142 surveyed countries,
Hungary ranked 39t in 2014 (Chart 4-2). Within the
field of the Visegrad Four (V4) supplemented by
Romania and the Club Med countries it was Hungary’s
relative position in the ranking that improved the
most, after Slovakia, by about 7 percentage points
between 2009 and 2014, but still, it precedes only
Romania and Greece among these nine countries.

The average relative position of the V4 countries in the
LPI, which is over 65 per cent, fluctuates on an almost
uniform path; in their case the downturn after 2012
was followed by a moderate improvement from 2013.

As regards the development of certain LPI
dimensions, in Hungary the change in social capital
and education reflects unfavourable processes,
while progress was made since the crisis in the
freedom and governance dimensions (Chart 4-3). The
governance dimension of the index contains indicators

Chart 4-2
Relative position changes in the Legatum Prosperity
Index (LPI) global ranking
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Sources: Legatum Institute (2014); The Legatum Prosperity Index
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such as, the value of governance stability measured in
years; governance efficiency or the rule of law. A major
part of the data assessed by the LPI index comes
from the surveys conducted by the Gallup Institute.
Based on the representative survey of Gallup World
Poll, this dimension also includes social satisfaction
with the government’s anti-poverty measures, the
level of trust in the judical systems and the ratio of
those considering that the business and government
sectors are corrupt. Based on the data of the Gallup
World Poll, the sub-indices of social capital include,
amongst others, the presence of a supportive social
environment, official voluntary work performed in the
previous months, the level of general social trust and
ratio of those living in marital relationship.

Chart 4-3

Development of the relative positions in the dimensions
of the Legatum Prosperity Index (LPI) in Hungary, the V3
countries and Romania
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Sources: Legatum Institute (2014); The Legatum Prosperity Index

Hungary outperforms the Visegrdd region in the
personal freedom and governance dimensions, while
falling behind the region in economic performance,
entrepreneurial opportunities, social capital and the
safety and security dimensions.



4.1.2 INEQUALITY-ADJUSTED HUMAN
DEVELOPMENT INDEX (IHDI)

Based on the Inequality-adjusted Human
Development Index, Hungary is among the top 30 per
cent of the countries in terms of social development.
Based on the 2014 report Hungary ranked 36™" among
the 145 countries examined, ahead of Romania,
Portugal and Poland.

The relative position of the CEE countries and
the Club Med countries in the UN’s IHDI indicator
generally worsened until 2012 (in contrast to the
LPI) and thereafter it seems to have improved. The
strengthening of the relative positions seen after
2012 is also attributable to the higher number
of countries included in the list. Hungary’s path
shows a different curve compared to the countries
examined. The relative position measured in the IHDI
worsened until 2011, which was followed by a slow
improvement. (Chart 4-4). In the income dimension
of the index, Hungary’s performance is similar to
Visegrdd countries; according to the available time
series (2010-2013).

Chart 4-4
Relative position change in the Inequality-adjusted
Human Development Index (IHDI) global ranking
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The slow rise in the IHDI for Hungary is attributable
to the fact that while the income position has been
steadily improving since 2010, there is a relative
weakening in the education dimension and - to

a lesser extent — in the life expectancy at birth
dimension of the indicator. In the case of Hungary,
these processes may point to the inequalities in
access to public services and the conditions of healthy
life (Chart 4-5 and 4-6). Although the Hungarian
IHD value is pulled upward by the life expectancy
dimension in the global ranking, it is important to
emphasise that within the EU the situation of Hungary
and its region is rather unfavourable. Nowadays, life
expectancy at birth, which reflects on healthy life, is
precisely the indicator in which the division between
the eastern and western regions of the EU in terms
of development is the most obvious. (Salamin, 2015)

Chart 4-5

Value of the Inequality-adjusted Human Development
Index (IHDI) dimensions and the change of GDP in
Hungary

Dimension score GDP (2010 = 100)

0.95 - 110
0.90 A i
105
0.85 - i
0.80 - s —,—————e—c Lo
0754 i
------- 95
T i
0.65 = . i %
2010 2011 2012 2013

— [nequality adjusted life expectancy index
Inequality adjusted in education index

----- Inequality adjusted income index

- ==+ Gross domestic Product (real GDP, Base year 2010)

Sources: United Nations: Human Development Report (2014; 2013;
2011; 2010); HCSO (2015)

Chart 4-6: Value of the Inequality-adjusted Human
Development Index (IHDI) dimensions in Hungary, the V3
countries and Romania
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4.2 International competitiveness rankings

4.2.1 COMPETITIVENESS RANKING BY
THE WORLD ECONOMIC FORUM

Among the 144 countries surveyed by WEF, Hungary
ranked 63 in the 2015-2016 survey. In this indicator,
Hungary’s relative position deteriorated slightly
compared to 2008-2009. As regards the countries of
the region, Poland also fell, while the relative rankings
of the Czech Republic and Slovakia have improved
since the crisis (Chart 4-7).

Chart 4-7

Relative position changes of Club Med countries,
Visegrad group and Romania in WEF global ranking,
2006-2015
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Based on the pillars of the complex indicator, the
macroeconomic environment and infrastructure
show improving trajectories in Hungary, while the
institutions and financial markets reflect worsening
processes. In a regional comparison, Hungary
performs well in the infrastructure dimension, while
the assessment of the labour market and innovation
is similar to that of the neighbouring countries. On
the other hand, Hungary was scored lower than the
regional average in several other dimensions, such as
—among others — the institutions, the macroeconomic
environment, education, financial market and business
sophistication (Chart 4-8).
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Chart 4-8
Hungary’s competitiveness sub-index positions
according to WEF’s competitiveness pillars
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4.2.2 COMPETITIVENESS RANKING OF
THE INTERNATIONAL INSTITUTE FOR
MANAGEMENT DEVELOPMENT (IMD)

The IMD competitiveness ranking contained 60
countries in 2014 and 61 in 2015. In 2015 and 2014,
Hungary kept its 48t rank, which is a rearward position
among the Visegrad countries (Chart 4-9).

Table 4-1

Hungary’s IMD competitiveness rankings in 2011-2015
Hungary's IMD 2011 | 2012 | 2013 | 2014 | 2015
rank

Economic 44 35 44 32 17
Performance

Government 52 51 52 53 54
Efficiency

Business Efficiency 50 49 55 56 57
Infrastructure 35 35 38 37 39

Sources: IMD World Competitiveness Center (2015)




Chart 4-9
Hungary’s score changes in IMD index, 2015
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Behind the stable 48" place, which corresponds
to the 2011-2015 rounded average, the economic
performance pillar improved by 27 place (from
44™ in 2011 to 17t to 2015), while in the other
three pillars Hungary’s positions weakened (2-place
decline in government efficiency, 7-place decline in
business efficiency and another 4-place decline in
infrastructure).

4.2.3 “DOING BUSINESS”
COMPETITIVENESS RANKING

In 2015, Hungary ranked 54" in the global ranking,
which is the weakest position among the Visegrad
countries.

In terms of the conditions of starting a business,
Hungary’s performance is favourable in the global
ranking. In a regional comparison, both dealing
with construction permits and the enforcement

Chart 4-10
Relative position of Hungary, the Visegrad countries and
Romania in the 2015 ranking of Doing Business (DB)
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of contracts are mentioned as the strengths of the
country. On the other hand, there are significant
shortcomings primarily in access to electricity, the
protection of minority investors and in resolving
insolvency (Chart 4-10). Beside these aspects, there
is room for improvement in all other dimensions, as
Hungary obtained 60-70 per cent of the maximum
scores.

Hungary’s performance has improved in some
areas since the crisis. One of these is the “starting
a business” pillar, in which the procedure became
simpler and cheaper. The reduced costs of registering
property and the decrease in tax burdens (both the tax
liability and the time spent on administration) were
regarded as steps forward. However, in the other
dimensions under review there has been no significant
change since 2008.
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4.3 Position of Budapest in the international

rankings

At present, 80 per cent of the world’s GDP is generated
in urban areas (World Bank, 2015). In the case of
Europe, it has proven that in the cities where the
number of inhabitants exceeds 1 million the per
capita GDP outstrips the European average by 25
per cent (UN, 2014b). The urban concentration of
high value added activities is even more apparent in
Hungary.

Table 4-2
Weight of the capitals in the Visegrad countries, 2012
Contribution | Contribution GDP per
to national to the capitaas a
GDP countries | share of the
(per cent) population national
average
(per cent)
Budapest 38,13 17,46 218,38
Bratislava 27,25 11,27 241,94
Prague 24,70 11,84 208,69
Warsaw 12,92 4,44 291,00

Source: EUROSTAT (2015)

As a result of this, Hungary is represented first of all
by Budapest in the decision-making process of many
large enterprises, particularly in the service sector.
Accordingly, the international perception of Budapest
and its position in the competition of cities is relevant
for the international competitiveness of the entire
country.

The international rankings that provide a comparative
assessment of the cities list these regions based
on different criteria, where the quality of life,
liveability, quality of environment, the innovation
capacities and economic power relations are of utmost
importance. On a global scale, the relative position of
Budapest is best in the area of innovation, quality of
life and liveability. In the rankings focusing on these
aspects, it usually belongs to the top 30 per cent
(Chart 4-12).
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Budapest achieved the highest rank in the Global
Innovation Cities Index, where it ranked 64t out of
445 ranked countries. This indicator rates the maturity
of the background sectors responsible for the cultural
assets, the human infrastructure and the favourable
innovation environment, as well as the conditions
necessary for the creation and development of
the network markets. The global list is led by San
Francisco, New York and London. In the Central-
European region Budapest is overtaken only by Vienna
(6™) and Prague (62"9).

In the area of liveability, Budapest was ranked high in
the Spatially Adjusted Liveability Index, initiated on
an experimental basis by the Economist Intelligence
Unit (EIU) in 2012. In this respect, the capital took
the 24" position out of 70 ranked countries. The
ranking is led by Hong Kong, Amsterdam and Osaka.
A special feature of the indicator is that in addition
to the traditional liveability indicators, it also takes
into account the spatial character of the urban
environment determining the social welfare and
quality of life, as well as the equal spatial access to
the city’s green areas, natural resources and to the
region’s cultural values.

The cost of living measured by international
standards shows a favourable picture; in the ranking
of the most expensive cities Budapest is at the end
of the list, which is a favourable position and at
present this factor represents a major competitive
advantage. In the Mercer ranking, which lists the cost
of living, living costs higher than those in Budapest
are indicated for 170 cities out of 207 ranked cities.

Based on the positions achieved in the various
rankings Budapest also performed relatively well in
the competitiveness and the prosperity dimensions.
In the EIU competitiveness list, within the Central-
European region Budapest (35™) is preceded only
by Vienna (29%); which order is similar to the
UN’s City Prosperity Index, where Budapest (21%)



is preceded only by Vienna (1%) in the Central-
European region. In the five sub-dimensions of the UN
indicator —productivity, quality of life, infrastructure,
environmental sustainability, equity and social
inclusion — Budapest obtained the highest score in
infrastructure, and thus this performs as a key factor
in its competitiveness.

In terms of urban environmental quality and financial
centre role, Budapest precedes less than half of the
cities included in the international lists. As regards
the quality of urban environment, Budapest is at
the end of the mid-range of the ranked cities of
global significance, taking the 17t" position out of
30 European cities. In this respect, Copenhagen,
Stockholm and Oslo have the best position.

As it is evidenced by the respective index,
Budapest does not play a central financial role in
the international network of cities. This financial
role alone is not a priority factor, however, as
Budapest has a significant weight in terms of the
national economic processes, the lower maturity
degree of the financial and capital markets may
represent a drawback in terms of competitiveness
in the international processes. Based on the index,
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5 Special topic: World trade slowdown
and impacts on the Hungarian
economy

Hungary is a small, open economy thus its growth prospects fundamentally depend on the performance of
its export markets and the trade intensity of growth. In recent years, the world trade fell short of its pre-crisis
dynamics, both in absolute terms and compared to GDP growth. According to the literature, the slowdown may
be linked to both cyclical and structural factors. Downside risks stemming from decreasing world trade dynamics
may be mainly mitigated by the rise in export market share and the increase in the domestic value added
content of Hungarian exports. The special topic below analyses the underlying reasons of the phenomenon
and collects the potential conclusions regarding Hungary. Understanding the processes may help assess the
Hungarian economic growth prospects more accurately.
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5.1 Stylised facts

World trade and global economic activity typically
move closely together, but there have been periods
when world trade growth significantly exceeded
the increase in world output (Chart 5-1). There was
a spectacular divergence in the growth rates from the
second half of the 1980s until the pre-crisis period,
which was also attributable to major geopolitical
factors.

Chart 5-1
Evolution of world imports and GDP dynamics
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Thus, as a result of the impacts from the second
half of the 1980s until the pre-crisis years the global
trade expanded at a rate that exceeded the growth
rate of world GDP (Chart 5-2). On the other hand,
external trade dynamics, which declined as a result
of the global economic crisis, typically expanded
only to the same degree as economic activity in the
recovery period, and thus world trade measured as
a share of GDP stayed below its 2008 peak in recent
years. The decline measured as the income elasticity
of trade also identifies the same trends. World trade
to global economic performance ratio reached 1.9
per cent on average between 1981 Q1 and 2007 Q4,
while between 2011 Q3 and 2014 Q3 it fell to 0.9
percent (ECB, 2015). The analysis of Constantinescu
et al. (2015) finds a significant structural break in the
period of 1986—2000 examining the income elasticity
of world trade. Elasticity estimated for the given
period is almost twice as high as the values estimated

for the years between 1970-1985 and 2001-2013.
The recent decline in trade was primarily related to
the moderate performance of trade in goods, while
trade in services was essentially stable during this
period.

Chart 5-2
World trade to GDP
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Although the decline in external trade is wide-
ranging, unique trends can be identified by country
groups (Chart 5-3). In advanced economies, there
was a strong decline in import dynamics after 2010,
which was mainly attributable to the moderate
economic performance of the euro area. The region,
which was hit hard by the global economic crisis, was
forced to perform major balance sheet adjustments
in the recovery period, which further deteriorated
the already uncertain demand environment. The
decreasing domestic demand — and particularly
investments — lead to a decline in the imports of the
euro area due to their relatively high import content.
In this period, trade between member states — which
fell into recession from time to time — also declined
considerably.

Poor intra-euro area trade had a negative, albeit
negligible effect on the development of world trade.
Eliminating intra-euro area trade from the world
trade only increases the income elasticity of world
trade by 0.1 percentage point in the period between
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2011 Q3 and 2014 Q3 (ECB, 2015). The results are
the same regarding EU member states as well. Import
dynamics recovered in 2013 and 2014, in line with the
strengthening economic performance of the USA and
the euro area.

On the other hand, the years since the outbreak of
the crisis are also marked by reforms facilitating the
structural change in the Chinese economy, which aim
to divert the economy to household consumption
instead of import-intensive investments.

Chart 5-3
Annual changes in imports
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Chart 5-4
Annual changes in Chinese imports
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In the period covered, the trade performance of
emerging countries was primarily shaped by the
performance of China. The years between the
accession to the World Trade Organisation and the
outbreak of the economic crisis were characterised
by import growth of almost 18 per cent on average,
whereas in 2014 Chinese imports only increased
by 7 per cent year-on-year (Chart 5-4). Apart from
the declining import demand for commodities,
imports of processed goods also fell in China, which
also affected the performance of other Asian and
advanced economies due to China’s significant
role in the global economy (Hoekman et al., 2015).
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Apart from China, moderate performance was
also observed in several other emerging countries.
Due to poor domestic demand, Brazil slipped into
recession in 2014, Russia was hit by the falling
oil prices and the Russian—Ukrainian conflict and
the subsequent sanctions, while the bankruptcy
of Argentine further undermined the country's
already poor growth prospects. Contrary to the
advanced economies, no adjustment can be traced
in the evolution of trade in emerging countries and
China during 2013-2014; the annual growth rate
of imports has been declining continuously since
2010.



5.2 Cyclical and structural explanations

Based on stylised facts it is obvious that the moderate
trade dynamics observed in recent years are linked
to the relatively poor economic performance of the
recovery period. Thus, the decline may be attributable
— at least partially — to cyclical factors. Based on
Freund (2009) and Abiad et al. (2014), the negative
impact of crises on trade is not limited to the crisis
period, but may persist in the medium term as well.
Accordingly, economic growth of the euro area and
China — which is more moderate than before — may
also have a negative impact on trade also in the
beginning of the recovery period via the decreasing
domestic demand components with high import
content (investments and consumption).

Declining demand as a result of the crisis may have
had a major impact on trade dynamics; however when
examining the trends of recent years, the question
arises to what extent the structural factors may have
played a role —in addition to the cyclical impacts —in
the process.

In his decomposition analysis, Constantinescu et
al. (2015) find that the cyclical factors — such as
insufficient demand — were dominant during the
global economic crisis and in the first year of the
recovery, while their contribution decreased in
recent years. According to their calculations almost
half of the downturn between 2012 and 2013 may be
attributable to the long-term component. Based on
the results, global trade has lost growth momentum
since the crisis not only due the slower dynamics of
global economic activity, but also to the lower income
sensitivity of trade.

Based on the results of the bivariate BVAR estimation
performed by the ECB (2015), the decrease in
trade dynamics observed in recent years has been
attributable primarily — but not exclusively — to
the decline in economic activity. The fall of income
elasticity of trade from 1.6 to 1.3 per cent may
also point to weaker world trade. According to the
analysis of Hoekman et al. (2015), cyclical factors are
the most dominant, but several structural — non-
macroeconomic — factors may also contribute to the
decline of world trade growth.

Besides the cyclical effects implied by the global
recession and the moderate economic performance
of the recovery period, structural factors also play
an important role. These include, in addition to the
past decades’ major geopolitical events, the global
value chains’ expansion reaching a limit, the change
in the relative importance of import-intensive GDP
components and the protectionist trade policy.
The shift of global trade structure to components
with lower income elasticity may also decreased the
income elasticity of trade (Hoekman et al., 2015).

The extraordinary expansion of world trade from the
second half of the 1980s until the pre-crisis years
was linked to the reintegration process followed by
the political transitions of the Central and Eastern
European countries, which boosted trade through the
reinstated economic relations with Western Europe.
Another determinant structural factor is the export-
oriented growth strategy introduced by China, which
was followed by its accession to the World Trade
Organisation (2001).

In addition, the broadening of global value chains —
which expanded external trade relations as a result
of the large enterprises’ outsourcing processes — was
also a process that dominated the era (Hoekman et
al.,, 2015). Global value chains contributed to the
expansion of world trade through productivity and
the increase in economies of scale in the last almost
twenty years. The info-communication technological
progress of the 1990s led to the fast expansion of
global value chains, and thereby to the increase in the
income elasticity of trade (Constantinescu et al., 2015).
The change in elasticity may primarily be triggered by
countries with large weight (USA, China). In addition,
the crisis may have increased the uncertainties related
to foreign trade relations, and the various natural
disasters (earthquake in Japan, flood in Thailand)
supported the enterprises’ cost efficient decisions
upon the value chain planning (Hoekman et al.,
2015)

Another explanation for the decline in income

elasticity is the change in the relative importance
of GDP components (ECB, 2015). When economic
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activity declines via demand components with high
import content — such as household consumption or
investments — trade may decrease to a larger degree.
Dadush (2015) links half of the decrease in world
trade as a share of GDP to investments due to the
postponed corporate (amortisation substitute) and
household investments.
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The role of protectionism in the decline of income
elasticity is also not negligible (ECB, 2015). Although
no sufficiently long and reliable time series are
available for the evaluation of the processes, the
strengthening of commercial protectionism may be
assumed with regard to the last five years based on
the available information.



5.3 Potential conclusions for Hungary

Hungary is a small, open economy, thus world trade
trends influence Hungarian exports and imports
significantly. The average 20 per cent export growth
of the pre-crisis years fell to almost 8 per cent in the
period of recovery (Chart 5-5). As a result of strong
trade integration, Hungary’s economic performance
was generally surpassed by export dynamics.
However in recent years the difference decreased,
which corresponds to international trends.

Chart 5-5
Annual changes in Hungarian imports and GDP
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Based on the literature, cyclical factors play a major
role in the growth rate of trade, and thus the import
dynamics may increase in the foreseeable future in
parallel with the recovery of the economy. However,
as a result of the structural factors that influence the
trade income elasticity — primarily the fact that the
further expansion of global value chains reached its
limit — the growth of trade may remain below its pre-
crisis dynamics in the coming years.

External trade performance is of the utmost
importance, as net exports were one of the most
important components of Hungarian economic
growth in the past period. Moderate dynamics of
global trade may carry a downside risk regarding
Hungarian growth, but the increase in export market

share and the rise in domestic value added content of
exports may stimulate external trade.

Export market share can tipically be increased by
expanding export capacities and attracting foreign
direct investments (FDI). The broadening of global
value chains, which expanded dynamically in the
past decades, decelerated recently, and thus the
slowing FDI may intensify competition in the region
(Chart 5-6). This highlights the importance of domestic
competitiveness and the reliability of business
environment.

Chart 5-6
FDI inflows to countries in the region
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Due to the moderate FDI flow, the increase in
export market share also becomes more difficult,
thus a further opportunity for stimulating Hungarian
exports may be the raise in domestic value added
content within exports. The increase in value added
content is primarily related to the strengthening of
local supplier relations, and thus the consolidation
of the suppliers that gradually settled in after the
large manufacturing investments of recent years may
have had a positive impact on the Hungarian export
dynamics. The increasing involvement of the domestic
SME sector may become a determinant element of
the process.
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5.4 Summary

This special topic deals with the slowdown of world
trade dynamics compared to the historical average,
which may also influence the national economic
performance through the openness of Hungary.
Based on the literature, the fall in world trade
growth and the change in its income elasticity may
be linked to both cyclical and structural factors.
Although the temporary fall in demand linked to
the global economic crisis may have had a negative
impact on trade in the recovery period. Looking
ahead, after the phasing out of cyclical effects, world
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Count Istvan Széchenyi

(21 September 1791 — 8 April 1860)

Politician, writer, economist, minister for transport in the Batthyany government whom Lajos Kossuth referred to as ‘the
greatest Hungarian’. His father, Count Ferenc Széchényi established the Hungarian National Museum and Library; his mother,
Julianna Festetich was the daughter of Count Gyorgy Festetich, the founder of Georgikon, an institution for the teaching of
agricultural sciences.

With his ideas — whose message remains relevant even today — and his activities both as a writer and a politician,
Istvan Széchenyi laid the foundation for modern Hungary. He is one of the most eminent and significant figures in Hungarian
politics whose name is associated with reforms in the Hungarian economy, transportation and sports. He is also known as the
founder and eponym of numerous public benefit institutions, a traveller all across Europe and an explorer of England as well
as the champion of economic and political development at the time. Istvan Széchenyi recognised that Hungary needed reforms
in order to rise, and considered paving the way for a Hungary set on the path of industrialisation and embourgeoisement to
be his calling in life.

Published in 1830, his Credit outlined the embourgeoisement of Hungary and summarised its economic and social programme.
Count Széchenyi intended this writing to make the nobility aware of the importance of the country’s desperate need for
a social and economic transformation. Another work of his, Stadium [Stage of Development] (1833) listed the cornerstones
of his reform programme in 12 points, including the voluntary and compulsory liberation of serfs; the abrogation of avicitas
(inalienable status of noble property); the right of possession for the peasantry; and the freedom of industry and commerce.
This work of Széchenyi already conveyed the idea of equality before the law and the general and proportionate sharing of
taxation.

After the revolution in 1848 Istvdn Széchenyi joined the Batthyany government and as minister embarked vigorously on
implementing his transportation programme.
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