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The development and the polarised spatial structuref the Hungarian banking

system in a transforming economy

Zoltan Gal

1. Introduction

The creation of a two-tier banking system in 198&-éstablished” the modern Hungarian
banking system. There can be no doubt that the &harg financial sector lagged

significantly behind that of more developed cowetrin the 1990s even as regards territorial
distribution. Nevertheless, it seems legitimateaier to the ‘inherited backwardness’ of the
banking sector only as far as the phases markatidogocialist period and the transition to
market economy are concerned. This is because yrdjd actually have a European

financial system and a dense banking network ajrégdhe end of the nineteenth century. In
the socialist period when capital and financial keés were comprehensively dismantled, one
attempted to compensate for the subordinate rol¢hefcredit system by current asset
financing through the government budget. The keyneht of the system was the National
Bank of Hungary that served not only as a centaakibut also as a commercial bank taking
on corporate financing as well. Until the end oé th960s, the one-tier bank system of
financing could be well accommodated with a modescdnomic control in which credit

demands of economic actors were determined byalgriinning. The weak and subordinate
banking and credit system had no significant rolelay in the territorial redistribution of

resources.

In the period of socialist planned economy, thelso aexisted a financial institution
specialised in retail deposit services (OTP) asl wel another bank responsible for the
financing of foreign trade in addition to the cahtbank, already mentioned, which served
both as a central bank and a commercial bank. &ubilinks had been established with mixed
profiles already before the introduction of thel-hlbwn two-tier banking system. The

primary function of these was to assist foreign-ed/rcompanies. During the 1980s, other



‘bank-like’ financial institutions were established a result of sectoral cooperation. These
were later to become legal predecessors of futarkkd The 1987 bank reform, however,

radically transformed the function of the bankiygtem.

2. The establishment of a two-tier banking system anis stages of development

The Hungarian bank reform preceded the change ldgicab system by three years. It was to
have pioneering significance in Eastern Europe hViie separation of central banking and
commercial banking functions in 1987, a two-tiesteyn was established. The political
decision was taken in response to economic presddwe@garian financial institutions
included at this point majamommercial banksarved off the central bank. These were given
access to significant state resources. In additiia,group also comprisgdTP Bankwhich
had been licensed as a commercial bank as welltteey ¢dungarian-owned small and
medium-sized financial institutions. Finally, thenere alsoHungarian branches of major
foreign banksand financial institutions formed from various organigams managing state
development fund#ccordingly, 5 commercial banks and 14 specialigeahcial institutions
started to operate in 1988. The territorial streetf the branch network of commercial banks
was set up following the organisation of former miyuoffices and branches of the National
Bank of Hungary (NBH). The branch network of theviiganks was characterised by marked
disparities at territorial and settlement leveleeTcentral feature of their organisational and
operational structure was strong centralisatiord@sal992). A peculiarity of banking systems
in transitional economies is that financial markdts not emerge as a result of organic
development. The creation of the Hungarian two-tanking system was an artificial
measure supervised by a central authority. Alreadlge first years of its operation, therefore,
this system operated in a highly centralised fashwith a considerable degree of territorial
concentration. It must also be noted that thigtteral concentration was entirely consonant
with international trends, although of course itsweot, as elsewhere, the outcome of the

globalisation of financial markets starting in th@&70s.

The analysis othe development of the Hungarian two-tier banlsgpgtem in the last 15 years

shows five distinct stages (Géal 2000a):

1. The short period between 1988 and 1992 sawrdaion of financial markets. It can be

regarded as the period during whittte establishment of new bankas most vigorously



pursued. By the end of this stage, 44 Budapeseddaanks were present on Hungarian
financial markets. The first “greenfield” foreignatks also appeared on the Hungarian
market. At the beginning of the 1990s, the Hungati@nking system — similarly to its
Eastern and Central European counterparts — falbedptoblem of reintegration into
international markets, while also witnessing théftsspread of foreign capital which was to

play a leading role in accelerating modernisatiod privatisation.

2. The period betweeh992 and 1995vas characterised bthe extensive growth of the
banking networkThis period involved bankruptcies and the regoiabf the supervision of
the banking sector as well dsank and credit consolidatiorwith significant state
participation. The latter measures served in thprmtaof cases to prepatbe ground for the
privatisation of financial institutions. The years 1991 and 198%y, first, the passing of the
Act on the Regulation of Financial Institutionsgceed, the creation of a monitoring system
for the banking sector, and third, the Act on thenttal Bank. The latter laid down legal
guarantees for the independence of the NBH (maggrdethis as the real starting point of the
two-tier banking system). However, it is importéamtnote that banks were established amidst
the general recession of the early 1990s. The suddset of rapid growth, the amount of
inherited bad and irrecoverable corporate creditd mtensifying competition posed by
foreign banks all led to a substantial worseninghef positions of state-owned banks and a
shrinking of their market shares (Csaky 1997). Betw1992 and 1995, the state contributed
4 billion USD, i.e. 10% of the annual GDP, for therposes of consolidating the banking
system. This money was in part used for the retaligation of banks in order to reduce a
former 80% state ownership to 25%. However, codatibn of the banking system was
crucial not only to avoiding a financial crisis asthbilising the budget, but was also a
precondition of the large-scale involvement of fgrnecapital in the privatisation of the

banking sector (Varhegyi 2002).

3. The period between 1995 and 1997 saw the pettkedfighly successful privatisation of
the banking sector. The most important result f wWas the inflow of foreign banking capital
into the domestic financial sector. The share of Ko the banking sector wasigh in
European comparison at that time, although it isloger outstanding in the region today
(Table 1).The new ownership structure emerging by 1997 veasimated by foreign capital.
Stabilisation of the banking system that had sfaite 1995 continued, while the safety

reserves of financial institutions increased. 18@fked the beginning of a slow expansion of



the banking system. The rapid “de-nationalisatiof”the Hungarian banking system was
unique in the region. It created a peculiar ownerskructure, differing from the majority of
developed countries as well, in whitthe market share of the foreign-owned sectached
around 75% by 2003. Todathe banking sector has the highest ratio of foraigrolvement

in Hungary. The rapid privatisation of the banksygtem without further state investments
was possible only through the involvement of foneggpital (Varhegyi 1997). The inflow of
foreign capital substantially contributéd maintaining the international competitiveness of
Hungarian banks(Wachtel 1997).By 1995, nearly 70% of all banking revenues were
generated by foreign banks which claimed a 25%esladithe market. Their profitability was
twice as high as that of domestically owned baMé&@Hegyi-Gaspar 1997)-oreign banks
are present as long-term strategic investors otdtiregarian market. This is indicated by the
fact that profits are increasingpfoughed back into the enlargement of their branetwork

By virtue of its multiplicative effect, capital flang into the banking sector intensified direct

capital investment in the whole economy.

Table 1: Assets of foreign-owned banks* as a peagenof the banking sector (2000)

1995 1996 1997 1998 1999 2000
Hungary 41.8 46 61 64 66.4 68
Czech R. 10 12 15 16 28 54
Poland 4 14 16 17 49 70
Slovenia 5 5 5 5 5

*Foreign ownership above 50%

Source: Riess et. al, 2002

4. Following a significant restructuring of owneighthe period between 1997 and 2004 was
characterised by a progressive adaptation to smestof the European banking system. At
present, 80% of all banks are in majority foreigmership. In accordance with international
trends, these foreign-owned banks operate as ateymembers of groups with significant
capitalisation and a strong background in the im@gonal finance or insurance sectors. This
can be regarded as a transitional period betweemitpansive development of the banking
sector and the creation of mature banking strustudevertheless, the spectacular increase in
the number of banks had come to a halt by the étttedl990s. The establishment of foreign-
based banks in Hungary is counterbalanced by nmrd&uidations and the general

concentration of banking activities becoming momenpunced around the turn of the



millennium (Gal 1999). Some structural changes tplaice in the banking system as well.
Specialised financial institutions (mortgage barkslding societies) appeared as new players
on financial markets. This period witnessed theirsdibn of the corporate banking market
and the growing interest of banks and specialigggh€ial institutions in retail markets. At
the same time, deconcentration, which is a natoomicomitant of the evolution of the
banking market, was accompanied by an accelerginogess of concentration as well.
Several mergers took place in the early 2000s (AMNo and K& H Bank, HVB and Bank
Austria, Erste Bank and Postabank). The cruciaufeaof this period was an increasingly
rapid drive towards the formation of ‘universal keng institutions’, i.e. the integration of
investment and insurance activities previously fioming as separate units within banking

groups.

5. The next stage in the development of the bangysgem began with Hungary’'s accession
to the European Union in 2004. No dramatic chargesxpected in this period given that the
integration of the Hungarian banking system hadlessentially complete by the beginning
of this decade. At the same time, due to rapid aldevelopments in financial services, the
Hungarian banking system is still to face a suligthmprocess of re-adjustment. Today,
Hungary possesses one of the most developed basyatems in the region. The advantages
of the transition to a two-tier banking system sti# evident. Capital stability of Hungarian
banks is good, although the banking system itseffuite smallTotal bank assets amount to
70% of the total GDRvhich is a relatively low ratio according to Eueam standards. In sum,

there is still room for development.

Following accession to the European Union, it isexpected that new banks would enter the
Hungarian market with the sole purpose of openieqy branches since they would have to
face keen competition on what is an already sadrdtanking market. Apart from its
somewhat protracted development and certain domgmtculiarities, the whole of the
banking system clearly faces the same structuadlesiges and problems as banks in Western
European countries. This is of course partly duthéohigh share of foreign ownership. The
number of banks has stopped growing. In fact,ghsliecrease has been registered. This is to
be attributed to the shrinking role of banking na¢idn (disintermediation, no dynamic
increase in the ratio of capitalisation relativeiie GDP), competition posed by non-banking
financial intermediaries, the spread of universditHiinance) type of banking, concentration

(mergers & acquisitions) generated by intensifieatkat competition, the introduction of ITC



technologies, increasing operational efficiencytigh cutbacks in the number of employees
and the rationalisation of the branch network (adisiation of structural and territorial
activities in back offices). At the same time, aligh more slowly than before, the

development of branch networks continues.

3. Territorial characteristics of the development 6 the banking network

Advanced financial services became such cruciamefts in the development and
competitiveness of regional economies that theyigahe long run seriously impact on the
emergence of territorial disparitie@Mazucca 1993). The territorial location arefjional
expansionof bank branches reflect economic developments umgdry of the 1990s.
Following the economic-political transition, comroi@t banks embarked on a rapid
development of their branch networks in Hungary&stern counties. These areas had been
neglected in the period of socialist industriaisat As a result of these developments,
disparities among branch networks of regions disgspd by 1990 The previous
disadvantage of western parts of the country cdaddeliminated. The aim of domestic
financial institutions was to cover with an evedigtributed branch network what was at the
time a relatively small banking market. Branch depments in the 1990s worked towards
restoring the balance between western and easteta @f the country. Having reached a
relative saturation of western regions from the -A8@0s onward, the main targets were

major towns of eastern and southern Hungary.

Although the territorial enlargement of the bramzhwork has improved the accessibility of
banks, the country’s backwardness in terms of netwensity is still conspicuous, especially
in comparison to the EU-15 average (1923 persaasdhy, but even in comparison to the
same figures in the Czech Republic and SlovenianBlkough the number of banks is high
relative to the overall size of the Hungarian mgrkeanch density is still quite low. Despite a
22% increase of the density indicator between 1838 2004, the current figure of 8561
persons/branch reveals that the country is stdlfiiciently covered by existing branches
(Table 2) Financial services accessibifityndicators still show considerable differences
between western and eastern parts of the countstreTare inner, disadvantaged peripheries
to be found at micro-regional level in the regidnToansdanubia as well. Moreover, such

! This compound indicator is generated using thieiohg formula: population/number of bank branches
number of branches of mutual savings banks + nuwih&m Ms.



areas can be said to dominate in the regions oGtieat Plain and Northern Hungary. The
ratio of bank branches per capita clearly ranks ribgion of Transdanubia first. As a
consequence of the intense development of the Ibraetwork in Budapest, the capital
further increased its share in the network. Whilel997, 11% of all branches operated in
Budapest, this figure was already at 34% in 20C&reHhe density of the network doubles the
national average of 4700 persons/branch. By cdntthe region of Central Hungary,

regarded as Budapest’s ‘hinterland’, has a lowdwaosk density. However, the poorest
density and service figures are recorded in theonsgof the Northern Great Plain and
Northern Hungary. The territorial distribution ofifiks clearly points to a more intense

financial intermediary activity that correlatesosigly with economic development.



Table 2: Territorial distribution of bank branchtwerks and branch density, 1998-2004

No. of bank | No. of bank | Ratio of Ratio of Branch Branch
Regions branches branches bank bank density density
1998 2004 branches branches | (population | (population
1998 2004 per branch) | per branch)
1998 2004
Central Hungary 304 441 32 38 9434 6417
Out of which: 253 358 16 31 7356 4762
Budapest
Central 96 109 10 9 11594 10211
Transdanubia
Western 114 127 12 11 8711 7897
Transdanubia
Southern 101 111 11 9 9762 8865
Transdanubia
Northern Hungary 88 110 9 9 14591 11636
Northern Great 109 147 12 12 14073 10524
Plain
Southern Great 132 155 14 13 10295 8774
Plain
Hungary 944 1170 100 100 10736 8.647

Source Based on yearbooks of the Hungarian Financialddend Stock Exchange

From the banks’ perspective, the development of/owds is not driven primarily by regional
preferences. It was to proceed instead in accoedaitt the urban hierarchy. That is to say,
in the early stage of network-building, banks trtedcover the country while following the
hierarchy of settlements, i.e. starting with regiocentres and county seats proceeding
subsequently to smaller urban centres. Given tlgathb early 1990s the number of bank
branches had equalled the number of major townandial institutions turned their attention
to towns with smaller populations. The former 508%@re of large towns in the branch
network (60% including Budapest) fell to 22% duethe opening of branches in smaller
towns. Today, the bulk of the branch network (41).586located in towns with 10 to 25
thousand inhabitants. At the same time, the adwésiof services corresponds to the
economic prosperity of individual towns. The relatipositions of larger towns are best
characterised by reference to range of financiavises offered and the intensifying
competition among banks rather than the mere esaegt of branch networks. In terms of

these indicatorssome major towns (Pécs, @&y Debrecen, Miskolc, Szeged) can be said to



have started to assume the status of financialreentn settlements with populations
between 5 to 50 thousand, branch networks havitlslipmcreased, while in settlements with
populations of 2 to 5 thousand, the number of draatas decreased (Figure 1).

Within the services sector itself, business andraial services have the greatest potential to
shape space. In addition to manufacturing, busiaesssfinancial services were responsible
for generating the most significant regional diges during the phase of economic transition
(Gal et. al 2002).There is evidence today of a new, intensive pludsgevelopment in the
financial sector. Thus in Transdanubian regionsaghg the most rapid industrial growth
industrial development could provide an impetushi® financial sector as well. The GDP of
financial services in many counties increased Hita that approximated or even exceeded
that of industrial growth. In the sector of finag@cservices, the highest increase in generic
investment volumes was realised in central andemestegions of the country, a fact that can
be explained by the more intensigencentrationof services in economically dynamic
regions. With respect to regional differences, @éhexists a strong correlation between
economic activity, income structures and the distion of financial services. At the regional
level, higher income levels strengthen the positbrBudapest and that of western regions
which is also reflected in the greater density hed bank network. The correlation is even
stronger between the location of financial servipesviders and relative levels occupied in

the urban hierarchy.

4. The territorial polarisation of the Hungarian banking system

While at a global level capital often moves indegently from economic processes, uneven
capital flows among regions are typically caused ibgqualitiesin economic potential.
Financial centres of economic core areas locatéldeatop of the urban hierarchy concentrate
the greatest amounts of capital. This resultsgniScant regional disparitieprteous 1995,
Leyshon-Thrift 1997 With the formation of global financial marketsdathe strengthening of
supranational organisations (EMU), the pressuréooal and regional financial markets has
intensified. This foreshadows the growing dependeoiclocal economies on global (trans-
national) organisations. Governments of nationestat especially those oémerging
economies- are faced with the unenviable task of havinglécide whether to assist local
economic actors or to support multinational orgatiss. The real challenge is to find the

optimal balance between these two economic domains.



Business finance markets are geographically andnisgtionally centralised in Hungary.
Among Hungary’s economic sectors, territorial corcaion and polarisation is the highest
in the banking and insurance sectors. An analylsteepolarised territorial structure of the
Hungarian banking system yields the following cosains Gal 20003:

- The Budapest-based organisational-administrativectstre of the banking
sector is of crucial significance. The Hungariamiag system is organisationally
centralised33 commercial banks and specialised financial tosbns are located in
Budapest (the only exceptions are the Austrian-ow@pron Bank and the Budaors-
based Opel Bank founded in 200Bhis means in practice that 94% of banking capital
stock and 86% of those employed in the financiat®e(those registered at company
headquarters) are concentrated in Budapest. Fobaigk capital and its organisations
focus on Budapest due to geographical location which is of strategic imparta

- The Hungarian banking sector is characterised byldabk of locally founded
banks. Only mutual savings banks (‘cooperativesiyehtheir headquarters in the
countryside. These mutual savings ‘cooperative€raie with more branches than
bank networks (accounting for 58% of financial imgional networks), but with a
lower capitalisation (6% of total national asseld)ey lack strong centres and usually
have their headquarters in smaller settlementsedent years, several dynamically
developing mutual savings ‘cooperatives’ were dolemeet the requirements for
banking operations. These have become significard@néial institutions at the
regional level.

- The main cause of polarisation is @teongly centralised hierarchical control
of the branch networlDue to this structure, competencies of countrybidamches are
restricted. In some cases, even their access ¢tomation is limited (informational
asymmetry). Today, banks offer the same servicesuginout the country, i.e.
products tailored to regional demands are miss8tgategic decisions concerning
future development are taken at Budapest headgsarte

- A further cause of polarisation is the relativabyvllevel of access to services
throughout the country. This is manifest in thehhyguneven territorial distribution of

branch networks in terms of both urban hierarchy raxgional levels.
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As regards financial services, one can speak ofdtred nature and fragmentatioaf the
sectorboth in organisational and geographical respetihe banking and insurance sectors
are characterised by the concentration of largepammes (large banks) in predominantly
transnational ownership. By contrast, domestic jolerg of financial services (e.g. mutual
savings banks) are not significant players on tlaeket. This intensifies the duality of not
only the organisational but also that of the spalision existing between Budapest-based
financial services providers and those outside Padiathat are to struggle with manifold
competitive disadvantages. The emerginigl structureof financial services, which has also
become manifest in spatial terms, is consonant With centralisation and concentration
characterising the transformation of the entiretiapatructure of the Hungarian economy.
This structure can be best observed in connectigh the strengthening of Budapest's
“filtering” functions (the capital occupying a key position in contradli the flow of
information). Globalisation, adjustment to interoatl financial structures, rational
constrains on decentralisation and the small sizbeHungarian banking market can only
partially explain why banking services are centredBudapestto this extent. In order to
account for this phenomenon, many refer to histbriactors as well such as the traditional
Budapest-centred character of key sectors of thea@uny (Beluszky 1998). In addition to the
factors listed above and the uneven distributionagfital concentration, structural features of
the banking sector are primarily determined by rae@astructures at the outset of economic

transition and the international economic environtnad the time.

The international situation in the context of whisijistem change was to take place in
Hungary was crucially shaped by two major curreotsthe twentieth century, namely
globalisation and a (neoliberal) economic paradighange These developments contributed
not only to the fall of the Soviet block. They alseated rather strict economic conditions for
post-communist Hungary about to reintegrate in® itliernational market economy. In the
course of this transition, Hungary had to adjusatworld economy fraught by shocks and
uncertainties (debt crisis, money market and cueyeanrises), i.e. among competitive
conditions that had become extremely disadvantagye@ds a country in the forefront of

economic transition, Hungary was exceptionally euéble and was also to act as an

2 The term ‘dual economy’ can stand for charactiesstaused bgrganisational and structural differences
among economic actors (large and small enterpridesiiungary’s case, these are embodied in diffegsn
between foreign-owned large enterprises, on thehand, and Hungarian SMEs, on the other. One &an al
speak, however, ofdual regional economylhis term points to a developmental gap betweemihc centre(s)
and peripheries.

11



experimental ground for dominant interests of fgmecapital (Gazso-Laki 2004). The only
available solution to set off the loss of capitalsed by the debt crisis and to avoid an even
deeper economic recession was to permit the urmeamstl inflow of foreign capital and to
liberalise markets far beyond what was acceptaedadre developed countries. As a result, the
chief characteristics of this blend of “importeditalism” included a relatively fast recovery
from economic crisis but also the dominant role fofeign capital in the process of
stabilisation. However, foreign investments notyoontributed to the modernisation of the
economy, but also increased its structural andasgmentation (Szelényi et al 2000). This,
of course, has seriously reduced opportunitiesd@pital accumulation in countryside regions.
Disadvantages created by the “dual economy” areeasingly palpable in the area of
financial services now that economic transitiongesses have come to an end and economic

constraints have gradually disappeared.

As already mentioned, financial markets of systdranging Eastern and Central European
countries were not outcomes of organic growth.hie ¢éarly stages of transition, Hungary’'s
two-tier banking system was created from above aasd already strongly centralised with

Budapest at the centre. In this sense, the twdsiaking system introduced in 1987 virtually
reproduced the earlier Budapest-centred, over-aksed state-socialist single-bank structure,
even if more financial institutions existed aftéist point. In Hungary, early privatisation

dominated by foreign capital led banks to makerteeategic decisions about organisation

and development, including their choice of headguay entirely on a market-oriented basis.

Since banks available for privatisation were exgkly located in Budapest and so were
greenfield banking investments, in effect 100% aifpital invested in the sector was
concentrated here. In several surrounding coun{ffedand, Czech Republic), economic
policy decisions ensured early on that banks waedestablished in a decentralised manner
by also locating headquarters in the countrysidazeitheless, the limits of decentralisation in
terms of economies of scale manifested themselvései fact that, by the end of transition,
the number of Czech and Polish banks with courdeysheadquarters decreased.
Consequently, there is a stronger correlation tdmween existing regional bank centres and

the performance of local economies.
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5. Territorial and organisational levels of the Hurgarian banking system

Modern business and financial services are domifators in the economic development
and competitiveness of territorial units and regiaith a strong impact on the formation of
long-term territorial disparities. It follows thalifferent operative levels of the Hungarian
banking system are informed by a combination otdi@c such as the concentration and
differentiation of institutions in the financial&er, division of labour necessitated by market
conditions as well as organisational-administratisguctures of control at financial

intermediaries. In developed countries, basic fomrservices and institutional forms (banks,
building societies) are, geographically speakingrerevenly distributed in economic space
than other, more specialised finance institutioa®gk exchanges, pension funds, bank
headquarters, venture companies). Those belonginthe latter group tend to be more
concentrated spatially. Agglomeration and specraditons of development can also

influence the financial sector. One can also olesérstorically-rooted clustering processes in
certain urban centres and regions. Consequenthgnuhnierarchy overlaps with the financial

hierarchy to a large degree as a result of whig@nédarger economies typically have only one

financial centre.

Budapest’'s position on national and internationalahcial markets: prospects for the

creation of a regional financial centre in Easteand Central Europe

The traditional dominance of Budapest in the p&k ylears in the economic and cultural life
of the country has not weakened since the changg/siem. On the contrary, it has even
strengthened due to the emergence of a market egonBarticularly significant is the
concentration ofbusiness and financial services in the capit@$ the centre of national
economy, Budapest is algbe country’s financial centre. International relas of the
financial sector are also administered via the ¢abiAll institutions and functions associated
with these roles can be found here. Budapest ety capital market in the country. It
concentrates the head offices of banks, insuranoganies, specialised credit institutions,
building societies, mortgage banks and lease compa®rganisational units performing
national functions (treasury, call-centre) are atsbe found in Budapest. The significance of
the capital’'s special strategic geographical lasatin the national financial system also
derives from the fact that important, so-calledtical information” (i.e. preparation of bank

strategies, central data provision, access toitleesgstem and stock-exchange listings) flows
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exclusively via the centre. Institutions for maintag contact with international financial
centres are also to be found here. The numbernahdial sector employees is over 26
thousand in Budapest accounting for 37% of thd wtakforce in the financial sector.

What is at stake in the ongoing race among metiggmin Eastern and Central Europe is in
partwhether Budapest can become a regional busines$iraanttial centre with international
functions(Enyedi 1992)Nevertheless, contradicting former optimistic expgons, Budapest
has not yet become such a regional financial andifass centre, the “Singapore of the
region of Central Europe”At the same time, the Hungarian capital does haggotential to
acquire competitive advantages in certain aredlseofinancial sector in the early 200&ich
advantagescould stem from its central location and its bidgrole within the region. In
other respects, however, the size of the capititarsurroundings, its proximity to the region
of Southeastern Europe, its stable economic enwiest with favourable infrastructural
conditions all constitute features that aret unique in comparison with other regional

capitals.

Meanwhile, several factors can be cited for a bettsessment of the relative development of
the financial sector and its competitive advantageshe region of Central and Eastern
Europe:

- The international competitiveness of the Hungaremking and insurance
sector has improved. This sector was successfullagsed, it is dominated by
foreign capital and has succeeded in complying &ithstandards for a considerable
amount of time now. It boasts some of the bestiyualdicators in the region.
Although the country’s previous competitive advagetan the financial sector has
decreased, it is still leading in terms of avaialgigal and monitoring background.

- Largely due to Budapest’'s excellent capital-absonppotential, the share of
foreign investments remains high.

- The country’s capital-attracting potential was diggh, at least until the turn of
the millennium, after which it has decreased drarakly.

- In the 1990s, several well-known international camips set up their Eastern
European headquarters in Budapest. Others hawwvidl this trend at the beginning

of this decade.
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- Recently, a number of financial services provideeve moved their back
offices to Budapest hoping to realise cost adva#dg.g. regional back offices of
Citibank and KPMG as well as Exxon, the regionaaficial service centre of GE).

- The operation of the Budapest Stock Exchange (B®EBg of the most
dynamically developing stock exchanges in the woaldo indicates that investors
generally prefer Budapest to Warsaw and Prague. edery competing stock
exchanges have also become much more attractivthéoyearly 2000s. Thus the
Warsaw Stock Exchange, due to its larger capitadisaposes serious competition to
the Budapest Stock Exchange. With the acquisitioa significant share of BSE, the
HVB Group, a part-owner of the traditionally strodiggenna Stock Exchange, plans to
realise a Vienna-based regional integration oflseo@changes.

- Budapest’s role as a financial centre could bengtreened by the fact that
Hungary has become the region’s largest capitabsixyy economy by the end of the
1990s. Half of all Hungarian FDI has targeted toh@tSeast European region. In light
of this export of capital, foreign interests at Bpdst-based head offices of capital-
exporting companies certainly strengthen the citgternational financial positions.
With a 25% share, the Hungarian financial sectoarked second among Hungarian
capital-exporting sectors. Capital export to Eastand Central Europe is dominated
by Slovakian, Romanian and Bulgarian bank acqoisiti of OTP Bank. It is
interesting to note in this connection that a fe@ang back one of the main obstacles to
Budapest's aspirations to become a financial cews precisely that Hungary's

banking system was fairly passive in the region.

However, there are still serious impedimentsBiadapest's becoming an international
financial centre
- International financial centres playing a key rweegional economies or the

world economy as a whole are typically located i@aa where the size of the host
national economy is itself considerable. This ixduse such economies require
extensive financial services. By contrast, as dlyeaoted, the size of both the
domestic economy and that of the banking systesmiall in Hungary. Despite an
expansion during the last few years, the finanaiolg of the banking system is
restricted and domestic banks remain small (althabg disadvantage may be partly

set off by the size of foreign ‘mother banks’).
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- In Budapest, despite a suitable supply of highhalifed professionals,
qualifications of the available workforce still lfaghort of international quality
standards. In certain areas of finance (accountngi-management, marketing and
sales) there are especially serious shortcomingmsé&tjuently, financial services
providers tend to employ foreign managétsily 200).

- Economic relations among countries of the regi@ns® have strengthened in
recent years. At the same time, the intensity e$¢hrelations is weakened by parallel
developments resulting from overlapping foreign evehip. In all countries of the
region of Eastern and Central Europe, foreign baskablished subsidiary banks and
parallel networks controlled by managements ofifprémother banks’ rather than
regional financial centres proper.

- Organisational division of labour in the developmeri global financial
markets lead to processes of decentralisation wihiam parallel to those of
centralisation. Although in past years many gldbancial actors have moved their
back offices to Budapest, investment banks aremstdsing. The presence of these is

regarded as crucial to the creation of financialiess.

In sum, the likelihood of creating a relatively @mendent regional financial centre in
Hungary is low. There is little evidence of regibsation in banking markets of Central
Europe. This is because regional product stand#idis has not taken place, while capital
markets and infrastructure have developed in parall the countries concerned. Beyond
conditions specific to financial systems in East&uope, the evident concentration of
financial markets throughout the world also suggdsat the largest companies in the region
will continue to rely heavily on Western Europeamd aoverseas financial markets in the
future as well. At the same time, these proceskesnentration are partly set off by the fact
that financial services providers’ location of brthas leads more and more frequently to the
establishment of decentralised (geographicallyaurtsed) organisational units in the pursuit
of economies of scale. This highlights the impartanf locating sub-centres in accordance
with the prospective directions of the spatial exggan of growing markets. EU accession
guarantees the stability of the market environmbateby rendering Budapest an attractive
location for international back office services.d@pest may have (in fact, it already has)
good resources for the creation of a regional sergentre catering for consumer needs and

enabling the concentration of financial serviceatteted throughout the regioBzZabadfdldi
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2007). However, it is also notable that conditions imal capitals are similar, except for

Vienna where the labour market cannot compete Mithgarian wage levels.

The limited potential of the Hungarian economy wexakthe attractiveness of the Hungarian
capital as an international financial centre. Fad&pest, proximity of Balkan markets and the
prospects of dynamic economic development in Sasteen Europe may create real
competitive advantages, namely by generating haghahd for financial and other business
services. All these developments may emphasisestisegic geographical position of
Budapest thanks to geographical proximity and béliteal economic expertise”. There is no
assurance, however, that regional developmentlealdl to the creation of a new Eastern
European financial centre. Modern informationahtemlogy, growing international openness
of large financial centres, their already manifestl foreseeable concentration as well as the
deepening embeddedness of key economic playenseirEastern European region are all
factors that can override the advantages of gebgralpand cultural proximity. A structure is
much more likely to strike root in which simpleesk resource-intensive services are locally
available to customers while others are providedrégitional Western European or overseas
financial centres. Even so, there is a genuineenfoh creating a regional sub-centre and for
providing certain special back office servic&el{on 1998, Pelly 2001 According to an
alternative scenario, the capital would remain grify a national financial centre — providing
higher quality services than today — while extegdis network of international relations (and

strengthening its ties to Southeast Europe).

The state of the Budapest-centred financial systeciyding the domestic banking system, in
the late 1990s rendered it unsuitable for playingae significant regional role according to
international standards. In the early 2000s, Bustapbances of occupying that role have
somewhat improved due to the good performance efpitivate sector and its regional
expansion. However, in my view, Budapest is notairmposition to become an exclusive
financial centre of the region. Nevertheless, snyl to its erstwhile role in the early

twentieth century, it could serve as a financiab-santre for certain distributive and

intermediary international functions. This couldable actors of the international financial
market to exploit certain services-related and g¢magcal conditions of Budapest's

favourable strategic location.
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Territorial levels of bank network building

Paralleling the territorial concentration of barkiand capital markets, there is an increase in
the number of players in the financial sector éngatntensifying competition in the ever-
widening banking marketsWith the enlargement of branch networks, deconeénotr
processes became more pronounced already duringodhned of transition.Against the
general tendency observable in the EU, consolidatib the Hungarian market was not
accompanied by a decrease in the number of branCimethe contrary, the branch network is
still growing, although at a slower pace than befddespite this broadening of the branch
network, the concentration of retail banking il $tigher than that of corporate banking and
is further increased by the market share of thgekstrbank 16ré-Nagy 2004 The imperative
of being present on local markets (resource accafiounl, credit placement) and competition
for retail markets motivate financial institutiots build up networks outside the capital as
well. In the course of doing so, they seek to involvealaesources. The primary means of
market penetration is the broadening of the brametiwork. The role of foreign ownership
capital is dominant in developing the organisatiomad territorial framework of branch
networks. This holds true not only of the levetapital involvement and technology, but also
of the spatial scope of market building stratedoggtimal size of the network in the case of
larger retail banks would be around hundred units).

In the countryside, positive effects of foreignadintial capital investments became visible
with the widening of branch networks and the impmgwguality of services. Foreign-owned
banks were responsible for the rapid widening @nbh networks in the latter half of the
1990s. They played a decisive role in widening bnametworks, improving branch
accessibility and, as a result, in reducing temataisparities. However, the building of bank
networks proceeds strictly according to businestve® and profit-oriented priorities. These
are the considerations that determine network dewveént at regional and local levels in the
strategies of network-building bankBhe current state of financial services accesgybib
most importantly characterised by the concentratidrsuch services in the capital and the
almost total absence of banks in rural areas (ribages). At present, 223 settlements (99%
of which are towns) locate branches of commercahkis. To put it differently, bank
networks are not present in villages accountingdf¥o of all settlements. While nationwide,
the ratio of population per bank branch improvedLByo between 1998 and 2004, this figure

worsened by 5.3% in small regions which displaywlest branch accessibility figures. The
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number of small regions with access figures belogvriational average increased from 97 to
102. Domestic banks continue to resort to the deedredlining strategy” not only in
network development but also with regard to cersgrvices segmentshe majority of banks
are still uninterested, for instance, in agriculdlirinvestments or in financing SMEs or
regional developmenAt the same time, it is also true that some bargkae Hately sought to
improve their positions in these markets as webkaklvhile, in view of the spatial location of
these sectors, access enjoyed by countryside iedgmrbanking services has worsened
overall. As noted above, in the transitional periattvelopment of banking networks
significantly alleviated territorial differencesoday, however, the slowing down of network
decontrentation and the closing down of certaimtinas (financial exclusion) as well as poor
access to banking services at some territorial satiiement levels have increased territorial

inequalities once again.

Changes occurring in the organisational and aditnatige system of branch networks are
also space sensitive. New bank strategies in thdy €2000s began to emphasise
organisational centralisationparticularly that of certain business divisionsisThas clearly
strengthened Budapest's role yet again. In additemm increasing number of financial
institutions sought to rationalise what had formebeen a scattered organisational and
administrative structure. Theyreated regional head officesshich were to replace county
centres, in accordance with the general trend giomalisation. They also began to
decentralise certain monitoring functions. In 2002f the 13 banks with nationwide branch
networks had at least a three-level organisatistraicture. The majority of foreign-owned
banks adopted this structure in setting up thenbh networks. In other words, they imported

successful practices from abroad in reshaping dcriesnks.

Banks with larger branch networks are more likelyptiild a more decentralised organisation,
whereas banks operating smaller networks and enmgi@smaller workforce are more prone

to centralise. However, the establishment of regigndeconcentrated organisational units

does not entail the weakening of decisional comquéés of the capital head office. Strategic

decisions and those concerning future developnrergtdl taken abank headquarterseated

in the capital or in the headquarters of foreigmother banks’ McKillop, Hutchinson 19911

No doubt, bank decentralisation has rational lipdsed by economies of scale. Nevertheless,
Western examples show that even within centralisadking structures it is possible to

decentralise certain financial services at theomali level without undermining the role of the
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national bank centre. This can contribute to theenedfective operation of the entire network.
Currently, however, organisational decentralisatisaguently remains formal in Hungary.
Decision competencies outside the centre are lkmit®anking products are centrally
developed. The banking sector fails to offer s&awiand products specifically tailored to local
needs. Identical conditions apply all throughowt ¢ountry. Diverse circumstances and levels
of development in different regions could, howeyastify the offer of certain customised

services.

Regional centres and sub-centres constitute theleesl of banking networks. As the first

step towards decentralisation, banks establishomegicontrol offices and endow local

branches with varying control functions. Regionahttes occupy a middle ground between
the national centre and local branches. They sigeethie units of the branch network in their
territory. Whether a certain location serves asinantial centre can be defined by a
combination of several qualitative and quantitatigatures. These include number of bank
centres and branches, the position occupied irb#mi’s organisational hierarchy, presence
of other financial institutions, the number andaaif employees in the financial sector and
the direction of their change (Wagner 2004). It barobserved that the financial role of five
major towns (Pécs, @y, Szeged, Debrecen, Miskolc) has strengthenedseltmvns started

to take over certain regional (sub-)central funtdio

It is also worth noting the agglomeration of praansl of financial services and the opening of
several regional agenciesable 3) These cannot be regarded, however, as genuirenatg
centres. Full-fledged regional centres are defimnedhe pertaining literature as locally
established financial institutions in a position generate independent information or,
alternatively, as centres representing foreigntungins (Tickell 1996). In light of the heavily
centralised organisational and operational strectaf banks in Hungary, it would be
premature to refer to existing regional represétatas genuine financial centres. Their
output of original information is restricted, infoation flows mainly towards the centre and
only to a limited extent towards local units. Désgheir having been entrusted with certain
decision-making rights, competencies of such regionits remain narrow. Amounts at their

disposal are maximised.

In regions (or to use international terminologyregional sub-centres) themselves, enlarging

the institutional basis of financial mediation as®tvices may be prompted, first, by access to
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(and in many cases monopoly of) labour and infoional resources in so-called quasi-
regional centres, and second, by intensifying cditipe among banks for shares of local
markets. The emergence of such competition is inynmzases not dependent on a given
region’s economic performance. Overall, chancesestAblishing locally-based banks in
Hungary, the presence of which is generally reghetenecessary for qualifying as a regional
financial centre, are low. The concentration ofitzdp- a prerequisite for creating and
efficiently operating independent banks — is nebtaed by current conditions, especially not

in less developed regions.

Relevant surveys on economic activity and oppotiemifor capital accumulation in regions
outside the capital are based on the analysistoégmeneurial activity, profitability figures of
firms and the territorial distribution of personatome tax. Budapest claimed a higher share
of all factors crucial to economic growth — suchl@sal capital accumulation, FDI and the
development of financial services — than the redasize of its populationF{gure 2. In
addition to Budapest, capital accumulation bengdiimarily thriving towns of central and
western regions followed by regional centres anwhdyically developing county seats. At the
same time, almost 80% of villages and underdevelapeall regions continue to lack mobile
capital. The low level of capital concentration time countryside — a good indicator of
economic performance in these regions — is tiedvitip the lack of locally founded financial
institutions Nemes Nagy 1995Jhe majority of cooperatives cannot meet the EURIllion
capital stock limit necessary for the establishna#nnutual savings banks. The capital stock
limit of EUR 8 million required for the establishmteof banks poses an even more serious
obstacle to launching financial institutions in theuntryside. Therefore, changes in recent
years highlight the danger of a new kind of depeandéetween the capital and the regions in
terms of financial transfers. Tlidering role of Budapest is duprimarily to its key position

in controlling information flow. The capital-centtdanking system filters the most valuable
financial services (corporate banking, portfoliacdamsk management, private banking) and

relegates more traditional and less profitableisesvto the periphery.
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Table 3: Potential regional bank and financial oesitn 2001 and 2002

Number | Number of Number of | Number Number of Frequency of
of banks seats of non-bank | of bank financial regional bank
Towns mutual financial brancheg employees centre role

savings banksintermediaries

2002 2002 2002 2001 2002
Debrecen 13 0 22 25 1632 4
Gyor 13 1 36 27 2073 5
Miskolc 13 0 40 24 2108 5
Pécs 13 0 35 23 1610 5
Szeged 13 3 37 25 1573 4
Hungary 28 189 n.a 1168 52748 -

Source Wagner . (2004), on the basis of yearbooks eftifungarian Financial Sector and Stock Exchange and
the Regional Statistics Yearbook. Note: numberimdricial employees given by county. Regional bashtie

role: territorial centres of banks with regionafjanisational structures in the given settlement.

Surveys carried out in the first half of the 1996gtlined several possible directions how to
develop the Hungarian banking system, ease itssekae centralisation and promote
decentralisation to some extent at least. Suggestiocluded the enlargement of branch
networks of commercial banks in the countrysidetegmation of mutual savings
‘cooperatives’, establishment of municipal finam@mstitutions and the creation of a network
of regional development banks (lllés 1993). In #ddito the already mentioned lack of
resources necessary to meet capital stock requmtsmbeowever, keen competition on an
already saturated domestic market also hindersetttey of new actors with independent
branch networks in the group of the currently opegal3 banks. On the contrary, what we
are likely to see in the future is a growing corcaion of the banking sector, slow
decrease in the number of independent financidltut®ns, and an increased emphasis on

exploiting the potential inherent in the integratiof the savings cooperative sector

Since the bulk of the banking network is locatethnge and medium-sized towns, the impact
of the commercial banking network at the level mfadi towns and villages is weak (while
33% of money circulation took place in small viksgwithout bank branches in 2000).
Strengthening the market positions of mutual saibgnks with extensive networks in the
countryside could lay the groundwork for spreadimgncial services to lower settlement

levels (no financial services are available at aimbalf of all settlements, i.e. in the
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residential environment of nearly 15% of the popatg. Approximately 2.5-3 million people
live in villages where the only financial institoii available is a mutual savings ‘cooperative’.
The current decentralisation of such mutual savipgsks can be regarded as a significant
competitive advantage at local banking marketghatsame time, conditions for the efficient
and professional functioning of these excessivefjitered savings bank networks can only be
ensured by integrating savings ‘cooperativaader the auspices of an ‘umbrella’ bank. The
optimal operative size would enable the efficieahdtioning of 70-100 mutual savings

‘cooperatives’ (Kiss 2000).

Given the total assets of mutual savings banks;, élceual integration would produce the fifth
largest bank in Hungary. At present, the regionalfggmance of such mutual savings
‘cooperatives is best in the regions of Southemm$danubia and Southern Great Plain. Here
they can rely on a strong agricultural basis, algfothey have also acquired solid positions
on urban markets as well. In the capital and tlggoreof Central Hungary, the performance
of mutual savings ‘cooperatives’ is weak since timarket is dominated by commercial
banks. In the long run, it would advisable to abéw the still existing polarisation of the
Hungarian banking system by encouraging cooperabetween commercial banks with
smaller — spatially more concentrated — networks,tlee one hand, and mutual savings
‘cooperatives’ with more extensive networks in ages and small towns, on the other.
Currently, the whole of the Hungarian banking madald not be covered without the sector
of mutual savings banks. This is because it isalistéec to expect commercial banks to set up
branches even in smaller towns. At the same tixgamesion of mutual savings ‘cooperatives’

in towns may continue (Gal 2003b).

Conclusion

Having examined almost two decades of the developwiethe Hungarian two-tier banking

system, we can observe that the financial servemdor accurately reflected territorial
developments induced by processes of economicitiansHaving been the first to introduce

a two-tier bank system, Hungary gained considerablapetitive advantages in the region.
Due to a massive demand for capital in the coufdbeorapid modernisation ushered in by
the general economic crisis, the development ofbtreking sector was entirely determined
by market processes — and primarily by decisionfodign owners — already in the early

phase of the political-economic transition.
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The banking sector is characterised primarily byrgy organisational centralisation and
territorial polarisation, the latter being crucyatieflected in the strong Budapest-centredness
of the entire sector. Following a decade of extendievelopment (territorial extension) of the
banking network, organisational centralisation @ppéo become more dominant in the early
2000s. This is, of course, no Hungarian peculiatitys clearly normal for national financial
centres to be set up in cities with the largestupsttppn and the strongest economic activity.
The extent to which this sector is centred on Bedgphowever, cannot be fully explained
either by reference to the small size of the cogymtor by the imperative of having to adjust
to international financial structures (i.e. havit@ optimise the size of financial centres).
Historical circumstances rooted in the crisis & 1980s are at least as much dominant. The
heavily centralised (Budapest-centred) structurs evaated by decisions of a ‘reformist’ elite
that was itself based in Budapest. These decigjame priority to an optimal concentration of
resources. Nor did the ever-deepening economidscrs more severely affecting the
undercapitalised countryside economy — favour that®mn of decentralised structures.

For the most part, structures of the banking seetowhich were also to inform the
institutional and legal framework — had alreadyrbset up at the point when they were taken
over by foreign investors. The mid-1990s saw théemsive enlargement of the branch
network in the countryside. Banks opting for thigtegy were aiming at involving resources
outside the capital and were seeking to imprové fasitions on the domestic market. This
extension of networks restored territorial balatewesome extent. Parallel to this, however,
structural challenges (competition by non-bankrtial intermediaries, spread of universal
banking, strengthening competition, concentratibivanks, introduction of IT technologies,
increasing operational cost efficiency) facing thengarian banking system now integrated
into developed financial markets resulted in a gngworganisational centralisation of banks
and a shrinking workforce from the early 2000s. €ffects of the latter processes amplified
territorial inequalities once again. Organisatiogeahtralisation, rationalisation of banking
branch networks (financial exclusion, i.e. withdeawirom some less profitable regions,
closing down of branches) and the organisationa temritorial concentration of certain
banking activities further widened the gap betw@&wmapest and the countryside. These
processes have not only significantly contributedtdrritorial disparities, but have also
increased the traditional centralisationcoéditing practices in the banking sectdvhile the

closing down of bank branches and concomitant faywfostly affected units at the lowest
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levels of the settlement hierarchy and sociallyreggted residential areas, organisational
centralisation has had the same effects on finantséitutions (territorial head offices) of
major towns outside the capital. The peculiarityhedse negative developments — in contrast
to those in Western Europe — is that they had bégdfore branch networks of a reasonable
size could be completed. Strategic investment aetgsn the sector significantly exacerbated
territorial disparities after the end of the 199bsview of the Hungarian regions’ limited
potential to accumulate capital through the agésibf local enterprises, the launching of new
financial institutions in the countryside or theeation of genuine regional financial centres
outside the capital are not viable options. Givesufficient level of capitalisation, the locally
embedded mutual savings cooperative sector congpimical and market perspectives can
assume a modernising role — similarly to the Germmaalel. This is partly because without
this sector it would be impossible to cover tharertilungarian market today. Competition for
banking markets, however, also leads commerciakddn exploit market opportunities
outside the capital. The development of branch odtsv— the pace of which has slowed
down in comparison to former times — continues hotthe retail market and local markets.
On these markets, the significance of local exgperis increased in new strategic areas (e.g.

SMEs, regional project financing).
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Figure 2
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Source:Edited by the author on the basis of estimatefieyHungarian Central Statistical Office, 1998

Figure 1: Density of the Hungarian bank branch oétwand the distribution of branches in
towns with county seat functions, 2000
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