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Annotation. The article examines the foreign experience of 
government borrowing and analyzes their forms, tools and 
methods of engagement. The analysis of the state debt and 
the features of the debt policy are determined. Singled out the 
main features of the functioning of the domestic borrowing 
market in the USA.

Key words: state borrowing, budget deficit, US state debt, 
treasury federal borrowings, municipal borrowings of local self-
government bodies.

The present stage of development of the global world economy 
characterizing by the development and integration of financial 
relations of different countries of the world. There is a lack 
of financial resources for the effective development of coun-
tries and overcoming the effects of the global financial crisis. 
The governments of countries always forced to seek additional 
sources of money attraction through government borrowing 
{1}. Therefore, an important task is the study and analysis of 
foreign experience, the process of government borrowing and 
debt policy.

Despite the large number of scientific studies devoted to 
highlighting this topic, it remains relevant, as the use of US, ex-
perience in attracting debt capital will enable the government 
to pursue an effective debt policy. At the same time, there is no 
comprehensive and systematic analysis of foreign experience 
in terms of elements of the system of financial and economic 
mechanism for regulating public debt.

The main objective of this work is to study the main aspects 
of debt settlement in the United States to improve the efficien-
cy of government domestic debt management.

Domestic borrowing in developed countries of Europe and 
the world is one of the key places in solving budget deficit 
problems, and largely – in project financing of the relevant sec-
tors, sectors, areas of the state economy and the problems of 
individual settlements and enterprises of state and local impor-
tance in particular. One of the flagships in this process is the 
United States of America, where the system of domestic state 
borrowing has gained special significance in the securities mar-
ket, reflected in the effective system of functioning treasury and 
municipal debt securities of the United States {2,3}, without 
appropriate control system {4}.

The markets for government borrowing in developed coun-
tries have the following characteristics that distinguish them 
from the corporate market and allow them to attract a wide 
range of investors: low credit risk, high liquidity and prefer-

ential tax treatment. Low credit risk means a small reality of 
the emergence of a situation that will not pay the lender the 
amount invested by them in government bonds. The admin-
istrative and legal authorities of the state in the person of his 
government provide government loans. Government borrow-
ings always have higher rating ratings compared to corporate 
issues and in most developed countries rank higher in rank-
ings. In most countries, interest income on government securi-
ties has a preferential tax treatment, and in many cases is not 
taxed at all. Therefore, in the United States, government bonds 
are not subject to tax at the state level. The above character-
istics have led to greater security of transactions with govern-
ment securities for investors, compared with corporate issues. 
However, the need to regulate the government securities mar-
ket not only persists but increases substantially at this time. In 
this regard, it is necessary to find out which model of regulation 
provides optimal results [5].

There is a view that the United States Government bonds 
considered the most reliable investment instrument in the 
world. US bonds are crucial for the global stock market: po-
tential risks and potential returns estimated based on the situ-
ation on US bonds. As you know, the lower the risk on the in-
strument, the lower the profitability. The United States has the 
highest AAA credit rating. Regarding to this, when the profit is 
working in compilation with US government bonds in low level 
it will not satisfy all private investors.

The growth of US public debt at a rapid pace has led to the 
fact that today the country is considered one of the leaders of 
the countries in the state borrowings, which is due not only to 
crisis processes at the world level. First of all, the growth of the 
state borrowing market is due to the growth of the budget deficit 
due to significant military expenditures, reduced tax revenues to 
the budget, increased social payments, reduced federal budget 
revenues, increased unemployment benefits, and increased costs 
for developed packages of economic incentives. Thus, despite 
the fact that the US economy is one of the most powerful in the 
world, the need to finance a budget deficit due to these reasons, 
causes an increase in the ratio of public debt to GDP of the coun-
try. At the same time, the growth of public debt in Ukraine by 
633.64% is due to the lack of medium and long-term budget 
planning, fiscal policy insubordination, volatility and unsystem-
atic government policy on government borrowing.

On the US bond market, several types of securities are trad-
ed. Among them, the most popular are:

–  Treasury bills issued for the term of 3, 6 and 12 months. 
Profitability for these instruments is formed by selling secu-
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rities at a discount to the nominal price. The discount rate 
is a discount of 360 days. For example, a bill with a nominal 
value of $ 10,000, whose term ends in 360 days with a dis-
count of 0.46, will be sold at a price of $ 1,995;

–  Treasury notes are medium-term government debt instru-
ments (2 to 10 years), on which investors pay a fixed in-
terest;

–  Treasury US bonds issued for a term of 10 years involve 
the payment of coupon income. Under coupon long-term 
bonds, the investor pays an aggregate interest equal to the 
coupon rate, while the US Treasury pays half of the coupon 
rate every 6 months 

A separate type of US debt bonds are TIPS – bonds protected 
from inflation. In addition, there are non-standard issues of se-
curities: Cash Management Bills (short-term bills, used by the 
government of the country in case of extreme necessity and 
characterized by higher coupon payments), 20-year bonds. 
Typically, volumes of non-traditional bond sales are significant-
ly lower than monthly tranches for 3-year and 10-year bonds. 
US mortgage bonds are property-backed securities that make 
them even more attractive in terms of reliability [6].

The common feature of all US treasury securities is their 
high credit rating, the availability of tax privileges (exemp-
tions from state and local income taxes), high levels of liquid-
ity and reliability at a low level of income. At the same time, 
they all have the character of debt instruments and are used 
to finance public debt. In this case, it is not about the target 
nature of the issuance of treasury securities and the direction 
of attracted funds to finance investment projects. This is due 
to the specifics of the political system of the United States and 
the transfer of a significant number of powers to individual 
states, which at their discretion dispose of borrowings in the 
stock markets. The same applies to bonds of federal agencies 
(Agency Bonds) placed by individual government agencies 
and government financial corporations. Such bonds have the 
support of the government, but they are not guaranteed, as 
such issuing institutions act as private entities. Despite suffi-
cient liquidity, a higher level of income (compared to treasury 
securities), the availability of tax privileges (exemption from 
state and local taxes, but not federal ones), and this type of 
debt securities does not involve borrowing for project financ-
ing. Their purpose is to attract the support of the respective 
circle of voters (farmers, students, etc.) and to ensure their 
current expenses [7]. 

The American market demonstrated the credibility and 
benefits of market principles of government securities market 
management. In practice, even the largest European markets 
in the primary market were dominated by non-competitive 
ways of placing public liabilities (syndicate, closed tendering), 
the institution of primary dealers was absent, and responsibil-
ity for placing the issues in the primary market was reliant on 
central banks. Secondary markets were not permanent, and 
in some countries (in Spain), most were absent, so the use of 
government securities transactions for monetary regulation of 
the economy was complicated. Recently, after the implementa-
tion of reforms, almost all European countries, the differences 

in the regulation of markets of government obligations are in-
creasingly disappearing [5].

In addition to federal government bonds, there is another 
type of securities issued by state governments, territories (for 
example, Puerto Rico) or other departments or government 
agencies that are not federal (city municipality, local govern-
ment). These securities are called municipal (municipals) (al-
though, as stated, they are not always issued by the municipali-
ties themselves) [8].

Municipal bonds market consists of two parts: the primary 
market and the secondary market. The primary market is the 
market for the placement of newly issued bonds. The second-
ary market is a market in which municipal bonds are sold af-
ter they have been sold underwriter, and by the time of repay-
ment. The existence of a secondary market gives bondholders 
the ability to easily convert bonds into cash (that is, provides 
liquidity of bonds). The degree of liquidity of securities – this 
is a question that investors always pay attention to, and if the 
liquidity is high, then such bonds are valued higher [9].

The vast majority of the US municipal debt market is cur-
rently calculated based on the issuer’s creditworthiness. The 
financial condition of the municipalities has shaken due to the 
recent recession. The issue of determining the level of credit-
worthiness is now a more important factor in the investment 
process than at any time in the last two decades. To determine 
creditworthiness, they use two different methods: the first is 
to assess the issuer’s default probability, and the second to de-
termine the appropriate credit spreads that are based on the 
analysis of a specific issue of the issuer, taking into account the 
relevant credit rating and market environment. The probability 
of default according to US Federal Reserve data for the munici-
pal market is not significant [10].

Municipal debt bonds in the United States can be divided 
into two main types:

1.  The General Obligation Bond is a municipal bond, inter-
est payment and principal, which is secured by the total 
income potential of the issuer, usually tax revenues.

2.  Revenue Bond is a municipal bond, the revenues of which 
are payable at the expense of revenues from the invest-
ment project for which it was issued (for example, sta-
dium construction financing, bridges, hospitals, etc.). At 
my opinion A. Batuyeva offers more opened definition of 
this financial instrument: «Bonds secured with receipts are 
bonds issued by public-legal entities (state, municipality) 
and / or public legal entities (legal entities based on public-
law education or statutory the capital of which it predomi-
nantly participates, as well as legal entities that perform 
any public functions (on the basis of an agreement with 
public-law formations or a license) «[11].

Of particular note is the second type of borrowing. They 
are issued based on revenues from projects implemented by 
municipalities: transport, housing, educational, infrastructure, 
etc. The source of payment in this case are payments to con-
sumers of services, for example, for the use of public utilities, 
water, electric (userfees), or payment for the use of roads, park-
ing lots, etc. (tools, concessions, fees). The share of revenue 
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bonds is very significant and amounts to about 60-70% of the 
total volume of municipal borrowings. Issued also bonds for 
the development of industry and other activities, which provide 
for benefits from taxation of income on securities. We note that 
in order to solve the problem of the construction of low-cost 
municipal housing in the United States, housing bonds issued 
by the state government or the government department of the 
state responsible for housing construction are actively used. 
Funds received as a result of the issue are issued in the form of 
a loan to the developer. Subsequent repayment is carried out at 
the expense of the rent, levied on residents. In the case when 
the share of housing remains undistributed, the developer has 
the right to implement it on the open market and pay the debt 
of the municipality (or state). Usually this scheme applies to 
housing construction for families with low and middle income, 
for the first time they buy their own housing [12]. 

In the US stock market, local bond yields are always higher 
than government bond yields. This is understandable, because 
by its nature local bonds are considered more risky than state-
owned ones. In order for local bonds to be attractive for invest-
ment, it is necessary that their income is higher than the yield 
on government bonds [13].

In addition to bonds with a general guarantee and bonds 
for income, distinguish between combined bonds or, as they 
are called, with double-barreled bonds. Such securities are 
provided with the reputation and overall financial status of 
the issuer, as well as the proceeds from the project, which is 
financed by the issue of bonds. Along with a bond with this 
level of protection in the United States, the issuance of bonds 
with a moral guarantee – that is, issued by a state or a mu-
nicipality – and which contains only a moral obligation to pay 
principal and interest, is also practiced. It is clear that the 
level of income for such securities is higher. It is also worth 
mentioning about such specific securities as the Municipal 
Improvement Certificate – a valuable paper of local authori-
ties issued for financing public projects and is repaid at the 
expense of tax revenues from those interested in the imple-
mentation of these projects [14].

Also, industrial development bonds (ODA) in the United 
States, which are referred to as «municipal bonds for the needs 
of the private sector» in the 1986 Tax Reform Act, are bonds is-
sued by a state or municipality government to finance the non-
budget sector. In general terms, the purpose of issuing bonds 
of industrial development is to stimulate economic develop-
ment. Typically, revenues from the ODA issue are directed at 
the construction of such facilities, the operation of which cor-
responds to both private and public interests – for example, 
the creation of new jobs or the strengthening of local tax base 
at the expense of the multiplier effect produced by the growth 
of municipal orders to the local economy.

In general, municipal bonds in the US are characterized 
by the majority of the same features that are inherent in oth-
er fixed income securities. However, there are at least three 
features (except for the issuer type) of municipal bonds that 
distinguish them from other instruments of the class of fixed 
income assets:

First of all, it is a tax-free status, which is often granted to in-
come from municipal bonds at the national level. It is believed 
that this feature is the main stimulant of investment in munici-
pal bonds in the United States. In general, the municipal bond 
market in the United States is the largest in the world, both in 
absolute terms (about $ 1.5 trillion) and in terms of the specific 
weight in the domestic debt securities market (about 11%).

Secondly, municipal bonds often have a lot of repayment 
dates, that is, they are issued in serial bonds (serial bonds). Al-
though they are considered and registered as a single issue, in 
fact, these are several separate issues, securities that are not 
interchangeable and traded separately [15].

If we talk about the share of municipal bonds markets in the 
aggregate volumes of domestic bond markets, then two points 
should be noted: 1) this share is small (the maximum is 10-11% 
in the USA) and 2) this share in most countries is decreasing.

Agree with I.P. Petrenko points out that various types of gov-
ernment borrowings in the United States, issued by the state 
and certain territorial units, have shown that in the arsenal of 
these entities there are several effective instruments for financ-
ing investment projects. Treasury securities, as a rule, do not 
have the specific purpose of attracting investment resources, 
borrowed funds are directed to cover the costs of the state 
budget, so here we can only talk about the indirect financing of 
state investment measures. At the same time, municipal debt se-
curities are more in line with the above requirement. The local 
authorities of the states and settlements are actively practicing 
the issue of bonds to attract investment resources. Bonds under 
income occupy a key position among municipal debt securities. 
The reason for this should be seen in the nature of bonds for 
incomes protected not only by guarantees of local authorities, 
but also backed up by revenues from the implementation of 
investment projects. The funds attracted from their emission 
are used for their intended purpose – to implement socially 
useful plans, revenues are partially devoid of tax burden, and 
the risks associated with the implementation of projects, lead to 
a relatively high level of return on bonds.

Thus, the peculiarities of functioning of the domestic bor-
rowing market in the USA consist in segmentation of this mar-
ket in the framework of two main components: treasury federal 
borrowings and municipal borrowings of local self-government 
bodies. Typical features of treasury federal borrowing are their 
purpose – borrowing to meet budget needs, while they are 
characterized by high financial capacity and significant reli-
ability for the borrower within the framework of effective state 
guarantee programs. However, municipal borrowings, with the 
purpose of financing specific social and economic projects, are 
represented by several groups of bonds: bonds with a general 
guarantee, bonds for incomes, combined bonds, industrial de-
velopment bonds. The specified segment of the market of do-
mestic state borrowing involves the financial provision of spe-
cific investment projects and is provided either by tax revenues 
from local budgets, or as a percentage of the profit of invest-
ment projects, as well as a combination of these two means of 
collateral. The effectiveness of municipal borrowing is illustra-
tive and is an important tool for providing those sectors of the 
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economy that are outside the federal government, while being 
the most socially driven projects.

The mechanism of the formation of US public debt traces the 
specific features and features of this process, but one can iden-
tify a general evolutionary scheme under which accumulating 
obligations and general methods and instruments for debt set-
tlement, resulting from the accumulated world experience in 
solving debt problems, can be identified. The current situation 
in the field of US government borrowing is characterized by 
a balanced policy and the transition to the use of active debt 
management methods to reduce the cost of its maintenance. 
The process of government debt management is at the stage of 
transition to a single system, which includes unified and multi-
faceted elements of government debt regulation. An integral 
part of a public debt regulating system should be debt plan-
ning, which is organically combined and implemented on the 
basis of a common methodology with budgetary and macroeco-
nomic planning. Based on the study of foreign practice in solv-
ing the debt problem, one can distinguish the following areas 
of improvement of the mechanism for regulating public debt:

–  definition and legislative consolidation of the direction of 
the debt strategy, in particular regarding the ratio of the in-
ternal and external components of government borrowing;

–  establishment of a public debt management agency that is 
accountable to the Ministry of Finance and focused on debt 
risk management;

–  development and implementation of a medium-term 
program for regulating public debt as an element of the 
structure of an effective system for planning public in-
debtedness.

ConClusions

In Ukraine, one can use the experience of the USA, which 
consists in segmentation of the internal borrowing market by 
components: treasury federal borrowings and municipal bor-
rowings of local self-government bodies. In this case, special 
attention should be paid to non-state and non-municipal bor-
rowings, which are guaranteed by the relevant authorities and 
local self-government bodies. In this case, treasury federal bor-
rowings are used only to meet budget needs and are character-
ized by high financial capacity. Feature of municipal borrowing 
is the financing of specific socio-economic projects, bonds for 
income, combined bonds, bonds for industrial development. 
The specified segment of the domestic government borrowing 
market provides financial support for specific investment pro-
jects and is provided either by tax revenues from local budgets, 
or as a percentage of the profit of investment projects, as well 
as a combination of these two means of security. Represented 
by several groups of bonds: bonds with a general guarantee.
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AbstRACt

The environmental economic analyses became very actual, 
because of the negative influences of the human activities 
and the performances of the economies of the world econo-
my including the EU-28 member states on the nature. The 
case study focuses on the environmental economic issues in 
the EU-28 based on the data bases concerning the different 
variances from the SPSS system. The statistical data based 
on the SPSS show that the correlation among ten variances 
are very strong by 93,3% and also the significance is very 
strong among themselves. The data shows the Total Vari-
ance Explained by the Initial Eigenvalues in Cumulative by 
74,074%, which means that the first four components ex-
plain the correlations among variances by 74,074%. The 
Rotated Component Matrix shows four components, and 
each component including different number of variances.

The main economic difficulty is for the EU the unemployment 
rate increased by 2,1%, while the GDP average growth rate was 
just only by 1% – one percent – between 2006-2015, which is 
unfavourable economic growing conditions. The EU has also 
a considerable problem concerning the Generation of waste 
by economic activity (variance: GenWasteTo) from point of view 
of the environmental conservation strategy. Because the EU 
has increased the Generation of waste by 44,4% since 2004. 

Hungary has decreasing unemployment rate by 0,7%, 
which is considerable in the EU-28. The GDP growth of Hun-
gary has increased rate by 2% since 2010. Hungary has 32% in-
creasing rate for the resource productivity, which can be men-
tioned as good, because it is closed to the average level of 
EU, as 31,5% increasing rate since 2010. Hungary could have 
decreased the GHG gas emission by 61,0% since 1990 less 
than average GHG gas emission decrease of EU, which was 
81,38% in the same time. Hungary decreased the Generation 
of waste by economic activity by 32,5% against 44,5% increase of 
EU in the same time.

The salinization process can be considered almost on 3,8 
million ha areas of Europe. Also the soil contaminations in-
cluded heavy metal and mineral oil widely extended in 3 mil-
lion sites of Europe. Hungary could have realised considerable 
decreasing rate by 76,0% in municipal waste by two times more 
than the EU decreasing average level, as 38,17% since 2005. 

In EU the energy intensive increased by 186,98% from 
2006 and therefore the energy use is not productivity. This 
situation increases the one-side energy dependence for EU 
and opposite to the original energy strategy in Rome Treaty 
in 1956. Also the Resource productivity should be developed 
in EU in order to obtain and increase more competitive posi-
tion for EU on the World economy, because its growth was 
only by 31,5% from 2010.

Keywords: SPSS analysis, Variances, Generation of waste, 
Energy intensive, Productivity

JEL code: Q25, Q40, Q53, Q54

intRoduCtion

The environmental economic analyses became very actual, be-
cause of the negative influences of the human activities and 
the performances of the economies of the world economy in-
cluding the EU-28 member states on the nature. Therefore 
performance of the mankind and human activity resulted in 
the intensive greenhouse gas (GHG) emission, which leads to 
the global warming and the increase of the sea-level. The ba-
sic solution is to stop this global warming process and to de-
crease the GHG emission by changing the human activities in 
order to avoid of the climate change on the earth. 

The study analyse is based on the international scientific re-
sources including some main opinions of experts and the inter-
national data bases including the EUROSTAT, which can make 
possibility to overview main trends of the EU member states 
from 2006 to 2014 in fields of the economic growth, energy in-
tensity, resource-productivity and also gas emission. Széles Zs.-
Zéman Z. – Zsarnóczai S. (2014, p. 323-331) authors emphasize 
that also the main aims for creating municipal companies are 
to manage the green policy of the towns and to operate the 
infrastructure. Therefore the decreasing rate for the creating 
municipal waste by waste operation is very considerable aim 
for the EU and the Hungarian environmental political strategy 
(see Table1 and Table-2). 

MAteRiAl And Method

The case study focuses on the environmental economic issues 
in the EU-28 based on the data bases concerning the different 
variances from the SPSS system, as Unemp0615 (Unemploy-
ment in % of active population in total), GDPaverage (GDP 
and main components – volumes, Million euro, chain-linked 
volumes, reference year 2005= 100, at 2005 exchange rates, 
GDP at market price, Annual average GDP growth 2005-
2013), EmisNitrogen (Emissions of nitrogen oxides (NOx) 
by source sector, 2006-2015, Tonnes, Total sectors of emis-
sions for the national territory), EmisSulphur (Emissions of 
sulphur oxides (SOx) by source sector, Tonnes, Total sectors 
of emissions for the national territory), EnIntAverage (Ener-
gy intensity of the economy, average of 2006-2014, kg of oil 
equivalent per 1 000 EUR), ResoProducti (Resource produc-
tivity, Euro per kilogram, chain linked volumes (2010), GH-
GEmis90 (Greenhouse gas emissions (in CO2 equivalent) in-
dexed to 1990 = 100), ReNeFrWate (Renewable freshwater 
resources, Million cubic metres), GenWasteTo (Generation of 
waste by economic activity, Tonnes, All NACE activities plus 

Environmental economics in EU  
and Hungary in 2010s
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households, 2004-2014) and also MunWaGenC (Municipal 
waste by waste operations, Waste generated, per capita in kg, 
2005-2014).

The statistical analyses are set up the SPSS (Special Program 
for Social Sciences), which scientific methods were worked by 
Sajtos – Mitev (2007). Based on this research method the analy-
ses need for describing the results by Factor Analysis, Descrip-
tive Statistics, Regression Method, Graphs and Hierarchical 
Cluster Analysis with setting Dendrogram based on the Ward’s 
Method. Naturally all of the researching methods can make 
possibility to compare the EU-28 based on the different eco-
nomic conditions with variances used in the research process. 
Also the data bases of Eurostat provide possibility to determine 
and describe measure of the environmental damages resulted 
by the performance of the EU member states. The variances 
used in this research concern such statistical data, which the 
OECD and EU demand for the EU member states to deter-
mine environmental damages resulted by the each EU member 
state and to compare the different levels and measures of the 
amount of the damages among EU member states. 

At recent decades even after the economic crisis in 2008 the role 
of the state increased to avoid of decreasing the negative effects 
of the world economy on the national economies in spite that 
the EU-28 can be strong. But the EU institutional background 
cannot provide enough defence itself for each EU member 
state against influences of the world economic crisis. Therefore 
the environmental policy and strategy of EU member states 
should increase to concentrate the national economic resources 
to decrease the negative effects of the human activities on the 
nature. The policy handling crisis and the increasing role of 
state in the national economy can be seen in detailed in Lent-
ner, (2010, p. 122) and Lentner-Farkas, (2004, p. 8) based on 
the unorthodox policy strengthening at present. 

Results And disCussions

Some experts focused on that because of the role of fossil en-
ergy use decreased therefore the importance of the crude oil 
exporting countries will soon decrease, but this crude oil ex-
port dependence will increase during the next two years. The 
worst economic conditions resulted by increasing depend-
ence on the world economic changes are critical for Yemen, 
Iraq, Nigeria and Venezuela. The other countries have little 
better conditions, for example Russia, Algeria and Kazakh-
stan, which are at middle level among economies with the 
worst and the stabile economic conditions (Sebestyénné, Szép, 
2016). Mika (2016) declared that the GHG emission should 
decrease by 60-80%, because if the temperature increases by 
3oC, the global warming effects cannot be turned back, there-
fore the temperature should be kept within 2oC increase in 
order to avoid of the more negative influences of the global 
warming.

Also other authors emphasized the importance of the well 
operating and operative bank system and bank controlling, 
namely: “So the strategic controlling activity regarding the 
bank as a whole deals with only developmental, structural and 
security issues; mostly with the balance sheet structure risks, 

market risks, structural yield options, and growth potentials.” 
(Kalmár et al, 2015, pp. 110-125). Also according to the in-
novative development, this needs to extend the knowledge of 
human resources, even for environment friendly technology to 
be introduced, as Staniewski declared that “The area of human 
resource management is one of the basic elements of an effec-
tively managed company. In the era of the knowledge-based 
economy, its impor tance becomes strategic as the effectiveness 
of activity within this scope largely determines the achievement 
of the company’s competitive advantage. Knowledge-based 
resources can be particularly important to en sure this advan-
tage” (Staniewski, 2011; also in detailed in J. Szopiński & T. 
Szopiński, 2013).

Also additionally to the decreasing tax, the productivity is 
important in development of the economy. As Palánkai (2006, 
p. 314) declared that ”The rapid growth of productivity is still 
of key importance, and much difference is made by how fast 
and successfully these countries can enter the knowledge-based 
society. An encouraging sign is that transnational companies in 
Central and Eastern Europe have made increasing investments 
in the R and D sector.”

The biggest investment gap from selected sectors is in fields 
of water management, sanitation, the food security, agriculture 
and education (see in Table-1). Mostly these sectors have the 
same investment gap, which does not show their real impor-
tance and priority in the world economy. Financial strategy and 
management at national level should be extended similarly to 
the firm –level, in which there is a role of governance, organ-
izing, planning and controlling according to well-defined goal 
criteria; preparation and realization of raising capital owners. 
Also when companies need for financial resources, even for in-
vestment relevant to the reducing gas emission, in any case the 
financial institutes should follow the financial conditions and 
risk management of the firms or small-medium enterprises, for 
example analyse all business cycles, evaluate the risks and de-
termine risk sensitivity of company (see detailed in Hegedńs-
Zéman, 2016, p. 1038 and Kalmár et al, 2015, p. 111.).

The other sensitivity question is the profitability and liquid-
ity of typical bank and firm risk factors based on the possible 
security policy aspects, when firms decide to implement envi-
ronment friendly investments and renewable energy use. Final 
solution will be realised by decisions of firms and banks in the 
private sector of mostly developed countries. Also the differ-
ent kinds of taxes as revenues of the governmental budget can 
make influences on the governmental balance, which can con-
tinuously have negative balance, therefore this can accumulate 
the governmental debt of the EU member states from year to 
year (Lentner, 2010, p. 125). 

The governmental debt can result the devaluation of the na-
tional currencies or the common currency of the EU, namely 
Euro. Therefore the main aim of any country is to strengthen 
its economy and performance to avoid of the economic fall, 
the economic and financial crisis, as Domokos declared “The 
debt rule has been placed at the heart of legislation on public 
finances. Fulfilling the debt rule depends not only on reducing 
public debt but also on increasing the gross domestic product 
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(GDP), as a precondition of which the principle of a competi-
tion-based economy has also been strengthened at the consti-
tutional level” (Domokos, 2016).

From point of view of the natural resources there is a lot of 
water resources in Egypt, as Neszmélyi (2014, p. 62) wrote that 
Egypt has natural resources as energy and for agriculture and 
huge amount of human resources, for example renewable en-
ergy resources on the Nile river in MENA and ASEAN coun-
tries and human resources in China, Japan, and South –Ko-
rea (Kozár – Neszmélyi 2014, pp. 94-95; Neszmélyi 2014, pp. 
23-24). Based on the sustainable development the natural re-
sources should be managed, like water management, sanitation 
and clean development mechanization (CDM) for sustainable 
human health. 

Component-1: 
Unemp0615 (Unemployment in % of active population in to-

tal), EUROSTAT, 2016
GDPaverage (GDP and main components – volumes, Million 

euro, chain-linked volume,  GDP at market price, Annual aver-
age GDP growth, in %, 2006-2013) 

EmisNitrogen (Emissions of nitrogen oxides (NOx) by source 
sector, 2006-2015, Tonnes, Total sectors of emissions for the 
national territory)

EmisSulphur (Emissions of sulphur oxides (SOx) by source 
sector, Tonnes, Total sectors of emissions for the national ter-
ritory) 

Component-2: 
EnIntAverage (Energy intensity of the economy, average of 

2006-2014, kg of oil equivalent per 1000 EUR), 
ResoProducti (Resource productivity, Euro per kilogram, 

chain linked volumes (2010), 
GHGEmis90 (Greenhouse gas emissions (in CO2 equivalent) 

indexed to 1990 = 100)
Component-3: 
ReNeFrWate (Renewable freshwater resources, Million cubic 

metres, average between 2006-2014), EUROSTAT, 2016
GenWasteTo (Generation of waste by economic activ-

ity, Tonnes, All NACE activities plus households, 2004-
2014)  

Component-4: 
MunWaGenC (Municipal waste by waste operations, Waste 

generated, Kilograms per capita, 2005-2014) 
The statistical data based on the SPSS show that the correla-

tions among ten variances are very strong by 93,3% and also 
the significance is very strong among themselves. The Total 
Variance Explained by the Initial Eigenvalues in Cumulative by 

Table-1: Summarised data-base for the environmental economics in EU in % between 2006-2015 based  
on the SPSS analyse

Un-
emp0615

GDP 
average

EnIn- 
Average

ReNeFr-
Wate

MunWa-
GenC

Gen-
WasteTo

ResoPro-
ducti

Emis- 
Nitrogen

Emis- 
Sulphure

GH-
GEmis90

Belgium 0,20 1,00 156,43 27664,40 -46,00 24,20 23,80 -34,10 -68,40 79,07
Netherlan 1,90 0,70 128,98 32391,00 -72,00 45,10 5,60 -34,50 -54,70 87,31
Luxembo. 1,80 1,50 112,08 1998,20 -56,00 -15,00 20,40 -47,70 -43,60 90,56
Hungary -0,70 -0,10 247,84 58311,00 -76,00 -32,50 32,00 -25,40 -31,00 61,02
Slovenia 3,00 0,70 198,07 30846,40 -62,00 -18,80 66,10 -25,00 -47,00 89,23
Austria 0,40 1,40 112,46 90688,00 -9,00 5,40 18,60 -31,40 -41,00 98,23
Finland 1,70 0,60 188,39 225075,00 4,00 37,70 20,20 -32,70 -48,00 84,37
Czech R. -2,00 1,80 279,84 56626,00 12,00 -20,00 34,20 -37,20 -37,50 63,45
Malta -1,40 2,30 138,90 175,55 -23,00 -47,00 -3,10 -31,00 -59,40 150,88
Croatia 4,70 -0,10 203,73 61350,00 51,00 -48,20 39,90 -32,00 -71,30 70,4,
Portugal 3,70 -0,40 137,53 65292,00 1,00 -50,20 33,50 -32,40 -77,00  108,82
Denmark 2,30 ,10 77,03 34287,00 69,00 59,50 35,70 -44,10 -62,00 74,40
France 1,60 0,70 130,11 507469,90 -21,00 10,60 25,30 -34,70 -61,30 85,37
Italy 5,10 -0,60 107,91 247459,40 -58,00 13,80 59,50 -33,30 -66,00 81,36
Greece 15,90 -3,30 131,53 115000,00 67,00 109,20 -1,80 -40,00 -74,10 97,18
United K. -0,10 0,60 111,72 284739,00 -99,00 1088,70 35,90 -39,40 -54,00 68,54
Ireland 4,90 ,30 86,12 89597,50 -145,00 -45,20 125,30 -42,00 -69,30  105,69
Spain 13,60 0,20 123,11 332215,90 -153,00 -31,00 136,00 -41,40 -78,00  117,54
Cyprus 10,40 0,60 139,97 2863,90 -71,00 -8,50 90,20 -18,80 -46,60 143,11
Bulgaria 0,20 2,00 489,27 72748,00 -146,00 -10,60 9,70 -26,30 -75,30 55,09
Romania -0,40 2,60 283,58 160392,00 -134,00 -27,70 -6,10 -38,30 -73,00 43,68
Germany -5,50 1,50 125,00 276889,00 53,00 6,50 12,50 -21,40 -18,50 73,50
Sweden 0,30 1,80 132,17 353082,00 -39,00 82,00 -9,00 -24,40 -37,00 77,36
Latvia 2,90 1,40 230,32 45563,00 5,00 108,50 13,30 -22,30 -56,00 44,04
Lithuania 3,30 1,50 256,59 47034,00 -46,00 -11,60 15,80 -15,60 -41,60 40,51
Estonia 0,30 2,10 374,33 31609,70 -76,00 4,50 -4,00 -15,50 -41,60 52,87
Poland -6,40 4,50 272,68 212440,80 -47,00 30,20 18,60 -16,50 -39,40 80,68
Slovakia -2,00 4,10 259,97 41377,40 48,00 -16,60 33,10 -14,50 -48,00 54,50

Source: Owned calculation based on the SPSS with data of Eurostat
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74,074%, which means that the first four components explain 
the correlations among variances by 74,074%. The Table-2, 
namely Rotated Component Matrix shows four components, 
and each component including different number of variances 
(see in detailed in each component including variances in Note 
of the Table-2). 

Generally in those EU member states, which are at Principle 
line “X” to right side from Principle line “Y”, as from zero of 
score in cases of variances of the Component-1, the variance 
Unemp0615 has decreasing trend, and the GDPaverage, EmisN-
itrogen and EmisSulphur have increasing growing trends. Gener-
ally in those EU member states, which are at Principle line “X” 
to left side from Principle line “Y”, from zero of score in cases 
of variances of the Component-1, the variance Unemp0615 has 

increasing growing trend, and the GDPaver-
age, EmisNitrogen and EmisSulphur have 
decreasing trends. 

At the principle Line “X” to the right side 
from the line “Y”, for the Component-1, 
the Unemp0615 (EUROSTAT, 2016, see 
Table-1 and Figure-1), has decreased, 
mostly by 6,4% in Poland, by 5,5% in Ger-
many and by 2,0% in Slovakia and Czech 
Republic for the period of 2006-2015, at 
list for one decade. The other variance 
of the Component-1 is the GDPaverage, 
which has been very considerable increas-
ing by 4,5% in Poland, by 1,5% in Ger-
many and by 4,1% in Slovakia to Line “X” 
to right side. 

The worst GDP decrease has been by 
3,3% with increasing unemployment rate 
by 15,9% in Greece and by 0,6% in Italy 
since 2006, also some highly developed 
EU member states had less GDP growth 
by 0,7% in France, by 0,6% in UK and by 
0,2% in Spain. In spite that the EU mem-
ber states have had average annual GDP 
growth by 1% since 2006, mostly the EU 
member states in Middle and East Eu-

ropean region and some other small member states had such 
GDP growth rate, which ensured the 1% of EU average GDP 
growth, for example by 2% in Bulgaria, by 1,8% in Czech Re-
public, by 2,1% in Estonia, by 2,6% in Romania from 2006 and 
by 2% in Hungary from 2010. The other variance of the Com-
ponant-1 is the EmisNitrogen, where the EU average has had 
decreasing rate by 30% in tonnes since 2006 until 2015. Also 
the EmisSulphur has averagely decreased by 54% in tonnes in 
EU since 2006, which can be considerable positive result from 
side of EU. 

The variances as EnIntAverage, ResoProducti and GH-
GEmis90 are included in the Component-2 (see Table-4). Gen-
erally those EU member states are above the principle line “X” 
their variance as EnIntAverage is decreasing, and their Reso-

Table-2: Rotated Component Matrixa
Component

1 2 3 4
Unemp0615 -,777 ,342 -,164 ,116
GDPaverage ,811 -,258 -,070 ,252
EnIntAverage ,265 -,762 -,363 ,330
ReNeFrWate ,066 ,148 ,732 ,116
MunWaGenC ,033 ,034 -,128 -,918
GenWasteTo -,097 -,165 ,795 -,013
ResoProducti -,241 ,617 -,037 ,544
EmisNitrogen ,676 -,209 -,333 ,002
EmisSulphur ,800 ,071 ,075 -,319
GHGEmis90 -,169 ,841 -,123 ,061

Extraction Method: Principal Component Analysis. Rotation Method: Varimax with Kaiser Normalization.
a. Rotation converged in 5 iterations. Source: Owned calculation based on the SPSS with data of Eurostat

Figure-1: REGR factor score 1 and REGR factor score 2 analysis
Source: Owned calculation based on the SPSS with data of Eurostat

Component-1: Unemp0615, GDPaverage, EmisNitrogen, EmisSulphur 
Component-2: EnIntAverage, ResoProducti, GHGEmis90
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Producti and GHGEmis90 are increasing. 
Generally in those EU member states, 
which are under the principle line “X”, their 
variance as EnIntAverage is increasing, 
and their ResoProducti and GHGEmis90 
variances are decreasing. 

In case of the EnIntAverage those EU 
member states have favourable condi-
tions, where less increasing energy use in 
% based on kg of oil equivalent per 1000 
Euro is used for the production or servic-
es for period of 2006-2014. These states 
are above the principle line “X”, therefore 
they are not energy intensive countries. 
But those EU members states, which use 
more energy in kg per 1000 Euro and 
their increasing rate is considerable in 
this field, these are under the “X” line, 
therefore these member states are energy 
intensive economies. 

For example above line “X”, 77,04% 
lower increasing rate for energy use was in 
Denmark, 125% lower increasing for en-
ergy use in Germany, 123,1% increasing 
rate in Spain, 130,1% in France, 112,46% 
in Austria and 132,2% in Sweden. These 
EU member states use less energy and their increasing energy 
use is at low level, therefore they are not energy intensive coun-
tries comparably to EU member states. 

These member states are energy intensive countries, because 
their energy use has more increased since 2006. Some highly 
developed EU member states, as UK and Belgium, are also un-
der this line “X”, in spite that they have efficient energy use, 
by only 111,72% increasing rate in UK and by 156,43% in Bel-
gium, but they are under line ”X”, because their either Unem-
ployment rate or GDP average rate variances are considerable 
during this period (see Table-1 and Figure-1). 

In case of the ResoProducti  growing rate is increasing in the 
resource productivity per kg in those EU member states, which are 
above line “X”. For example Spain has reached the most in-
creasing rate by 136% and Ireland has reached increasing rate 
by 125,3% for the resource productivity since 2010, therefore 
the resource productivity became favourable. Also Cyprus by 
90,2%, Slovenia by 66,1% and Italy by 59,5% reached increas-
ing rate in the resource productivity. Some other EU member 
states reached less increasing rate for the resource productivity 
in Euro per kg, but their developed level could be higher than 
the other EU member states ‘one and also the other variances 
contributed that these EU member states are above line “X”, 
for example Germany by only 12,5%, Austria by 18,6%, Bel-
gium by 23,8%, France by 25,3% in field of resource produc-
tivity from 2010, therefore their resource productivity became 
better than countries over Line “X”. 

The EU member states under line ”X” have generally de-
creasing ResoProducti variance. For example decreasing rate 
of the resource productivity in Euro per kg decreased by 6,1% 

in Romania, then by 4,0% in Estonia and by 1,8% in Greece. 
Somehow increasing rate was by 9,7% in Bulgaria, by 13,3% in 
Latvia and by 15,8% in Lithuania in resource productivity in 
Euro per kg. In spite that UK has considerable increasing rate 
for the resource productivity by 35,9%, it has less GDP growth 
and the largest general waste production increase in EU, there-
fore UK remains under line “X”.

In general it can be declared that the resource productiv-
ity per kg has increased in EU since 2010, in spite that there 
are some EU member states have some backwardness in this 
field, for example Romania, Greece, Bulgaria, Estonia, Malta 
and Sweden based on the statistical data basis, they could de-
crease resource productivity. From the average level of the EU, 
as 31,5% based on the data of Table-1, there some EU member state 
, which have strong increasing trend in the field of resource productivity 
in % in Euro per kg, as Spain, Ireland, Cyprus, Slovenia, Italy, Croa-
tia, Czech Republic, Denmark, UK, Portugal, Hungary and Slovakia. 
Also Germany and Belgium are strong economies, therefore 
their resource productivity cannot easier be developed from 
the highly developed level by considerable increasing rate. 

The average increasing rate of EU-28 has been 81,4% in 
field of GHGEmis90 since 1990, which means a considerable 
increase in spite that EU accepted the Kyoto agreement to de-
crease the gas emission. Most of the developed EU member 
states have realised more gas emission than average level of 
the EU in gas emission since 1990, and also those EU mem-
ber states, which do not have modern advanced environment 
friendly technological production in industry. For example 
Green House Gas emission was 150,88, as the highest level in 
Malta, 143,1 in Cyprus, 117,54 in Spain, 108,82 in Portugal, 

Figure-2: REGR factor score 1 and REGR factor score 3 analysis
Source: Owned calculation based on the SPSS with data of Eurostat

Component-1: Unemp0615, GDPaverage, EmisNitrogen, EmisSulphur 
Component-3: ReNeFrWate, GenWasteTo 
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105,69 in Ireland, 98,23 in Austria, 97,18 
in Greece, 90,56% in Luxembourg, 89,23 
in Slovenia and 87,31 in Netherlands. 
About half of the EU member states 
above line “X” have more GHG emission 
than the average level of the EU. Poland 
by 80,68 has had mostly the same GHG 
emission of the EU average level, as 81,4 
with considerable industrial development 
based on the increasing Foreign Direct In-
vestment (FDI) since 1990. 

The most of EU member states are 
standing far from the positive economic 
developing trend of Germany and also 
they are far from the realising implemen-
tation of this economic developing trend 
in case of Germany, which can lead to the 
economic social results requested by the 
EU strategy. The support system should be re-
alised by supporting Small and Medium scale 
Enterprises (SMEs) with developing environ-
ment friend technology to avoid of the global 
warming and climate change. 

 In the Figure-2 in those EU member 
states, which are above the line “X” the 
ReNeFrWate is generally higher in aver-
age amount of renewable freshwater resources in million cu-
bic meter than in EU member states under the line “X”. The 
line “X” can be equally with the average renewable freshwater 
resources of the EU, which is 125000 million cubic meters av-
eragely between 2006 and 2014. France has the largest renew-
able freshwater resources by 507469,9 million m3, after that 
353082,0 million m3 in Sweden, 332215,9 million m3 in Spain, 
284739,0 in UK, 276889,0 in Germany, 247459,4 in Italy and 
225075,0 million m3 in Finland. Naturally EU member states 
with less area cannot have more renewable freshwater resourc-
es. Also the drought weather can make influences on decreas-
ing the amount of the freshwater resources in each member 
state. In spite that there are some EU member states have less 
amount of freshwater resources, but altogether these freshwater 
resources can be seen as considerable in EU. Also UK has more 
freshwater resources than France comparably to the area-size of 
UK. France has double more lands than the UK has one. 

Within the soil degradation, the soil erosion is a very impor-
tant difficulty, which is resulted by water and also the wind. 
Naturally the erosion is influenced by climate change, as global 
warming, and land use, also some conservation practices at the 
surface of soil. The soil loss resulted by erosions can be calculat-
ed as more than 1 ton per hectare annually, which has occurred 
for the last between 50 and 100 years. The water erosion makes 
influences on 115 million hectare soil areas, which can be equally with 
about 12% of total land area in Europe, while the wind erosion affects 
concerned 42 million hectare soil areas (EEA, 2009). 

In case of the GenWasteTo the EU member states above line 
“X” have considerable increasing rate for the generation of 
waste. The biggest EU member state producer has been the 

UK by increasing rate 1088,7% per capita in kg since 2004. 
Also some EU member states have increased the generation of 
waste, for example Greece by 109,2%, Latvia by 108,5%, Swe-
den by 82,0%, Denmark by 59,5% and Netherland by 45,1% 
for 2004-2014. Some other EU states have less increasing rate 
in this one, like Germany, France, Italy and Austria. Also 14 EU 
member states have decreased the generation of waste since 
2004. Hungary has realised positive result by decreasing 32,5% 
since 2004. The EU member states have strong increasing rate 
in production of generation of waste, which have considerable 
heavy industry or animal husbandry producing waste as by-
product. Some of these member states started to use new tech-
nology based on the re-cycling waste in order to avoid of the 
heavy concentration of the generation of waste. The Figure-2 
well shows how much UK achieved the worst and the biggest 
result in producing the generation of waste in all EU not us-
ing the re-cycling process to decrease this large amount of the 
generation of waste. 

Based on the Figure-3, MunWaGenC variance shows consider-
able decreasing rate per capita in kg, from 2005 to 2014 in cases 
of the EU member states above line “X”, for example Spain has 
reached the biggest decreasing rate by 153,0% since 2005, 
Bulgaria by 146,0, Ireland by 145,0% and Romania by 134,0% 
above the line “X”, while the EU average level in the munici-
pal waste was not so considerable decreasing rate by 38% from 
2005 till 2014. Some other EU member states produced mu-
nicipal waste by considerable increasing rate, for example Ger-
many by 53,0%, Denmark by 69%, Greece by 67,0%, Croatia by 
51,0% and Slovakia by 48,0% under the line “X”. Some other 
EU member states produced municipal waste by considerable 

Figure-3: REGR factor score 1 and REGR factor score 4 analysis
 Source: Owned calculation based on the SPSS with data of Eurostat

Component-1: Unemp0615, GDPaverage, EmisNitrogen, EmisSulphur 
Component-4: MunWaGenC 
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increasing rate, for example Germany by 53,0%, Denmark by 
69%, Greece by 67,0%, Croatia by 51,0% and Slovakia by 48,0% 
under the line “X”.

In 1995 the municipal waste land-filled was 100%, therefore 
comparably to results of 1995 in Slovakia these were little 
higher, in Czech Republic this was about 70% in 2008. In Italy 
the municipal waste land-filled was about 62% in 2003 and 
50% in 2008 comparably to 100% of 1995. Most favourable 
results of Austria in Alps–Adrian region was 30% in 2003 and 
about 3% in 2008. By the end of 2008 in Switzerland, Ger-
many and The Netherlands the municipal waste land filled was 
about 1% or less in 2008 comparably to 100% of 1995 (EEA 
2007a; EEA 2007b). This trend can be understood if we know 
that land-filled was about 40% of all municipal waste, not at 
level of household economies in EU-27 by the end of 2008. 
Based on the resource use per person in EU between 2000 and 
2007 the domestic material consumption (DMC) increased by 
little measure about 2% in EU-12, as new member states, over 
up the DMC average level of EU-27 by the end of 2007. The 
DMC is an aggregate of materials – excluding water and air 
-, which are actually consumed by a national economy (SERI, 
2009). Additionally to use of DMC the water use becomes very 
considerable, even when the available water resources are very 
scarcity at present and also in the future the scarcity water will 
be much less under level, which is excepted by the minimum 
use for survive of the people life. Finally by the beginning of 
2010s in the EU there were about between 118 and 138 million 
tonnes of bio-waste produced annually, of which approximately 
88 million tonnes was municipal waste (EC, 2010). This shows 
that annually the considerable amount of waste are produced 
in EU and also the share of the waste produced by family holds 
is considerable in spite that its portion less than the waste pro-
duction of municipal organizations.

soMe ConClusions foR enviRonMentAl  
Conditions in hungARy

Hungary has decreasing unemployment rate by 0,7%, which 
is considerable in the EU-28, because of the most of them 
have large or larger unemployment rate, and these countries 
are at lefts side of the principle line of “X”. The GDPaver-
age has been less decline, in Hungary by 0,1% because since 
2006, because the governmental financial debt has been con-
siderable until 2010, and only since the beginning of 2010s 
the economic growth has started its prosperity by stimulating 
the national companies and international corporations to in-
crease their investments and Foreign Direct Investments in 
Hungary. The GDP growth of Hungary has increased rate by 2% 
since 2010. 

Hungary reached less decreasing gas emission by 31% in Sul-
phur and by 25,4% in Nitrogen than average level of the EU 
as by decreasing rate 54% in Sulphur and by 30% in Nitrogen 
since 2006. Other part of the EU member states under the line 
“X”, for example Bulgaria, where 489,27% increasing energy 
use in % based on kg energy has been used for 1000 Euro val-
ued production or services averagely for the period of 2006 – 
2014, also 374,3% increasing rate in Estonia, 283,6% in Roma-

nia and 247,84% in Hungary, which last one is at middle level 
concerning the average of EU, as 187% increasing energy use. 

Hungary has 32% increasing rate for the resource productiv-
ity, which can be mentioned as good, because it is closed to the 
average level of EU, as 31,5% increasing rate since 2010. Hun-
gary could have decreased the gas emission by 61,0% since 1990 
less than average GHG gas emission of EU with selling some 
parts of the national GHG emission quote. Hungary has favour-
able natural conditions for creating good adequate amount of 
renewable freshwater resources concerning the area-size of the 
country, which is 58311,0 million m3 averagely between 2006 
and 2014. The water management is important from multi-side 
reasons, either renewable freshwater resources or renewable 
energy resources, also to avoid of the negative influences of the 
water erosion for soil degradation (see Table-1 and Figure-2).

In Hungary 1 mm deep soil loss resulted by erosion is 14 t per 
hectare. The erosion is various depending on deep loss in mm 
based on the amount of ton per hectare, which are as follows: 1. 
Strong erosion is 112 ton per hectare in case of 8 mm in deep 
loss. 2. Middle erosion is 70 ton per hectare in case of 5 mm in 
deep loss. 3. Moderately erosion is 42 ton per hectare in case 
of 3 mm in deep loss. Since the end of 1960s the soil loss resulted 
by erosion has been about 50 million m3 annually in Hungary (Thyll, 
1996). Hungary has well fertile flat land and about 44% of its 
soil has unfavourable hydro–physical properties, and about 2.3 
million ha area are affected by water erosion and 1,3 million ha 
by wind erosion. About 2.3 million ha of acidic soil and around 
10% of Hungary is affected by salinization. The poorest quality 
of soil is found in the sandy areas, the main depressions of the 
Great Hungarian Plain and hilly areas. Also the best soil condi-
tions are found in the Aeolian soil plateaux of Transdanubia 
(Várallyay, 2007). 

The other difficulty is the salinization of soil, which connects 
with human activities, when the people use either unfavourable 
irrigation system or in some areas of Europe highly level of salt 
content water, is used. The salinization process can be consid-
ered almost on 3.8 million ha areas of Europe. Also the soil 
contaminations included heavy metal and mineral oil widely 
extended in 3 million sites of Europe (EEA 2007a; EEA 2007b; 
EEA 2009). Hungary could have realised considerable decreas-
ing rate by 76,0% in municipal waste by two times more than 
the EU decreasing average level since 2005. In 1995 the munici-
pal waste land-filled was 100%, therefore comparably to results 
of 1995, in Hungary the municipal waste land-filled was about 
85% in 2003 and 75% in 2008.

Hungary is in the first group, where member states could 
reach little unemployment increase with increasing GDP 
growth, mostly as the EU average, while the second group in-
cluding Germany and Sweden realised less unemployment rate 
with favourable level of the GDP growth in EU-28. The GDP 
increasing growth of the EU-28 could be realised mostly by 
the Central-East European EU member states, because with-
out their GDP growth, the EU has not provided 1% of GDP 
growth for the period of 2006.-2014. The less increasing rate 
of energy-intensity of the economy was the best in UK, as the 5. 
Country group and 4. Country-group, but this last one has less 
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energy intensity industry, and these member states do not have 
strong industry. The first group, Hungary has a higher level of 
energy-intensive, than the average level of the EU in this field 
for the energy use. Also the first country group mostly realised 
the EU average level in field of the gas emission, municipal 
waste and resource productivity, while this group considerably 
decreased generation of waste, more than the EU. Because of 
the first group including Hungary has less renewable freshwa-
ter resource, than the average measure of the EU-28, therefore 
also Hungary should focus on the more efficient water manage-
ment and create water reserves to keep back the water running 
from Hungary. 

The main economic difficulty is for the EU, that the un-
employment rate increased by 2,1%, while the GDP average 
growth rate was just only by 1% – one percent -, which can be 
titled as unfavourable economic growing conditions. Only the 
EU member states in Central and East Europe included Hun-
gary provided the average GDP growth for all of the EU. The 
EU should more stimulate the FDI and EU transnational cor-
porations to increase the jobs to decrease unemployment and 
to avoid of the political and social crisis. Also the innovative 
technology should follow the strategic aims of environmental 
conservation policy to mitigate the gas emission. Hungary suc-
cessfully forced to stimulate the transnational corporations to 
increase their investments and to extend the advanced environ-
ment-friendly technology based on the Foreign Direct Invest-
ment (FDI) inflow into Hungary. 

At present in EU the unemployment rate presses the demo-
graphic conditions in direction to the negative trend, because 
the unemployment problem mostly concerns the youth people, 
in case of which the unemployment rate increases more, which 
does not stimulate the youth people to create families with new 
generation. This resulted the decreasing rate of population 
in all EU. In Hungary the employment level has considerably 
increased for the last two years and also the salary and pen-
sion could have increased mostly since the beginning of the 
2016, which can also continue in 2017. The increasing growth 
of employment in Hungary accompanying with strengthening 
the social network can stimulate to increase the population and 
number of births. 

The EU has a considerable problem concerning the Genera-
tion of waste by economic activity from point of view of the envi-
ronmental conservation strategy. The EU should considerably 
decrease either Generation of waste and Municipal waste ac-
companying with decreasing GHG emission. The Hungarian 
authorities have helped the inhabitants to realise the selective 
waste collection for the last four-five years in order to avoid 
of increasing the generation of waste. This Hungarian govern-
mental efforts stimulated the companies working in Hungary 
to decrease waste. 

The Water management, renewable freshwater resource is-
sues should be developed in the EU, because this water man-
agement is very costly with very considerable waste and pol-
lution around water resources. In Hungary the biggest water 
cleaning equipment – investment in Central Europe was real-
ised in South Budapest at beginning of 2010s by support of 

the EU. This investment is aimed at remaining clean water of 
Danube. 

Also the water renewable energy use is to be developed to 
direction of bigger share of all energy use. EU is dependent 
on the fossil energy from Russia and Middle East OPEC coun-
tries, therefore the water renewable energy use can be more 
favourable for the EU. Energy intensive has increased since 
middle of 2000s and therefore the energy use is not productiv-
ity. This situation increases the one-side energy dependence 
for EU and opposite to the original energy strategy from Rome 
Treaty in 1956. The main difficulty is in EU, that the Energy 
intensity considerably increased, namely 186,98%, more than 
the Resource productivity, namely by 31,47% in EU for the last 
decade (see Table-6). Therefore also the Resource productiv-
ity should be developed in EU in order to obtain and increase 
more competitive position for EU on the World economy. 
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1. intRoduCtion

Special purpose legal entities, legal institutions created for a 
specific purpose, have pursued a flourishing career in articles 
of legal journals on corporate scandals. Especially the Enron 
scandal and the securitization of mortgage obligations, i.e. 
mortgage-backed securities (MBS) exerted a massive impact 
on investors, mainly on the victims of the said abuses, during 
the financial crisis of 2007-2009. The use of this legal institu-
tion stained by abuses gained followers in the United States 
and also in Western Europe, for instance the Italian Parmalat 
and the Dutch Royal Ahold, just to mention two examples. 
However, little has been said so far about the use of SPE on 
the Central European markets, in particular about the bad 
faith application of this instrument, which is a special form of 
corporate abuse. This study article aims to compare the SPE 
schemes applied by Enron with the SPE form applied in the 
Quaestor scandal in Hungary, the role Quaestor Financial 
Hruria Kft. played within the Quaestor group. First an over-
view of certain types and operational features of SPEs is pro-
vided and then the similarities between two series of abuse in-
ducing a rumbling echo and regulatory changes are analyzed. 

2. the objeCtives of estAblishing An sPe  
And its tyPes

The use of a Special Purpose Entity (SPE) is basically tied to 
achieving two aims. The primary goal of founding an SPE is 
to establish a legally independent business entity or one which 
is independent for accounting purposes. The goal of legal in-
dependence can be to ensure an off-balance sheet status due to 
tax or regulatory considerations. An SPE can also be used to 
become bankruptcy remote1 from the sponsor establishing it, en-
suring that the separate legal entity insulated from the risks 
(mainly the risks of bankruptcy and liquidation) of the found-
ing (sponsor) corporation can issue higher rated securities in 
the form of the newly established business entity. 

Business objectives can include performing business activi-
ties separately in the course of purchasing property or rights, 
for example in the case of establishing joint ventures or synthetic 
leasing companies or by securitizing existing vehicles or off-balance 
sheet refinancing2. In this way the sponsor company can show a 
more favorable financial status to the outside world in its tax 
and accounting statements, thus creating about itself an inves-
tor sentiment steadily more favorable than its status is in reality. 

SPEs are further used for exploiting the differences in national 
tax regulations. This latter arbitrage activity can also be tax arbi-
trage3, for example when royalty and license fees are channeled 
into a separate company which is later registered in a country 

with more favorable taxation from where such amounts are 
channeled to the parent company as export revenue.4 

Real estate transactions effected in the form of separate real 
estate companies (SPEs) are made attractive by the differences 
in the taxation on real estates in the case of private individuals 
and enterprises and also by the more favorable cost accounting 
possibilities to enterprises. 

The compulsory use of a separate entity engaging exclusively 
in concession activities can be typical at the level of national 
economy in the case of concession activities too. 

However, in the case of these latter three examples, legal and 
business separation is not necessary and is not realized either, 
economic profit is realized in the form of a subsidiary under 
the full scope legal and business control exercised by the owner 
company or private individual. In this case legal separation is 
realized in the form of an independent company, nevertheless, 
the owner retains full control. 

 The three typical forms, joint venture, synthetic leasing com-
pany and securitization, off-balance refinancing will be examined 
in terms of their legal separation and their separation from 
the establishing sponsor company supported by legal means, 
since the quality and the mere fact of compliance with the legal 
regulation shows the actual separation of the particular SPEs 
and, as we can see, compliance with these regulatory delimita-
tions determine whether the more favorable tax and financial 
perceptions created by SPEs can be turned into reality. 

2.1. Joint ventures as SPEs
In the case of joint ventures, the purpose of separation is to 
perform the new activity in the newly established company 
separately from the activities of the founding enterprises and 
also from the current market perception of those activities. In 
this case, the goal of establishing an SPE is to attain a level of 
exclusiveness, where what is important is the exclusiveness of 
the activity and the formal but not full separation of the activ-
ity from the owner enterprises. An enterprise performing a 
traditional activity with a declining growth potential and thus 
declining profitability will expediently establish an SPE for 
performing an activity with a huge growth potential together 
with a partner experienced in that activity. In this case the 
new company enjoys the capital strength of the traditional 
company but its activity with a declining market potential will 
not be perceived negatively in the market sentiment. For the 
appropriate operation, these advantages can be further en-
hanced by the well-structured constitutional document and 
internal by-laws of the joint venture SPE. These legal docu-
ments should define the appropriate rights to decision mak-

Following international tendencies? 
The role of SPEs in a Hungarian 
corporate scandal
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ing (including the right to veto) of the partner operating in 
the new branch of industry and the flexible regulation of the 
appropriate cooperation of the owner partners ensuring the 
continuous operation of the SPE and allowing for the quick 
exit of the owner partner if needed. 

2.2 Synthetic leasing as a form of SPE
In the case of an SPE established for synthetic leasing, the sep-
aration from the establishing company is important because 
of the differences in the regulation of the financial and op-
erational leasing5. If these two types of leasing have a different 
financial effect on the results of the companies, this can yield 
a substantial difference in profits – due to the inappropriate 
choice between the two types or to a negative decision taken by 
the tax authority.

Operational leasing can be accounted for as an expense 
in the United States. In contrast, the leased item is included 
among the assets of the company and the lease payments as 
liabilities among the resources in the case of financial leasing. 
In the case of the former, due to the item qualifying as an own 
asset, the item is to be depreciated and the outstanding lease 
payments are to be booked as liabilities in the balance sheet of 
the company, which substantially increases the indebtedness in-
dicators of the company, also increasing the cost of raising fur-
ther outside funds. In contrast, in the case of financial leasing, 
the market price or the value of the item calculated on the basis 
of the lease payments appears neither among the assets of the 
company, nor among its liabilities. In order for the company to 
achieve the classification of an operational leasing producing a 
more favorable financial situation instead of a financial leasing 
by involving an SPE established by it, the company must avoid 
any of the four features based on the GAAP6 principles. These 
accounting principles are as follows according to Statement 
No. 13 FASB7 (Statement of Financial Accounting Standards – 
SFAS 13):8 1) title to the leased item can pass to the lessee at the 
end of the lease term, 2) the lessee has an option to purchase 
the real estate for substantially less than the expected fair mar-
ket value of the asset, 3) the lease term is equal to or exceeds 
75% of the economic life of the asset, 4) the present value at the 
beginning of the lease term of the minimum lease payments 
reaches 90 % of the market price of the asset. These accounting 
principles perceptibly allude to the realization of a purchase, 
while the operational leasing is a long-term type of leasing not 
ending in a purchase. 

However, all economic and financial advantages of an SPE 
transaction qualifying as an operational leasing for avoiding all 
four of the above principles can disappear if the SPE needs to 
be consolidated. This is why the FASB Statement determines 
the principles of consolidation; if any one of the following prin-
ciples is realized, the leasing transaction of the company can be 
consolidated in the case of real property.9 According to it 1) les-
see residual value guarantees and participations in both risks 
and rewards associated with ownership of the leased property, 
2) the contract contains purchase options, 3) the lessor SPE 
is not engaged in real economic activities, 4) the property is 
constructed to lessee’s specifications, 5) lease payments have 

been adjusted for final construction costs. Consolidation is also 
needed if 1) all the assets of an SPE exclusively serve a single 
lessee’s leasing transactions, 2) the expected residual risks and 
rewards are exclusively linked to the lessee, 3) the creator of 
the SPE has not made any capital investment which is at risk 
during the entire term of the lease. This latter condition raises 
the extremely sensitive issue of the minimum amount of capital 
investment. Under the GAAP regulation, it must be at least 3 % 
of the SPE’s resources, but obviously it may be higher depend-
ing on real needs, although it has typically remained under 10 
% of all the assets of an SPE.10

It can be seen from the above that in the case of a synthetic 
leasing the separation from the sponsor company is of outstand-
ing importance in respect of the economic activity (the connec-
tion with the lessee cannot be exclusive), the risk bearing (in the 
case of the end of the lease agreement and a capital investment 
bearing risk) and the exercise of certain management rights (the 
real property was constructed to the lessee’s specifications). 
Special emphasis should be placed on the fact that a leasing 
transaction effected through the involvement of an SPE can 
be treated by the company in a different way in its tax and fi-
nancial statements (balance sheet, income statement, cash-flow 
report). This can be possible since the tax authority and the 
system of accounting rules (GAAP) qualify leasing transactions 
on the basis of different criteria. It is more expedient to classify 
a leasing transaction as a financial leasing for the tax author-
ity as the tax burden can be best reduced in this way, while in 
financial statements the operational leasing is undoubtedly the 
noticeably more favorable type. Thus the company can enjoy 
both the financial and the tax advantages on the basis of the 
possibility of the joint definition of both types.11

2.3.  The SPE aspects of securitization
In the course of securitization, the sponsor company purchas-
es certain obligations in order to place them into or sell them 
to an SPE. A company possessing a credit institution license 
can sell or place its own obligations to an SPE. The SPE is-
sues securities backed by the obligations which provide the 
cash collateral for the timely payment of obligations deriving 
from securities bearing various risks. Securities issued by the 
SPE are asset-backed securities (ABS). If the obligation is only 
mortgage, the SPE issues mortgage-based securities (MBS). 
If the portfolio of the SPE includes other obligations (auto 
loans, student loans, credit card receivables or trade receiva-
bles) besides mortgage credits, the SPE decides on issuing col-
lateralized debt obligations (CDO). The particular securities 
issued by the SPE in this way may carry different risks. The 
issuing SPE can achieve this by placing assets with different 
risks behind securities with different risks. Thus there are sen-
ior, junior and mezzazine securities (mixed: containing debt 
and membership) and securities involving only membership. 
These securities carry higher and higher risks in the order of 
this listing since assets with smaller and smaller chances of 
repayment (carrying higher risks of non-payment) are placed 
behind the different types of security. This process is called 
division into tranches or slices.12
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It should be noted that in the United States following the 
crisis of 2007-2009, this slicing induced a new regulatory solu-
tion to the problem of asset-backed commercial papers (ABCP) 

most saturated with SPE abuses – with good justification as 
this case lacked transparency towards investors the most. Since 
the adoption of the Dodd-Frank Act13, this has been the legal 
framework for all this. The provisions pertaining to SPEs of 
this otherwise quite stringent and comprehensive regulation 
can basically be approached from two directions. On the one 
hand, the financial institution originating the SPE or perform-
ing administrative tasks must obtain at least 5 % of the SPE 
obligations in the course of the issue of the commercial pa-
pers.14 On the other hand, the financial institution originating 
the SPE or performing administrative tasks must also obtain a 
share of the particular tranches of the portfolio15. 

SPEs play a multifold role in the course of securitization. On 
the one hand, an SPE is applied if the originator of the SPE 
wants to have access to the present value of the obligations pri-
or to their maturity. A reason for this can be the compulsion of 
liquidity, in other words to increase the amount of cash neces-
sary to retain liquidity, however, the utilization of a favorable 
market situation and thus making capital available for invest-
ments in further obligations stand typically in the background 
of such a realization of obligations. In this way, the amounts of 
commission projected to the particular portfolios can be re-
alized as profit in the case of each bought and sold portfolio 
when transferring further portfolios to the SPE. In this way, 
an effect of leverage is produced by the same credit institu-
tion source yielding multiple portfolio income. The amount of 
leverage corresponds to the number of times this capital can 
be negotiated by purchasing the obligation and placing it into 
an SPE. In the case of an SPE not created with the purpose of 
securitization, the creator is a sponsor, while in the course of se-
curitization the creator is an originator, which well indicates the 
double role of the creator of an SPE. This legal distinguishing 
is even more important in the course of securitization, this is 
why in several cases the firstly created SPE transfers the obliga-
tions to another SPE to make their original owners as remote 
as possible. This fact is important for two reasons, on the one 
hand, to keep the obligations placed in the SPE intact from the 
bankruptcy or liquidation of the creator, on the other hand, 
to make them as remote as possible for the company so as not 
to be included in its financial statements. This latter reason is 
important again for two reasons, on the one hand it improves 
the company’s indebtedness indicators by not having to con-
tinuously finance the obligations from the financial market and 
for the very same reason it does not run the interest rate risk, 
in other words it will not suffer any surplus costs in the future 
due to negative changes in the interest rates since it has trans-
ferred such risks borne by the obligations to the owners of the 
securities issued by the SPE. On the other hand, for the creat-
ing company, which has transferred its obligations in this way, 
making provisions is not obligatory in respect of the obligations 
of debtors defaulting on or delaying payments. 

In order for a new and unknown company, the obligations 
of which are secured by a third party which intends to be as 

remote from the obligations portfolio as possible, to be attrac-
tive for investors the opinion of an independent but reliable 
person is needed. This independent person is the legal institu-
tion of the credit insurer. The role of credit rating agencies is 
so complex that it should be treated in a separate study. This 
study covers only the aspects and criteria of rating and the doc-
uments necessary for that purpose.

2.3.1. The role of credit rating agencies in the course of securitization 
in respect of SPE independence 
Credit rating agencies examine first of all the independence 
of the SPE in respect of the full delimitation of the assets of 
the SPE from the creating company in the case of bankrupt-
cy and liquidation. This independence concerning the com-
mencement of bankruptcy or liquidation proceedings is guar-
anteed by the person of the director who is independent of the 
company as without the consent of this member of the Board 
of Directors the SPE cannot lawfully decide on initiating the 
bankruptcy or liquidation proceedings. A further guarantee is 
the double nature of SPEs, which has already been referred to, 
according to which when the first SPE places obligations into a 
new, second SPE, the second SPE issues securities as collaterals 
for the obligations. Improved safety against the concealment 
of assets is provided for investors by the fact that the particu-
lar SPEs perform their activities as exclusive activities, which 
substantially diminishes the risk of bankruptcy and liquidation 
since the activities are restricted to securitizing obligations, thus 
late debt payments cannot be generated by any other activity. 

The other essential aspect of the scrutiny by credit rating agen-
cies is to examine the genuineness of the sale of the securities, in 
other words to check whether the obligations actually part from 
their transferor. This true sales certificate is issued by the legal 
advisor of the transaction.16 Such a certificate is issued on con-
dition that the residual obligations and the securities issued by 
the SPE embodying the obligations purchased back cannot be 
possessed by the creator of the SPE. For issuing the appropriate 
rating, the credit rating agency also needs to be satisfied that 
a non-consolidation opinion is also issued by the legal advisor. 

It is clearly perceivable from the above that material, conten-
tual delimitation entrenched by legal tools is also of utmost im-
portance in the case of SPEs created in the course of securitiza-
tion. For if the obligations in the securities were involved in the 
process of bankruptcy or liquidation as the collateral for the ob-
ligations against the creating company or the issuing SPE in the 
case of the bankruptcy or liquidation of the creator of the SPE, 
then the collateral for the securities issued by the SPE would fully 
or partially cease to legally function as secured collateral.

In what follows, first the SPE characteristics of the Quaestor 
scandal and then those of the Enron scandal will be analyzed. 

3. the Role of sPes in the QuAestoR sCAndAl17

The series of events becoming infamous as the broker scan-
dals of 2015 in Hungary highlighted the fact that Quaestor Fi-
nancial Hrurira and Quaestor Értékpapír Zrt. were SPEs similar 
to the SPEs in the American corporate scandals and played a 
role in creating it. This role is well delimitable in so far as the 
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injured investors subscribed to the bonds from Quaestor Finan-
cial Hrurira as the issuer and not directly from Quaestor Pénzü-
gyi Tanácsadó Zrt. as the parent company and the bonds were 
marketed by Quaestor Értékpapír Zrt. The special purpose enti-
ty nature of Quaestor Financial Hrurira is referred to in the pro-
spectus of the bonds, which defines the enterprise as a business 
entity with a special purpose. The situation of Quaestor Értékpapír 
Zrt. is somewhat different from it since it dealt with marketing 
securities since 1993, in a broader sense with the issuing, mar-
keting and agency activities of the group. Although its sphere 
of activities is less specific compared to that of Quaestor Finan-
cial Hrurira, and is not an operation exclusively projected to a 
single group of transactions, it constitutes a well delimitable 
unit. Its SPE character cannot be called into question as the 
international practice of the operation of special purposes en-
tities offers a wide range in respect of broader and narrower 
aspects. The designation special purpose entity can justifiably 
and rightly be used from legal persons created for a single 
group of hedging transactions to companies established for 
managing long-term (even several-year-long) losing positions. 

In our view, the prime characteristic of a special purpose en-
tity is neither the fact whether the creators of the legal entity 
states the SPE nature of the undertaking, nor the fact whether 
it realizes a single, exclusive purpose within the activities of the 
group, but the fact that it realizes one well delimitable group of the 
strategic objectives of the parent company in the form of an operative 
undertaking separate in its legal entity. 

The question as to whether there might be legal or ethical 
aversions to or criticisms of the application of SPEs is frequent-
ly raised in connection with the above SPE formation of the 
Quaestor group as well as in connection with the European 
(e.g. Parmalat) and American (e.g. Enron) corporate scandals 
and economic abuses. Concerning the said abuses, it is true 
that public opinion seems to show a distrust of SPEs in Western 
Europe and in the United States. Can the very same be said 
about the application of special purpose entities in Hungary 
too? This is a question posed by the case of the Quaestor group. 

1) SPEs in respect of accounting independence18

As it has been analyzed in the foregoing, in the United States 
before 2007, the basis of the application of SPEs as companies 
with a separate legal personality was independence taken in an 
accounting sense. The American accounting principles (Gen-
erally Accepted Accounting Principles – GAAP) afforded a broad 
opportunity for not having to consolidate the financial reports 
of the SPE into the financial statement of the parent company. 
The companies of the dotcom sector basically relied on this op-
portunity before 2002, when they had their losses managed by 
subsidiaries; and also the companies owning the beneficiary 
positions of subprime loans constituting the basis of the crisis of 
2007-2009, when they publicly offered the very same loans as 
obligations in the form of securities to investors. 

In Hungary Act C of 2000 on Accounting defines the con-
cepts related to consolidation and provides for the cases in 
which the financial reports of undertakings are not to be con-
solidated.

It can clearly be seen from the prospectus of Quaestor Finan-
cial Hrurira issued in 2015 that this undertaking was a subsidi-
ary owned by Quaestor Pénzügyi Tanácsadó Zrt. in 100 %, while 
Quaestor Értékpapír Zrt. was a subsidiary owned by Quaestor Pén-
zügyi Tanácsadó Zrt. in 85,79 % and at the same time were both 
undertakings involved in the consolidation of the parent com-
pany. Accordingly, the chance of applying SPEs induced exclu-
sively by the motive for accounting independence can clearly 
be excluded. 

2) SPEs in respect of prospectus liability19

It is clearly seen in respect of the Quaestor issuance that besides 
accounting independence, the application of an SPE may have 
liability aspects entailed by the separate legal personality of the 
SPE as an independent issuer. 

Section 29 (1) of Act CXX of 2001 on the Capital Market (here-
inafter CMA) provides for the issue of prospectus liability in line 
with Directive 2003/71/EC amending Directive 2001/34/EC. Un-
der this provision, the issuer, the dealer in securities, the person pro-
viding guarantees20 and the offeror or the person requesting admission 
of the securities for trading on a regulated market will be liable for 
the damage caused to the holder of the security by the mislead-
ing contents of the prospectus or by concealing information. 

Under the provisions of the CMA, in the case of the Quaestor 
group, liability for the prospectus is borne by Quaestor Finan-
cial Hrurira Kft. as the issuer and Quaestor Értékpapír Zrt. as the 
dealer. The prospectus meets these formal requirements as the 
declaration of liability clearly specifies the person of the issuer 
and the dealer. However, it is of importance that while in Hun-
gary prospectus liability is not joint and several but is subject to 
the agreement of the participants under the CMA, in respect of 
the issuance of the Quaestor bonds Quaestor Financial Hrurira 
Kft. and Quaestor Értékpapír Zrt. as issuer and dealer assumed 
joint and several liability. The agreement – considering that the 
two legal entities can be jointly and severally obliged – does not 
violate the interests of the investors. At the same time, Section 
29 (1) of the CMA prescribes that somebody must assume liabil-
ity for all the information contained (or for the lack of informa-
tion) in the prospectus even in the case of a valid agreement.

By contrast, the parent company, Quaestor Pénzügyi Tanácsadó 
Zrt. avoided liability as it did not participate in the issuance 
either as an issuer or as a dealer, neither did it undertake surety 
(guarantee) for the rights inherent in the securities.

However, the question raised as to whether the fact that the 
data contained in the consolidated balance sheet of the parent 
company contradicted the data contained in the balance sheet 
submitted to Companies House and contained in the prospec-
tus could be deemed only a technical fault or not. For while the 
annual balance sheet accounts of Quaestor Pénzügyi Tanácsadó 
Zrt. for 2013 contained HUF 10.397 billion equity and HUF 
58.289 billion balance sheet total, the balance sheet data for 
2013 (that is the same year) pertaining to the parent company 
in the prospectus of the HUF 70 billion bond issue of 2014-15 
contained HUF 6.446 billion equity and HUF 102.711 billion 
balance sheet total, which difference may have been caused by 
the capital reserve since unfortunately the prospectus did not 
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detail the capital structure in such a depth. This mistake gained 
special importance when there were changes in the ownership 
in 2015 as in this case it was clear that equity and within it 
capital reserve functioned as a kind of reserve in the course of 
restructuring the assets of the company. 

Due to the movement of capital, the relationship between the 
SPE and the parent company noticeably changed as according 
to the minutes taken at the general meeting of Quaestor Pén-
zügyi Tanácsadó Zrt. held on March 16 2015, the consideration 
for the bonds issued by Quaestor Financial Hrurira Kft. was used 
for raising the capital of Quaestor Pénzügyi Tanácsadó Zrt. in the 
manner that out of the HUF 57.2 billion bond debt HUF 5.2 
billion was used for subscribed capital increase and HUF 52 
billion was placed into capital reserve in the balance sheet of 
Quaestor Pénzügyi Tanácsadó Zrt.21

What is even more conspicuous is the fact that at the level of 
consolidated balance sheet data the prospectus did not contain 
the amount of HUF 17 billion granted by MFB (Hungarian De-
velopment Bank) as loans between 2003 and 2008. In the case 
of a group with equity of HUF 10 billion, it certainly reached a 
substantial measure as the amount of the loan was nearly twice 
as much as the equity and almost four times more than the sub-
scribed capital (HUF 4.5 billion). Thus it is quite understand-
able why the group refrained from assuming prospectus liabil-
ity in the name of the whole group and why it created Quaestor 
Financial Hrurira Kft. established in 2007. However, in this case 
the interests of the investors were severely injured as in the case 
of an operating group, past data22 are the best indicators of 
future performance in respect of expected results and cash-flow, 
which might later be collaterals for an issue of securities. 

3) The relations of Quaestor Financial Hrurira Kft. (SPE) and 
Quaestor Pénzügyi Tanácsadó Zrt. (parent company) 
In respect of Quaestor Pénzügyi Tanácsadó Zrt. and the SPEs par-
ticipating in Quaestor transactions it is continuously noticeable 
that the spheres of activity delimited and separated from each 
other are performed by separate legal entities. Both the nature 
of the transactions and the contents of the prospectuses (with 
special regard to prospectus liability) seem to verify that the de-
limitation of the SPEs as regards liability was not among the ob-
jectives of the group. The fact that the prospectus defines their 
liability as joint and several is indicative of it. At the same time, 
in respect of the parent company and the SPEs, the operative 
processes of the issue of securities were totally separated and 
liability was entirely borne by the undertakings participating in 
the issue and marketing of the papers.

Nevertheless, Quaestor Pénzügyi Tanácsadó Zrt. made the deci-
sions concerning the assets deriving from the issuance and ac-
tually exclusively by using them for the benefit of other under-
takings of the group. Although the nominal capital of Quaestor 
Financial Hrurira Kft. never exceeded HUF 10 million, its capital 
was never raised in proportion to the volume of the securities 
issued. The financial statements of the company showed that 
it was only slightly profitable between 2007 and 2014, thus its 
profit was not sufficient to cover the surplus risks originating 
from the increased volume of the issuance. 

The situation was different in the case of Quaestor Értékpapír 
Zrt. marketing the securities as it had over HUF 1 billion issued 
capital23. In this case there would have been no need for col-
lateral for the whole volume of the issue, only for the exchange 
differences deriving from the marketed portfolio and the own-
account transactions.24

It is an economic contradiction that concerning the two 
companies, it is the issuer whose capital condition is markedly 
weaker, and this can lead to the conclusion that it was estab-
lished with a view to avoid possible pecuniary liability. 

Finally, it should be claimed that the capital history of neither 
company reflects the increasing historic volume of the issues, 
which is as follows, between 2001 and 2004 approximately 
HUF 10 billion, in 2007 HUF 50 billion and since 2013 HUF 
70 billion. 

It appears that our original question is answered by the 
Quaestor case, namely the application of special purpose enti-
ties cannot be free from legal and ethical concerns in Hungary 
either and they may become subjects of abuses in the current 
regulatory circumstances. 

The role of SPEs in the Enron scandal25

A special purpose entity – Most of the companies that became 
infamous in connection with the Enron case were so called spe-
cial purpose entities (SPE). A special purpose entity is a legal entity 
created for a special purpose – for example to bear risk. The 
most important question that arose with regard to the sphere 
of activity of the Enron subsidiaries as special purpose enti-
ties was how they could operate independently of their parent 
company in respect of accounting. This was needed because 
Enron transferred substantial amounts of loss to these compa-
nies, through which these were not included in its own balance 
sheet. This was the key to Enron permanently, from time to time 
producing excellent financial indicators. 

Concerning the use of SPEs, it should be mentioned that 
since the infamous scandals of the Enron case, the term special 
purpose entity has been used with an unpleasant taste in the 
mouth and with an increasing distrust in American business 
terminology. For there is a noticeable contradiction in the 
functioning of the SPEs playing a central role in the scenario 
of Enron frauds, which is highlighted also by David A. West-
brook in his study analyzing the consequences of and lessons 
to learn from the Enron case: SPEs are created for the par-
ticular, specific purposes of their creators, nonetheless, their 
independence in accounting issues is of outstanding impor-
tance.26 As we will see later, this issue was decisive in some of 
the fraudulent transactions of Enron. 

In many respects, the JEDI–Chewco case27 may be perceived 
as a pattern among the fraudulent transactions of the Enron 
subsidiaries. Later the JEDI scheme served as a model for the 
creation and operation of several other subsidiaries used for 
face-lifting the financial indicators of Enron and concealing 
its losses.28

The story of JEDI LP began in 1993, when Enron and Califor-
nia Public Employees’ Retirement System (CalPERS) established a 
limited partnership worth of USD 500 million under this name.29
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JEDI is an acronym standing for Joint Energy Development In-
vestment. Enron, as a general partner and CalPERS, as a limited part-
ner both contributed USD 250 million, the capital contribution 
on the side of Enron took the form of providing its own shares. 
JEDI was a special purpose entity, in other words a legal entity with 
a special purpose, like many other Enron subsidiaries.30

Since JEDI was regarded independent to a sufficient extent 
–considering the relevant provisions of GAAP – its accounting 
was separate from that of Enron and the revenues and losses 
generated in the sphere of activity of JEDI did not have to be 
included in the quarterly balance sheet of Enron.31

Due to this, JEDI was the first so called “off the balance sheet” 
SPE, in other words a special purpose legal entity the financial 
indicators of which were separate from those of Enron, through 
which it was suitable for concealing the financial losses of Enron 
as its losses did not appear in the balance sheet of Enron.32

The key to this accounting independence is to be found in 
the relevant provisions of GAAP. Under the Securities Act of 1933 
and the Securities and Exchange Act of 1934, listed joint stock cor-
porations have to make a declaration on their financial status 
in the form of quarterly reports. These quarterly statements 
must be made in line with the guidelines of GAAP. Under the 
provisions of GAAP, if a joint stock corporation – in our case 
Enron – has an interest in the operation of another legal entity 
– in our case in JEDI – and this other legal entity is sufficiently 
independent of the joint stock corporation having an interest 
in it, then its balance sheet does not have to be included in the 
quarterly report of the joint stock corporation.33

JEDI, 50 % of which was under the ownership of CalPERS, 
satisfied these criteria. Although Enron was the general part-
ner, it granted a greater space to CalPERS in directing JEDI 
by a bilateral agreement. Due to this, in the beginning Enron 
lawfully separated the financial indicators of JEDI from its own 
quarterly reports.34

The operation and the financial independence of JEDI were 
suitable for becoming one of the schemes for frauds applied by 
Enron. The scenario was as follows – simplified to the extreme 
– Enron entered only the revenues but not the losses deriving 
from dealings with its subsidiaries into its books. Accordingly, 
Enron did not include the expenditures and losses of JEDI into 
its own balance sheet. However, the revenues originating from 
its interest in JEDI were entered into its books, thus improv-
ing the financial indicators of the company. With this method 
Enron could enter as receipt a substantial “fictitious” capital, 
which actually did not exist, still was capable of enhancing the 
investors’ trust. Everything ran smoothly in the next four years.

However, in 1997 the situation of JEDI LP dramatically 
changed. Enron wanted to create a new investment of USD 1 
billion under the name JEDI II. Enron would have liked CalP-
ERS to invest in JEDI II, but at the same time it knew that the 
financial situation of CalPERS would not allow CalPERS to re-
main an investor in JEDI as well. To this end, CalPERS first of 
all had to dispose of its holding in JEDI.35

Thus a purchaser was need who would buy the holding of 
CalPERS. However, no external buyer turned up. This caused 
a problem because Enron could not buy out CalPERS as in 

this case JEDI – getting under the 100% ownership of Enron – 
would have lost its former independence under the provisions 
of GAAP and its losses would have been included also in the 
balance sheet of Enron. This was what Enron wanted to avoid by 
all means. In this case it would have lost 40 % of its revenues of 
1997 and the extra expenditure of USD 711 million appearing 
in its balance sheet in this way would have markedly limited the 
dividends of shareholders: they would have received around 
USD 311 million less.36

It was easy to predict the consequences: the trust of the in-
vestors would have been eroded, resulting in the mass sales of 
Enron shares. There would have been a substantial oversupply 
of the securities of the company causing their rate to plunge in 
flash crash. 

Enron decided to create an investor which could buy out the 
holding of CalPERS in JEDI and at the same time to retain the 
semblance of independence. 

For this purpose Enron created an SPE the independence of 
which was only pretense. Consequently, the independence of 
JEDI LP of Enron could only be pretense from 1997 too.37

The new SPE was established under the name Chewco, with 
the single purpose of being the partner of Enron in JEDI. The 
gatekeepers of Enron, Vinson & Elkins as a law firm, Barclays 
Bank as the investment bank and Arthur Andersen as an account-
ant also actively participated in the series of fraud necessary to 
create Chewco.38

Chewco was established in 1997. Being an SPE itself, it had to 
meet two conditions to avoid its accounting being consolidated 
with that of Enron. These conditions were the requirements of 
accounting independence. On the one hand, an independent 
owner partner was needed who would be fully separate in per-
son from the sponsor, that is from Enron.39

On the other hand, the independent partner had to effect a 
3 % capital contribution. According to Securities and Exchange 
Commission (SEC) directions, this 3% contribution had to be a 
genuine 3 % risk taking, in other words no guarantees could be 
requested to secure it.40

However, Chewco did not meet either of the requirements. 
The “independent” partners were partnerships and limited li-
ability companies the activities of which were coordinated by 
one of the employees of Enron, Michael Kopper. Kopper and the 
ownership structure under his direction operated according to 
the directions of Andrew Fastow, the chief financial officer of 
Enron, for which they were generously rewarded.41

At its foundation – in November 1997 – Chewco did not have 
a capital contribution which had been effected by an independ-
ent partner. Its assets comprised bank loans, the repayment of 
which was guaranteed by Enron. Consequently, no actual risk 
was assumed by the independent partners.42

Barclays investment bank granted a loan of USD 240 million 
to Chewco to enable it to buy out the holding of CalPERS in 
JEDI LP. However, the repayment of this loan was guaranteed 
by Enron.43

Since Enron was aware of the fact that Chewco did not meet 
the requirements of accounting independence on the basis of 
the situation upon foundation, it several times attempted to 
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restructure its assets. A substantial part of the assets of Chewco 
still originated from bank loans guaranteed by Enron. In addi-
tion, JEDI itself also lent money to Chewco, and the partners 
also effected further contributions. Barclays provided loans for 
paying these contributions, the repayment of which was again 
guaranteed by Enron. It is also remarkable that while Barclays 
granted a loan of USD 11.4 million for the contribution of the 
investors, it took back USD 6.58 million, as collateral for the 
repayment of the loan from JEDI in secret.44

In conclusion it can be claimed that Chewco never possessed 
the required 3 % independent investment, actually Enron guar-
anteed the repayment of the loans serving as the basis of the 
investments, creating a situation as if they had been effected 
from its own money.45

After all this, Chewco was nothing else than “Enron wearing 
a mustache.”46

The JEDI–Chewco model later served as a model for the crea-
tion of several SPEs. These, as it has been mentioned, were 
used by Enron to over-evaluate its profits and conceal its expen-
ditures in its quarterly reports. These rosy financial indicators 
made stock exchange analysts rate Enron shares to be worth 
buying.47

The Enron–JEDI–Chewco triangle itself served as the frame-
work of numerous fraudulent financial transactions. William 
Powers named several of them in the Powers Report, the follow-
ing is a non-exhaustive list:48

–  Both Enron and JEDI made amounts of money available to 
Chewco and personally to Kopper. 

–  Chewco payed amounts of money to Enron, possibly in con-
sideration of Enron guaranteeing the debts of Chewco to 
Barclays. Amounts received in this way were immediately 
marked as profits by Enron. 

– JEDI effected payments as organizational fees to Enron.
–  An increase in the current price of Enron shares owned by 

JEDI was entered as revenue in the books of Enron. 
JEDI–Chewco transactions came to an end in 2001, when 

Enron decided that the construction created in such a way no 
longer served its financial purposes. Accordingly, it bought out 
the holding of Chewco in JEDI – under quite preferential terms 
– what’s more, it paid the tax after the income of the investors 
deriving from this.49

However, in October 2001 – due to the growing interest of 
the media and the Securities and Exchange Commission – the 
leadership of Enron dealt with the case of Chewco again. The 
transactions of Chewco were reviewed once more and it was es-
tablished that Chewco actually did not have independent own-
ers. Consequently, JEDI was not independent either, given that 
it had no other owners besides Enron and Chewco. For this rea-
son Enron made its financial statements again with retroactive 
effect as from November 8 1997 but this time the financial indi-
cators of JEDI–Chewco were also built in. According to the new 
statements, the revenue side got thinner by USD 1.048 billion, 
while expenditures grew by USD 2.585 billion. This greatly 
contributed to the fact that investors’ trust in Enron eroded and 
the stock price of the Enron shares collapsed. Within a month, 
Enron declared bankruptcy.50

b) The collateral case of LJM1
The SPE called LJM Cayman LP51 was created in 1999. As 
regards its form, it was a limited partnership. As regards its 
function, it was established to secure the stock exchange in-
vestments of Enron. The assets of LJM1 consisted of Enron 
shares deriving from Enron itself thus its capital strength de-
pended on the fluctuation of the current price of the Enron 
shares. It follows from this, the collateral acts entered into 
with them actually meant pretense collateral. Three major 
financial transactions are linked to LJM1. In what follows, 
only the most widely known hedging transaction, Rythms Net-
connection52 is treated.53

The antecedents of the case date back to March 1998, when 
Enron decided to buy 5.4 million Rythms shares. At that time 
Rythms Netconnection was a – formerly privately owned – lim-
ited liability internet provider company right about to enter 
into open trading on the stock exchange. Enron could acquire 
shares at USD 1.85 each. The acquisition cost almost USD 10 
million. Enron could realize a huge price-earning on Rythms 
Netconnection block of shares on the first day: the shares pur-
chased at USD 1.85 were worth USD 69 at the end of the day.54

Nevertheless, for the time being Enron could not realize the 
price earnings made on the Rythms shares. Its reason was that 
it had formerly entered into an agreement with Rythms Netcon-
nection, under which Enron was obliged to hold the shares until 
the end of 1999 and was allowed to sell them only afterwards. 
However, according to GAAP rules, such investments – a hold-
ing in another public limited company – could not be booked 
as profit in the balance sheet due to the uncertainty of the fu-
ture price development of the shares concerned.55

In addition, Enron assumed an obligation by forward con-
tracts to buy Enron shares at a fixed price from an investment 
bank. The price of the Enron shares was well above the fixed 
price thus the dealing promised to be good. The only prob-
lem was, a stock company basically could not recognize profits 
through the price increase of its own shares.56

On June 18 1999, a group of the executive officers of Enron, 
Andrew Fastow, Kenneth Lay and Jeffery Skilling decided to set-
tle the two said problems simultaneously by the method well-
known from the scenario of Enron frauds, by the help of an 
SPE. This SPE was LJM1, by the help of which Enron could 
realize the profit originating from the said forward contracts 
and at the same time could conduct a hedging transaction to 
secure the price fluctuation of the Rythms shares.57

Enron provided LJM1 with the Enron shares involved in the 
forward contracts. The task of the newly formed LJM1, whose 
assets comprised mainly Enron shares, was to conclude a pur-
chase option for the collateral of the profit originating from the 
increase in the price of the Rythms shares.58

The terms of the purchase option concluded for the packet 
consisting of Rythms shares were favorable for Enron, as LJM1 
assumed an obligation to by the Rythms shares at USD 56 each 
upon expiration of the deadline stipulated, regardless of their 
actual price on the stock exchange. Through this agreement 
Enron ensured a substantial part of the huge profit made on the 
Rythms transaction.59
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A closer examination reveals that this hedging transaction 
showed serious weaknesses. LJM1 was not well-capitalized 
enough to bear the risks deriving from the transaction. As the 
assets of LJM1 consisted of Enron shares, in the case of an in-
cidental fall in their price it might not have had the necessary 
wealth to perform the assumed obligation. In the case of the 
price of Enron and Rythms shares both falling, Enron could have 
been at best partly hedged by this purchase option. 

Neither could this option hedge further profits on the price 
of Rythms shares as it was concluded for a pre-determined fixed 
price. Enron and LJM1 concluded further hedging transactions 
with each other to cope with the situation, though with a mod-
est success. Finally, in the first half of 2000, upon the expiry of 
the agreement entered into with Rythms Netconnection for hold-
ing the shares, Enron disposed of the Rythms shares, the price of 
which was decreasing.60

After this, Enron did not need the hedging transactions any 
longer. In the course of their termination Andrew Fastow and 
other Enron employees obtained substantial profits through 
their interests.61

c) LJM2 and Raptor transactions
The SPE called LJM2 was established on 11 October 1999 upon 
the advice of Andrew Fastow. The act was based on the unani-
mous resolution of the board, by which it actually declared that 
Fastow’s participation in the operation of LJM2 did not jeop-
ardize the interests of Enron.62

The operation of LJM2 was based on the scheme we have al-
ready become familiar with – in the sphere of operation of JEDI 
and LJM1. The external investors of LJM2 were mainly eco-
nomic organizations but the actual direction was in the hands 
of Fastow, who was aware of the internal affairs of Enron and 
LJM2. The two entities could manage more efficient business 
mechanisms through his direction than they could have if they 
had been entirely independent business partners. 

The financial transactions tied to LJM2 – reprehensible in 
several cases from a legal point of view – are the so called 
“Raptor” transactions. “Raptor” enterprises mean legal entities 
which were created and operated by LJM2 for arranging these 
financial transactions. Knowing the fraudulent transactions of 
JEDI and LJM1, it is no surprise that three out of the four 
Raptors were established by a capital contribution comprising 
Enron shares.63

Raptor I – The first such Raptor company was an enterprise 
established on 18 April 2000 under the name Talon. The two 
parties to the foundation were LJM2, which effected a USD 30 
million cash contribution and Enron, which contributed to the 
foundation with USD 1,000 in cash and other obligations – 
mainly shares – worth USD 50 million. Talon was used by Enron 
for concluding hedging transactions – according to the scheme 
already described.64

The problem was that Talon assumed the obligation to pay 
USD 41 million in cash to LJM2, which may have been the 
consequence of an oral agreement between Enron and LJM2. 
The problem was caused by the fact that – as we have seen at 
the foundation – Talon did not have such an amount in cash. So 

it had to get hold of money to be able to pay LJM2. In the end 
the cash was raised by selling a purchase option pertaining to 
Enron shares for USD 41 million to Enron. Thus, what actually 
happened was that Enron paid Talon to enable it to pay LJM2.65

Raptor II and IV – Transactions which became known as Rap-
tor II and IV – like the hedging transactions of Enron and Talon 
– were based on a total return swap. The essence of a total return 
swap is easy to understand, the parties promise to pay each 
other depending on the quoted value of an investment. Taking 
the Enron–Talon model as an example, such a collateral agree-
ment looked like as follows: the total return swap concerned 
the shares under the ownership of Enron. If their price had 
increased, Enron would have had to pay cash to Talon, in the op-
posite case Talon would have been obliged to pay Enron. Trans-
actions Raptor II and IV followed this procedure. Enron wanted 
to ensure the value of its investments.66

However, these agreements were ungrounded in practice, 
taken into consideration the actual amounts of capital Raptors 
had. Enron arranged transactions Raptor I, II and IV with com-
panies whose assets mainly consisted of Enron shares. In this 
case, the possibility of a simultaneous fall in the quoted value 
of investments had by Enron and the quoted value of the Enron 
shares had to be taken into account. In such a case, neither 
Talon, nor other Raptor companies would have had sufficient 
amount of assets to satisfy the well-grounded claim of Enron. 
Their liquidity decisively depended on the quoted value of En-
ron shares.67

Raptor III – This transaction, as a hedging transaction was 
even shakier than the former ones were. Enron created Raptor 
III to cover the risks originating from the fluctuation of the 
quoted value of one of its major investments by a total return 
swap concluded with it. This investment was a substantial hold-
ing in The New Power Company (TNPC).68

However, the assets of Raptor III mainly comprised TNPC 
shares, meaning that if the quoted value of TNPC shares de-
clined, the value Raptor III assets inevitably declined too. This 
may have entailed the consequence that Raptor III could not 
perform its obligation under the total return swap either.69

Good luck avoided Enron and in order to ground the liquid-
ity of the Raptors unable to pay, it needed to create several al-
most “byzantine” financial structures lacking transparency in 
the hope of the Raptors’ economic situation changing for the 
better. However, this never happened.

4. ConClusion

In conclusion in can be claimed that the wide-spread use of 
SPEs made SPEs one of the acknowledged fundamental insti-
tutions of international company law. Nevertheless, the use of 
SPEs allows for a wide scope of possible interpretations both 
for its creators and those applying the law, including in partic-
ular tax authorities and authorities regulating accounting and 
financial reports.
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Associate professor
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Annotation. The article is devoted to the analysis of modern trends in 
the development of the international market of educational services, 
which is an important and actively developing branch of the world 
economy and the place on it of Ukraine. The international market for 
educational services is characterized by increased competition, along 
with traditional leaders, a number of countries are pursuing an active 
policy to promote their own interests in this field. The article examines 
the factors that influence the changing positions of different countries 
in the world market of higher education, the current problems of inter-
national education.
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The main motivation to export educational services is to obtain 
significant funds and develop the economy. Education in the 
XXI century is becoming one of the fastest growing sectors of 
world trade in services. The Organization for Economic Coop-
eration and Development (OECD) estimates that around 140 
million students are currently enrolled in 36,000 institutions 
of higher education. The international market of viscous in-
dustries is close to 100 billion dollar. According to UNESCO, 
in the world market for educational services, there are higher 
education institutions (HEIs) in more than 140 countries. Ac-
cording to statistics, a foreign student spends about one-fifth of 
his own expenses in the country of study, and four-fifths – for 
accommodation, meals, entertainment, etc.

Experts predict that in 10 years the number of students will 
double, largely as a result of the increase in the number of those 
who receive higher education in Asia and Europe. Under the 
influence of globalization processes, the number of students 
choosing to study outside their own country continues to grow; 
the report of the Organization for Economic Cooperation and 
Development (OECD) Education at a Glance 2012 shows that 
between 2000 and 2010, the number of foreigners entering 
universities outside their own country increased by 99% – from 
2.1 to 4, 1 million people [6]. By 2025, according to the UN-
ESCO forecast, the number of foreign students will reach 7.2 
million. [8, p. 10].

If we talk in more detail about the volumes of the educa-
tion market, then the assessments of specialists from differ-
ent organizations are significantly different. According to the 
estimates of the World Trade Organization (WTO), the world 
market for education is 50-60 billion US dollars, while OECD 
experts believe that its size is 2 times inferior to the WTO esti-
mates and equal to 30 billion dollars. Despite this, there is no 

doubt about the huge size of this market, and its growth rates 
are also quite large. Evidence of this process is the statistics of 
the dynamics of the number of foreign students studying out-
side their countries.

The main segments of the world market of educational ser-
vices are services in the field of primary, secondary and higher 
education, adult education services and other educational ser-
vices not included in other segments. In accordance with the 
provisions of the GATS, the sale of educational services is car-
ried out in four ways, including [7]:

1.  “Consumption abroad.” Assumes the transfer of the con-
sumer to the country where the service is made. In the 
case of educational services, this is the acquisition of ed-
ucation by persons on the territory of a foreign country. 
This method is most common in the world market of edu-
cational services.

2.  “Transboundary” way. In this case, the border is crossed 
only by the service itself, and the consumer and producer at 
that moment are on the territory of different states. In the 
case of education, this is the acquisition of distance educa-
tion. This way of supplying services became possible as a 
result of the development of communication technologies.

3.  “Commercial presence”. Organization of the service pro-
vider of the country’s commercial presence on the territory 
of the other, where the service is to be provided. For exam-
ple, there are the establishments of branches, representa-
tive offices in the territory of other states. This method is 
becoming more attractive for exporting countries, since it 
allows to cover those groups of foreign citizens who do not 
have the opportunity to go abroad for education. For ex-
ample, since 2006 the number of branches of campuses of 
foreign universities in the world has increased by 43% [8].

4.  “Presence of natural persons” implies the movement of 
individuals from the territory of one state to the territory 
of another for the provision of services. In terms of educa-
tional services, this is the mobility of teachers for working 
abroad.

The increase in export of educational services became one 
of the priority directions of foreign economic policy in many 
countries. A number of reasons can explain the growing in-
terest of countries in the development of this segment of the 
world market of services.

First, the training of foreign citizens in the country’s higher 
education institutions is now bringing ever-greater economic 
benefits in the form of tuition fees, accommodation, food, 
transportation, entertainment, etc. For example, education was 
the third largest export item in Australia in 2008, the fifth item 
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in the US and Great Britain [9]. In 2008, the income from the 
training of foreign nationals in Australia was 12.6 billion USD 
[9], it was 20 billion USD in the United States [10], and 14.1 
billion pounds in Great Britain [5].

Leaders in the world trade in educational services are the 
countries of North America, Western Europe and some Asian 
countries. Almost 60% of the total number of foreign citizens 
receiving education abroad is in the United States (19.6%), 
Great Britain (11%), Australia (7.6%), France (7.4%), Germany 
(6%), Japan (4%), and Russia (4%) [8, p. 194]. Despite the fact 
that the list of countries leading in the world trade of educa-
tional services remained virtually unchanged over the past dec-
ades, there is a tendency to reduce their market share. For ex-
ample, , the US share decreased by 1.6%, the United Kingdom 
by 1%, Germany by 3.4%, France by 2.6% compared to 2006. 
At the same time, new regional leaders are emerging as leaders 
in training foreign citizens: the PRC (1.8%), the Republic of 
Korea (1.5%), Malaysia (1.2%) and Singapore (1.2%) [8, p.196].

Almost 30% of all foreign students traveling abroad, account-
ed for only 4 countries: PRC (15.1%), the Republic of Korea 
(3.7%), India (5.8%), Germany (2.7%) [8, p. 204]. The special-
ties students choose for study abroad are business and man-
agement (23%), engineering (14%), humanities and arts (14%), 
social sciences and law (13%) [6].

Secondly, educational institutions strive to ensure the qual-
ity of education in the struggle to attract foreign students in 
accordance with international requirements. Inclusion of in-
ternational components in the educational process inevitably 
leads to the reform in the system of training specialists and to 
increasing the competitiveness of an educational institution in 
the international educational space.

Thirdly, the training of personnel for foreign countries is be-
coming increasingly important in terms of spreading by the 
state of its achievements in the field of science and technology, 
language, values   and culture, which influence the formation of 
the image and the country’s position in the world community 
in one way or another. In addition, foreign students are also be-
coming an important source of population growth, a means of 
improving the demographic situation and the labor potential 
of the country. Thus, conducting an active immigration policy, 
the USA, Canada, Australia and a number of European coun-
tries receive about 1 million highly qualified specialists from 
among foreign citizens who have studied at universities of these 
countries during the year [6].

Globalization processes and market transformations change 
the demand structure in the labor market and cause new in-
quiries from consumers of educational services. Educational 
services, as products within the global market, have differ-
ent qualitative and cost characteristics from elite to low qual-
ity. Knowledge received by consumers of educational services 
during their life forms new qualities of people, through which 
they, form different intellectual classes of a new society in the 
conditions of an innovative economy, in particular, a class of 
intellectuals. Ensuring the possibility of higher education for 
all segments of the population means confronting the social 
inequality, which is deeply rooted in history, culture and eco-

nomic structure, and affects the ability of a person to compete. 
Geography, the unequal distribution of wealth and resources 
objectively determine the existence of groups of people with 
limited access to the global market. The growth of competi-
tion in the global market of educational services in the field of 
attracting foreign students has an economic basis: the cost of 
studying at universities for foreign students is higher than the 
cost of providing similar services to students in the country of 
the higher education institution.

In the context of globalization, the influence of the external 
environment and international competition on the transfor-
mation of national systems of higher education increased sig-
nificantly; the determinants of development are changing; and 
the dominant components of higher education in the global 
market determine the priorities of the transformation of edu-
cation systems in their totality in the context of ensuring their 
international competitiveness.

The main factors determining the choice of participants in 
the educational process of a particular higher education insti-
tution abroad are the language of instruction, the quality of 
higher education programs, the cost of training and immigra-
tion policies in the country; the same factors determine the 
level of competitiveness for exports of higher education ser-
vices. In addition, the growth in the demand for international 
education is due to the economic and scientific expediency that 
consumers use services: in the long run, this can guarantee 
higher wages and better conditions for employment both in 
the domestic and foreign labor markets.

According to the Ministry of Education and Science of 
Ukraine, 63 thousand students from 146 countries of the world 
are studying in Ukraine. The share of Ukraine in the inter-
national education market by the number of foreign students 
is 1.5%. The amount of Ukrainian higher education services 
exports are given in Table 1. Ukrainian universities have suf-
ficient potential to compete for the market share of educational 
services. In recent years, the number of foreign students in-
creased significantly (Table 2). Foreign students education are 
attracted in Ukrainian by the relatively low studying and living 
cost, the fundamental nature of certain education areas (our 
physical, mathematical and chemical schools are recognized 
throughout the world) and the reputation of leading Ukrainian 
universities, which was preserved for many years.

As of the beginning of 2015/2016, the number of foreign stu-
dents in Ukraine is 63,391. Of these, 165 persons are enrolled 
in the first and second levels of higher education (bachelor and 
master) and 63,226 people are enrolled in the third and the 
academic year (Doctor of Philosophy and doctorate). The uni-
versities of Kharkiv, Kyiv, Odessa and Lviv are the leaders by 
number of foreign students.

Most foreign students studying in Ukraine are from Asia. The 
geography of students from Africa is not so diverse; however, 
their number is also relatively significant. A very small percent-
age are citizens from the countries of the European Union. The 
total number of such students barely exceeds the mark of 50. 
Table 3 shows the number of students from different countries 
in Ukrainian universities.



29

Economics & Working Capital

Year 2018. 1-2. issues

We cannot conclude that the demand for higher education 
services by foreigners is growing. Along with the decrease in 
the demand of foreigners for educational services of Ukrainian 
universities, an increase in the demand of Ukrainians for for-
eign education is observed. The dynamics of the departure of 
Ukrainian students abroad for the past five years has increased 
by 41.44% on average. The largest growth occurred to such 
countries as Poland (almost 4.5 times), Canada, Italy, Spain, 
Austria, Great Britain, and Slovakia (1.5 to 2.5 times). At the 
same time, there is a decrease in the outflow of Ukrainians to 
some countries, for example: the USA, Hungary, Sweden, Lat-
via, Moldova, and Belarus (from 10 to 45%). Regarding the 
structure of the most popular countries to which Ukrainians go 
to study, statistics shows that Poland (32%) and Germany (20%) 
were the leaders over the past five years. All other countries 
distributed the amount of Ukrainian higher education gradu-
ates roughly from 2 to 5%. The number of Ukrainian students 
which are studying only in European countries increased by a 
third over the last five years.

For Ukrainian higher education, the increasing export of ed-
ucational services is beneficial, firstly, from an economic point 
of view, as the training of specialists for foreign countries is 
one of the most profitable items of income, especially in the 
context of poor financing of education. Secondly, the desire 
to attract foreign students prompts Ukrainian HEIs for edu-
cational activities, taking into account world standards of qual-
ity for education and training directions. With its significant 
export potential, especially in the field of higher professional 
education, Ukraine currently does not fully realize it, because 
our country accounts for about 1.5% of the total number of for-
eign students studying in the world. In the 2014/2015 academ-
ic year, 63,172 foreign students studied in Ukraine. However, 
according to experts, Ukrainian educational institutions have a 
much greater potential for providing educational services and 
can train about 500,000 foreign students [4, p. 213].

In order to assess the competitive advantages or disadvan-
tages of Ukrainian education adequately, it is necessary first 
to analyze the requirements of the global market. Monitoring 
of the students’ preferences shows that business education is 

valued above all in the international market. Almost 20% of 
students study technical and engineering sciences and the 
most popular ones is information technology. Approximately 
the same number of students choose natural sciences. Medi-
cine closes the list of preferences – 4-5%. In Ukraine, foreign 
students often choose medical and technical specialties, as well 
as double-diploma education programs for higher education 
according to international standard.

Informal education that should prepare people for rapid 
change is an important promising segment of the education-
al services export in Ukraine that will expand the export of 
educational services. This is a long-term concept of lifelong 
learning in Europe through training, seminars, etc. The de-
velopment of e-learning and distance learning in the current 
conditions of intensive growth of the global Internet network is 
an important direction in expanding the scope of educational 
services in space and time. On-line education, which concept 
corresponds to the “life-long learning” paradigm, is the form 
of educational service offered by innovative universities. Over 
the past ten years, this area is undergone a significant trans-
formation and is characterized by the formation of a global 
market for on-line educational services under the influence of 
technological developments and the development of Internet 
resources at the present stage.

The main preconditions for the emergence of open online 
training in developed countries is the massive demand for edu-
cation throughout life; the desire of people to study accord-
ing to individual curricula that do not fit into formal education 
programs; a constant rise in prices for formal education that 
cannot be adequately financed from state budgets; the desire of 
market participants for educational services to find an effective 
tool for attracting more students. The globalization of higher 
education implies that a higher education student can receive 
it in higher education institutions, both domestic and foreign 
(at home at branches and with the help of distance education). 
That is why taking into account the fact that the student ac-
quires cross-border education mainly for his own money or the 
funds he attracts, the important characteristic of the “inclu-
sion” of the country in the global educational space is the cash 

Table 1: Amount of export and import of Ukrainian services in the field of education (according to the State 
Classifier of Ukraine DK 012-97 “Classification of Foreign Economic Activities”) during 2000-2014, ths. USD

Year Education services, total services in the field of higher education
Export Imports Balance Export Imports Balance

2000 18540.5 3229.9 15310.6 17614.8 845.5 16769.3 
2005 36030.7 4043.9 31986.8 31664.1 292.0 31372.2 
2010 49198.0 6612.5 42585.5 44692.5 329.1 44363.4 
2014 60540.4 9890.8 50649.6 55943.3 521.3 55421.9 

Table 2: Number of foreign students studying in Ukraine
Academic year Number of foreign students

2012/2013 61.4 thousand persons
2013/2014 70 thousand persons
2014/2015 63 thousand persons
2015/2016 more than 63 thousand persons
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flow from the export and import of educational services. At the 
same time, Ukraine does not look competitive enough on the 
market for providing higher education services. There is no full 
awareness that higher education can no longer be limited to 
the training of specialists for the local or national labor market. 
In fact, for the students, the whole world is open, and hence the 
need to ensure their competitiveness becomes a strategic goal 
for all universities

Online education should play an important role in raising 
the academic level of Ukrainian teachers, monitoring their 
global trends in education, their integration into the interna-
tional scientific community and the expansion of international 
contacts. Online education is one of the tools for implementing 
the globalization processes of the transformation of higher ed-
ucation in Ukraine, which in the long run can ensure its com-
petitiveness in the international educational space.

In the context of global processes of internationalization 
of education one of the promising directions of development 
of the sphere of higher education in Ukraine is the orienta-
tion towards the formation and effective implementation of 
export potential and on its basis further integration into the 
world educational space. The expansion of internationaliza-
tion is facilitated by the exchange of students (the attraction 
of foreign students to the national educational space) and 
teachers, the franchising of educational services (the crea-
tion of foreign branches of higher educational institutions 
with the right to use its educational programs, technologies 
and issuing its diplomas), the export of educational tech-
nologies (meeting the needs of foreign consumers in edu-
cational services on a commercial basis by the subject of the 
national system of higher education), increasing the prestige 
of international exchange of knowledge through visits by 
representatives of universities internationally days of confer-
ences, symposiums, seminars etc.

The status of educational services’ export in each country is 
determined by the following factors:

• the prevalence of the language of instruction;
• economic and cultural attractiveness of the state;
• the authority of the country on the international level;
• the level of development of the national education system;
• the reputation of the university;
• the cost of studying and living;
• the flexibility of educational programs;
• level of support and support of foreign students;
• geopolitical, trade-economic, cultural-historical ties be-

tween the exporting country and the importing country;
• the level of advancement of national educational institutes 

in the global space.
As noted above, the world market for educational services 

has a significant financial content and, for a number of coun-
tries, the revenue from its operation is an important part of 
GDP, an increase in the export of Ukrainian educational ser-
vices at this stage of the national economy development is a 
vital and promising direction for attracting additional finan-
cial resources in the educational sphere. Access to education, 
a wide range of educational services, a powerful intellectu-
al resource and a high scientific and pedagogical potential 
should become the main competitive advantages of Ukrain-
ian universities.

To increase the volume of exports of higher education ser-
vices, it is useful to adapt international experience in the field 
of internationalization, informatization and mass education of 
higher education to the conditions of using the intellectual po-
tential of Ukrainian universities. The quality of the intellectual 
potential of the university, as well as any higher educational 
institution, will be determined by the level of technology for 
the transfer of new knowledge in the global educational space. 
The quality of students’ training and their ability to carry out 

Table 3: Geographical structure of the foreign students contingent in Ukraine, 2016
Asia Africa Europe

country Number of students country Number of 
students

country Number of stu-
dents

Turkmenistan more than 
14 100 Nigeria 3600 Great Britain and North-

ern Ireland 42

Azerbaijan 7600 Morocco 1500 France 8
Iraq 3600 Gambia 1500 Denmark 4
India 3500 Ireland 2
China 2300
Uzbekistan 2100
Jordan 1800
Moldova 1700
Georgia 1500
Israel 690
Tajikistan 422
Kazakhstan 350
Vietnam 348
South Korea 60 persons
Kyrgyzstan 30 persons
Japan 13 persons
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scientific research and effective innovation in future practical 
work is transformed into new qualities of staff, scientific results 
and innovative projects.

Conclusions. For Ukrainian higher education, expanding 
exports of educational services is beneficial, firstly, from an 
economic point of view: the training of specialists for foreign 
countries becomes one of the most profitable items of income, 
especially in the context of poor financing of education. Sec-
ondly, in terms of improving the quality of education: the de-
sire to attract foreign students encourages Ukrainian universi-
ties to form a system of training specialists, taking into account 
the requirements of the world labor market to the quality of 
education and training.
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AbstRACt

The article deals with the theoretical aspects of determining the place 
and role of the corporate security category in modern concepts of the 
firm’s theory. The interrelation of concepts “firm” and “corporation” 
is grounded, the general classification of existing theories of the firm is 
presented, the essence of the firm from a position of the different theories 
is considered. A system-integration approach is proposed in the study of 
this category. The importance of considering security as a component of 
the financial architecture of the company is emphasized.

Key words: security, corporation, theory of the firm, corporate theo-
ry, financial architecture, system integration theory of the firm.

intRoduCtion

The importance of considering the security problem in the 
concept of the company’s financial architecture in modern 
conditions is derived from the change in approaches to un-
derstanding the nature of corporate finance and an increasing 
role of the system integration approach in scientific research 
of the firm’s theory. The concept of financial architecture, first 
proposed in 1999 by S. Myers [1], is based on the system in-
tegration approach to assessing the company’s performance. 
Myers defines the financial architecture of the company as a 
combination of its financial characteristics, such as the form of 
ownership, the legal form of business organization, incentives, 
sources of financing and risk allocation mechanisms.

In modern conditions, the study of the difficulties and prob-
lems, threats and risks that accompany the activities of enter-
prises, is one of the general lines of development of the firm’s 
theory. In this regard, the security problem gradually takes an 
adequate place in the theory of the firm, but it requires the 
modernization of the methodological basis for its study in line 
with modern advances in the institutional and evolutionary 
economy.

MAteRiAl And Methods

A considerable number of publications have been devoted 
to the problems of the theory of the firm, but they have not 
paid enough attention to corporate security problems. Ter-
minological diversity in corporation concept as a subject of 
modern economics has been reflected through the prism 
of the evolution of approaches to the firm’s theory in differ-
ent interpretation of the corporation, the firm, the organi-
zation and the enterprise in the works of G.Kleiner [12,13], 
D.Pletnev [6,7], L.Saakova [9], R.Gibadulin, I.Mardanova [10], 
S.Polonsky [16,17]. Questions concerning the terminology 
of the corporate financial architecture proposed by S. Myers 

[1] found their reflection in the publications I.Ivashkovskaya, 
A.Stepanova, M.Kokoreva [2], N.Gortseva [3]. The works of 
these authors are devoted to determining the essence and 
components of the financial architecture, its impact on the ef-
ficiency of the company’s activities, as well as the features of 
the formation of a financial architecture for groups of com-
panies with cross financing within the group. The problem of 
security in the theories of the firm is investigated in the works 
of M. Korolyov, V. Tambovtsev. The analysis of the literature 
studied allows us to conclude that there is insufficient research 
into the problems of corporate security as an organic compo-
nent of the theory of the firm.

The purpose of this publication is to outline the empirical 
reasoning of the need and role of researching security problem 
as an organic component of the company’s financial architec-
ture. The main methods that are used for reaching the goal 
were synthesis, detailing, logical generalization, comparison, 
analogy and structural-logical method.

Results And disCussion

An important milestone in the development of the entire 
problem field of corporate finance was the concept of the 
company’s financial architecture. For the first time, the term 
“corporate financial architecture” and the problems associ-
ated with it were voiced in the opening speech of S. Myers at 
the conference of the European Association of Financial Man-
agement and Marketing (EFMA) in Lisbon in June 1998. Fi-
nancial architecture, according to C. Myers, means the entire 
“financial design of the business, covering the property (con-
centrated or dispersed), the organizational and legal form, 
incentives, ways of financing and distributing risks between 
investors” [Myers, 1999]. Whereas risk is a necessary and in-
dispensable attribute of entrepreneurship, security is also an 
organic part of the corporate finance theory. However, the de-
velopment of theoretical ideas about the security of a firm di-
rectly depends on progress in understanding the nature, func-
tions, structure and evolution of this economic institution [4, 
p.54]. The main problem is that “disputes about the structure 
and functions of the firm have been going on for many years 
and it is hardly possible to talk about the formation of any sin-
gle theory” [5, p.85].

When considering the nature of the firm, it is necessary to 
investigate the relationship between the concepts of “firm” and 
“corporation”. The most relevant in this case is the research of 
those areas of the firm’s theory, which are applicable namely to 
the corporation. Everyone knows corporate scandals with such 

Security in modern theory of the firm 
and the concept of the company’s 
financial architecture
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companies as Enron, WorldCom, Arthur Andersen, etc., which 
have exposed the existing gaps both in the theory, corporate 
legislation and the whole system of corporate relations.

It should be noted that the present stage of development of 
economic science is characterized by a partial merger of the 
concepts “firm”, “enterprise”, “organization” and “corpora-
tion”. The use of this or that term is largely depends not to dif-
ferences in the object of research, but to the author’s belonging 
to one or another scientific school. Thus, the “political econ-
omists” use the term “firm”, representatives of the economic 
and mathematical direction use “enterprise”, researchers of 
the management theory – “organization”, and those who study 
problems of corporate governance and corporate finance – “ 
corporation “[6, p.98].

At the same time, D.Pletnev in his publications [6, 7] delimits 
the investigated concepts. The scientist believes that it is ap-
propriate to talk about a firm where it is a subject of market 
interaction, decision-making about prices, volumes of sales, as-
sortment. The term “enterprise” should be used in relation to 
the business unit that produces goods and services. The term 
“organization” is most accurately describing the interaction of 
individuals in a hierarchical controlled system. When we con-
sider an institutionally independent business unit, consisting of 
a multitude of interacting individuals and making independ-
ent decisions capable of evolutionary development, it will be 
more proper to use the term “corporation” [6, p. 100].

Simultaneously the phrase “theory of the firm” is widely used, 
mainly in relation to the corporation. In fact, the problematics 
of the studies of most theories concern precisely the firm as a 
corporation: the “principal agent”, the distribution of property 
rights, the structure of capital, dividend policy, and so on. A key 
feature of a corporation as a firm is the delineation of the func-
tions of the owner (shareholder) and the manager. Sharehold-
ers, unlike the traditionally understood owner of a company (in 
the tradition of classical economic theory) are separated from 
the management of their property. Therefore, there is a contra-
diction between the managing corporation (top management) 
and its owners (shareholders). Therefore, most economic theo-
ries, especially institutional ones, are applicable namely to the 
corporation, and not to the firm as a system for converting the 
initial resources into finished products.

The beginning of the formation of the firm’s security theory 
rightfully belongs to the period of the monograph publica-
tion “Risk, Uncertainty and Profit” published by the American 
economist F. Nayt in 1921. In his work, the author had distin-
guished the main categories of security – the concepts “risk” 
and “uncertainty “. The system connection of the firm and risk 
was further justified by J. Schumpeter. Risk in Schumpeter’s in-
terpretation is an indispensable attribute of entrepreneurship 
and a key condition for making a profit, although he rightfully 
didn’t associate the profit with a kind of peculiar risk premium 
[4, p.54]. The fruitful ideas of F. Knight and J. Schumpeter 
remained on the periphery of microeconomic research for a 
long time due to the dominance of the neoclassical paradigm.

Gradually, with the evolution of economic theory, a look 
on the firm as a participant in market relations had been also 

changing. Theories of the firm were replenished and updated 
along with the development of economic science and economic 
theory as a whole. A diverse spectrum of company theories had 
appeared, each of them had been trying to explain the nature 
of the firm from its position.

Many scientists attempted to classify clearly the company’s 
theories in modern economic literature. It is pertinent to sin-
gle out the studies of E.Popov [8], L.Saakova [9], R.Gibadulin, 
I.Mardanova [10], who summarized the theoretical approaches 
and compared them. I. Blank [11] also considers models of the 
target function of the enterprise through the prism of modern 
concepts of the theory of the firm. Kleiner carried out a pro-
found and valid criticism of the existing concepts of the theory 
of the firm in his papers [12, 13].

In general, theories explaining the nature of the firm are 
usually divided into two groups: fundamental and applied. 
Fundamental theories in turn are also divided into two groups 
– institutional and alternative. Applied theories consider sepa-
rate functional directions of the company’s development (mar-
keting, finance, manufacturing, organization of management 
and entrepreneurship).

Existing classification allowed distinguishing certain weighty 
theories from the point of view of formation of the target indi-
cator of the firm’s activity. Herewith for each chosen theory is 
characteristic of its own vision of essence of the enterprise. The 
results of the author’s study are given in Table 1.

As can be seen from the data in the table, the target security 
indicator of the firm is not separately identified in any theo-
ry. In fact, in economic theory, issues of security, survival, and 
profit maximization are considered together. This is justified by 
the fact that in business there is no profit without risk and there 
is no point in considering them separately from each other. It 
is considered that it would be foolish to call someone’s decision 
“profit-maximizing” if it increases the risk and uncertainty so 
much that the chances for survival become slim to none. The 
idea of   long-term profit assumes taking into consideration of 
all risks and losses.

Nevertheless, there is an urgent need to study security as 
a separate economic category. The evidence to it is the huge 
number of publications devoted to this topic.

In general, the analysis of economic literature allows us to 
conclude that, despite a deep empirical study of certain aspects 
of the theory of the firm, there is a multiplicity of ambiguous 
approaches in this issue. At the same time, there is an objective 
need to create a systematic vision of a company development 
strategy, which develops in conditions of high level of uncer-
tainty and risks of economic activity.

Investigating the essence of the security of a corporation can-
not be based only on one of the considered approaches of the 
firm’s theory and their symbiosis is required. In fact, the de-
velopment of scientific ideas about the security of a firm can 
be viewed as an evolutionary superposition of various research 
directions, partially overlapping, mutually adaptive, having 
comparative advantages in the field of methodology, but not 
providing a systematic understanding of this most complex 
phenomenon.
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In recent years, the system-integration theory of the firm 
(the founders – J. Kornai [21], G. Kleiner [12]) has received a 
special development (Table 1). The main aim for the develop-
ment of this direction is to solve the problem of integrating 
various approaches in the theory of the firm. Simultaneously 
they are viewed not as opposing, but as complementary, allow-
ing a multidimensional disclosure of the essence of the theory 
of the firm and its content within the framework of ensuring 
the safety of business processes. Therefore, it is advisable to 
carry out further research into the problem of corporate secu-
rity precisely from the point of view of the system-integration 
theory of the firm.

In this regard, as the basis for an integrated approach to 
assessing the effectiveness of the company, the concept of fi-
nancial architecture, first proposed in 1999 by S. Myers [1], 
was developed. The company’s architecture covers three key 
structures – capital, property and corporate governance. They 
exert a significant influence on investment risks, forming both 
unique risks of the company and its susceptibility to system-
atic (market) risks. The last two characteristics – the ownership 
structure and corporate governance – predetermine methods 
for reconciling the interests of various types of owners, the reg-
ulation of conflicts of interests between owners and manage-
ment. Apart from that, the risk of non-payment and increasing 
costs of financial instability directly depends on the structure of 
capital [2, p.14].

The application of the concept of financial architecture 
implies focusing on the “design of the company”, or on the 
dynamic nature of the processes taking place in the modern 
company. According to S. Myers [1], the study of the financial 
organization of the company, the methods used in it for adapt-
ing to changing conditions in a competitive environment and 
in the capital market acquires exceptional importance. There-
fore, a special role is assigned to financial architecture as a sys-
tem design, based on which it is possible to build an adequate 
balance of financial and intellectual capital. The construction 
of the financial architecture of the company should correspond 
to the task of creating value for all its strategic stakeholders 
(stakeholder value added, STVA) and avoidance of the stake-
holder risk leading to the loss of intellectual capital compo-
nents [2].

ConClusion

Understanding the characteristics of the company’s finan-
cial architecture is important for the further planning of its 
operations. One of the elements of such planning, for ex-
ample, may be forecasting the amount of cross financing be-
tween business units of a group of companies. The scheme of 
organization of financial flows based on cross financing and 
subsidization takes place in groups of companies with a suf-
ficiently high level of integration of subsidiaries and is typical 
for groups with a typical financial architecture.

Table 1. The objective function and the essence of an enterprise in the theories of the firm
An approach Basic methodology Purpose of the company The essence of the firm (enterprise)
1. Traditional (neoclassical) 
theory

Resource-technological 
approach, marginalism Maximizing the profit of a firm The system of converting the initial 

resources into final products.

2. Management theory  
(or managerial theory) Cognitology Maximizing sales and income

Incarnation of the firm and 
management personnel, who makes a 
decision on behalf of their firm, based 
on personal benefits (factors of benefit 
for managers – salary, prestige, market 

share, stability of the post held).

3. Theory of transaction costs Neoinstitutionalism Minimization of transaction 
costs of the firm.

The system of a complex network of 
commercial contracts, which is designed 

to act as the main subject of saving 
transaction costs.

4. Behavioral theory (or the 
theory of multiple goals)

Behaviorism, 
conflictology

Harmonization of interests of 
the firm and stakeholders.

The collective of individuals with 
different motives and preferences.

5. Entrepreneurial theory Cognitology

Organization of the production 
process (“new connection of 

resources”) to meet the available 
needs or needs created with the 

help of the entrepreneur; achiev-
ing the desired level.

Scope of the entrepreneurial initiative 
and available resources.

6. Evolutionary theory Evolutionism (biological 
evolutionary theory) Sustainable development

Dual object: on the one hand – a 
member of the business community, 

which is exposed to all the 
consequences of the evolution of 

this society, and on the other hand 
– the object has its own traditions in 

determining the directions of activity, 
the volumes and proportions of the 

factors of production involved for this.

7. System- Integration theory System analysis
Ensuring the existence, security 
and stable development of the 

enterprise itself.

A relatively stable, integral and environ-
mentally independent socio-economic 
system that integrates the processes of 
production (sales) of products and the 
reproduction of resources; matrix sys-
tem, including processes and events.

Note: * – data is formed based on materials of author’s research.
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The most important perspective areas for the development 
of security issues and financial architecture of companies can be 
directed to the research of companies operating in developed 
markets, where types of financial architecture are more diverse 
and interesting from the point of view of strategic effectiveness. 
Including security into the components of firm’s financial ar-
chitecture will enable to include into consideration such impor-
tant and rash issues as cybersecurity, protection from raiding, 
reliability of the counterparty and other issues that somehow 
affect the financial stability of a company.

Nina Poyda-Nosyk
PhD, professor of Finance and Banking Department, Uzhhorod 

National University
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Annotation. The article substantiates that food security is one 
of the main indicators of socio-economic development of the 
country. The study suggests that food security is the state of the 
national economy and the agro-industrial complex in which, 
regardless of the influence of various internal and external fac-
tors, the satisfaction of the population’s needs for food con-
sumption with rational consumption norms is guaranteed, and 
the food independence of the country is ensured. On the basis 
of the Global Food Security Index, negative trends in the level 
of food security in Ukraine in 2014-2016 are identified. The 
most important factors influencing the level of food security in 
Ukraine are grouped and characterized by author. The main 
tasks for the formation of a satisfactory level of food security 
are identified, among which are as follows: the technological 
modernization of agriculture, food industry and agribusiness 
production services; the formation of the personnel potential, 
able to develop and implement innovations; the restoration of 
agricultural production in abandoned agricultural lands; the 
creation of modern social infrastructure of rural areas. Accord-
ing to the proposed measures, a conceptual model of the mech-
anism for ensuring food security in Ukraine was developed.

Key words: agro-food sphere, security, threats, protection, the 
mechanism for ensuring food security, food products, the level 
of food security. 

Setting of a problem. At the present stage of the development 
of society, the problem of ensuring food security is becoming 
increasingly important. Moreover, it is considered one of the 
key problems of a global nature. Therefore, its solution is an 
important condition for creating an atmosphere of stability and 
prosperity both in the world as a whole and in each country in 
particular. In just the last decade alone, the following changes 
have occurred in the sphere of food consumption: about 140 
million people who are below the poverty line do not have the 
opportunity to be provided with food products in a volume that 
corresponds to physiological consumption norms [21].

In Ukraine, in 2016, food consumption, as compared to 
similar indicators of the late 1980s, declined as follows. Con-
sumption of fish and fish products declined by 3,3 times, con-
sumption of milk and dairy products declined by more than 
1,2 times, consumption of meat and meat products, eggs, 
sugar, fruits and berries declined almost 80%, and finally, 
consumption of vegetable oil and vegetables declined by 27%. 
At the same time, consumption of bread, bread products and 
potatoes has increased. According to various estimates, the 
daily energy content of the diet of a resident of Ukraine has 
significantly decreased compared to 1990 from 3420 kcal to 
2460-2100 kcal. The same situation is observed in the post-
Soviet countries [21, 22].

Radical liberalization of the Ukrainian economy in 1991-
1992 and the subsequent dismantling of managerial, financial, 
credit, price, tax and other systems have led to an aggrava-
tion of the old and the emergence of new problems. At the 
same time, radical reforms accompanied a decline in agro-food 
production and a reduction in real incomes of the population. 
As a result, there was a significant disparity in prices for agri-
cultural products and industrial inputs, the problem of food 
security in Ukraine as a whole, and its regions, in particular, 
worsened. The described problem is international, in former 
socialist countries {25, 26, 27}, what’s more in China too {28}, 
manly on financial path, inherently by bank and credit policy. 

The need to develop a food security strategy is the absence of 
a food security system that has been purposefully created and 
developed by the subjects of state and local government, eco-
nomic entities of all spheres and subsystems that ensure food 
security at the national, regional and local scales. 

Awareness of the real state and the need to ensure food securi-
ty leads to the conclusion that the chaotic and uncontrolled state 
of subsystems for ensuring food security, which are function-
ally, organizationally, resourcefully and technologically related, 
should be replaced by a corresponding system of food security 
of the country and regions that would include regional and local 
authorities together with the commodity producers and scien-
tific sphere, financial business and agrarian business entities.

Analysis of recent researches and publications. Despite the 
fact that the problem of ensuring an adequate level of food se-
curity, including the various theoretical aspects of its definition 
and measurement in the context of globalization challenges, 
has been sufficiently specified in the scientific works of leading 
economists, specialists in management theory and practition-
ers of the agro-food sector, we have to state that some aspects 
of this problem still remain controversial. This concerns first 
of all the definition of the essence of the phenomenon of food 
security, the legislative regulation of food security issues and 
the diagnosis of the level of food security.

The etymology of the term “food security” makes it possible 
to determine its introduction into practice in 1974 at the World 
Food Conference, organized by the Food and Agriculture Or-
ganization of the United Nations (FAO), held in Rome after 
the steep rise in world grain prices. However, the essence of 
this category was determined in 1996 in the Rome Declara-
tion on World Food Security, where it is noted that food secu-
rity, at the individual, household, national, regional and global 
levels is achieved when all people, at all times, have physical 
and economic access to sufficient, safe and nutritious food to 
meet their dietary needs and food preferences for an active and 
healthy life” [11].

Specific features of ensuring 
food security in Ukraine
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The study of the problem of food security has its origins 
in the early 20th century. In particular, Kondratiev N., Chay-
anov A. and Bukharin N. [15]  in the 60s of the 20th centu-
ry pointed out the relationship between consumption and 
production of agro-food products [16]. The establishment 
of optimal proportions between production and consump-
tion was further investigated in the scientific works of Bil-
ous O.H. [19], Vlasov V.I. [19], Yeszhanova Zh.Zh. [15] and  
Zerkalov D.V. [15]. A significant contribution to solving the 
problem of ensuring food security was made by such famous 
Ukrainian and foreign scientists as: Pruntseva H.ń. [18], Sa-
bluk P.T. [19], Sidnieva Zh.K. [20], Tarakhov P.V. [21], Tryn’ko 
R.ń. [22], Uskova T.V. [23], Tsarenko O.ń. [24], Shcherban’ 
V.M. [24] and many others.

Currently, the area of ensuring food security is still one of 
the main directions of the state’s economic policy, as well as the 
main condition for social stability and the basis for improving 
the quality of life of the population.

Goal setting. The purpose of this study is to analyze the con-
cept of food security for the domestic economy, to determine 
its level and to develop a mechanism for ensuring food security 
of the country.

Presentation of basic material of the research. In the sec-
ond half of the 1990s, the term “food security” became widely 
used both in official documents and in scientific literature. The 
analysis of sources on the problem under study allows us to 
state that today there is no clear, scientifically based and nor-
matively fixed idea of this category in Ukraine.

According to the concept of food security proposed by Max-
well and Frankenberd [15], food security is defined as an oppor-
tunity to purchase food products, necessary to maintain a healthy 
and active life, at any time. Additionally, the arbitrary use of the 
term “food security”, as was the case in the draft of a “National 
Program for the Development of Agro-Industrial Production 
and the Social Revival of the Village of Ukraine for 1999-2010 
threatens that all other resources will be directed to “raising ag-
riculture”, the supply of which will be provided by demand from 
the broad sections of the population [5]. The proposed strategy 
of agrarian policy in Ukraine, the essence of which is reduced to 
the food security of the country, is aimed primarily at achieving 
food self-sufficiency in the minimum necessary amount of food 
and reviving the viability of the country’s agricultural sector and 
the core principles of its functioning.

An important element of the state regulation of food security 
and the national economy as a whole is the formation of the 
state food reserve. The regulatory legal basis framework for the 
formation of the food reserve in Ukraine includes the Law of 
Ukraine “About the State Budged of Ukraine” [10], the Law of 
Ukraine “About State Support of Agriculture of Ukraine” [2], the 
Law of Ukraine “About the State Order for Satisfaction of Prior-
ity State Needs” [1], the Law of Ukraine “On the Fundamentals 
of the State Agrarian Policy for the Period until 2015” [3], the 
Law of Ukraine “On the State Material Reserve” [9], the Decree 
of the President of Ukraine “On the Approval of the Statute on 

the State Agency of the Reserve of Ukraine” [4], the Order of the 
Minister of Agrarian Policy of Ukraine “On the Implementation 
of Financial Interventions by the Agrarian Fund” [7].

The Decree of the Verkhovna Rada of Ukraine “On the adop-
tion of the Draft Law of Ukraine on Food Security of Ukraine” 
emphasizes that the critical situation with food supply of the 
population is one of the threats to national interests and na-
tional security as a whole [8].

The general essence of food security of Ukraine is adequately 
reflected in the existing normative and legislative acts, which 
are based on international approaches taking into account na-
tional economic opportunities. According to the Decree of the 
Verkhovna Rada of Ukraine “On the adoption of the Draft Law 
of Ukraine on Food Security of Ukraine as a basis”, food secu-
rity should be interpreted as the protection of the vital interests 
of man and citizen, society and the state, which not only guar-
antees physical and economic availability to the population of 
the quality vital food products, but also supports the stability of 
food provision and provides food independence of the country.   

 This important concept is very well complemented by schol-
ars of agricultural economics, who believe that “the key char-
acteristics of food security are related to the accessibility, stabil-
ity and sustainability of access to food products, which largely 
depend not only on the growth of agricultural production, but 
also on trade policy, the development of trade ties in the agrar-
ian products markets, that are able to strengthen these charac-
teristics to a certain positive level” [8].

Tryn’ko R.ń. argues that “food security is an important and 
special component of the national security; therefore, it should 
be viewed not only as an internal component of the state’s in-
dependence, but also as an important external factor, since the 
provision of food for the population at the level of rational con-
sumption norms testifies to the economic strength of the state” 
[22]. This means that food security in the hierarchy of various 
types of security should take a special place, since normal and 
full-fledged food products do not have alternative substitutes.

The idea of treating food security taking into account some 
economic and environmental positions deserves appropriate 
attention.

According to the researchers, “the formation of a national 
food security strategy is related to the economic responsibility 
for the quality of food and environment of all links of agro-in-
dustrial production” [24]. It is characteristic that the formation 
of food security, taking into account the ecological component 
of domestic agricultural production, is to a certain extent com-
plicated by the lack of an effective quality control system, in 
particular the presence of especially hazardous substances such 
as dioxin, causative agents of mad cow disease, heavy metals, 
etc. In such a situation, an increase in the level of consumption 
of agro based and processed food products can definitely create 
threats to life, or lead to a decrease in the level of health of the 
population [19].

So, based on the analysis of the existing theoretical provi-
sions on the definition of “food security”, we can conclude that 
the main distinguishing features of ensuring food security of 
the country include the following ones:
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–  the need for physical and econom-
ic access of the population of the 
country to basic food products in 
the amount necessary for an active 
healthy lifestyle;

–  provision of a set of legal, socio-po-
litical, economic, scientific, techni-
cal, organizational, information and 
other measures aimed at ensuring the 
population’s access to food items;

–  the ability of the national food system 
to minimize the impact of seasonal, 
weather and other fluctuations in 
food supplies of the population of all 
regions of the country.

Consequently, it is proposed to under-
stand food security as a state of the na-
tional economy and the agro-industrial 
complex, in which, regardless of the influ-
ence of various internal and external fac-
tors, the satisfaction of the population’s 
needs for food consumption with rational 
consumption norms is guaranteed, and 
the food independence of the country is 
ensured. In modern conditions, the issue of the level of food 
security is becoming more urgent. In the context of Ukraine’s 
integration into the world economic community and further 
transformation of the national economy, the problem of ensur-
ing food security is of paramount importance. 

Globalization makes new demands on providing the popula-
tion with quality food products. Moreover, the national security 
of the country is largely determined by the level of food security. 
This problem is quite complex and multifaceted; it directly con-
cerns the interests of each person and the interests of the state as 
a whole. To this end, “The Economist Intelligence Unit”, which is 
the research and analysis division of  The Economist Group, has 
published the results of the Global Food Security Index ranks. In 
2014-2016, the study of the global food security rankings covered 
109 countries, which were evaluated in three main categories:

–  level of food availability and consumption;
–  availability and sufficiency of food products;
–  level of quality and security of food products [13].
Each of these criteria includes 28 different indicators, the 

values of which are measured over a two-year period. The cal-
culation used data from international organizations and na-
tional institutions. The high position of any country in the rat-
ing means that its food security is at a high level. 

The index measures the achievements of each country on a 
scale from 0 (the lowest degree of stability) to 100 (the high-
est degree of stability) on the basis of the data obtained in the 
three above-mentioned basic categories (See Figure 1). 

 The United States of America became the world leader in 
the level of food security, and took the first position in the 
previous rating of 2014. The main advantages of the United 
States, according to the compilers of the rating, are related to 
the economic stability of this country, as well as the high level 

of incomes of its population combined with the relatively low 
share of household expenditure on food, the developed agri-
cultural and logistical infrastructure, the high diversification 
of nutrition and the comprehensive access of people to safe 
and nutritious products. The top ten leaders in terms of food 
security also included: Singapore, Ireland, Austria, the Nether-
lands, Switzerland, Canada, Australia, France and Norway [13].

Ukraine ranks 59 out of 109 in the ranking – between Azer-
baijan and Ecuador. Over the past two years, this indicator has 
deteriorated by 8 points. According to experts’ opinion, about 
9% of the population of Ukraine does not receive enough nu-
tritious food, necessary for active and healthy lifestyle.

Food security for Ukraine is one of the central problems in 
the national security system, since without reliable food supply 
it is not even possible to avoid dependence on other countries.

The following factors influence the food security situation in 
Ukraine:

–  level of development and sustainability of agricultural pro-
duction;

–  income and quality of nutrition of population;
–  availability of food products of domestic production;
–  the import scales;
–  openness of food markets, mechanism of counteraction of 

import intervention;
–  volumes of food stocks;
–  production potential of agriculture;
–  quality of agricultural products and food products;
–  conformity of food security requirements to the legal leg-

islation, as well as to the existing system of  normative acts 
and the priority directions of the agrarian policy of the 
state;

–  threats to food security.

Fig. 1. The Global Food Security Index in 2014 and 2016 [developed by author  
on the basis of the sources: 12, 13, 17]
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That is, to approach the level of the developed countries, 
it is necessary to solve simultaneously several interrelated and 
capital-intensive tasks, which are the next ones:

–  the technological modernization of agriculture, food indus-
try and agribusiness production services;

–  the formation of the personnel potential, able to develop 
and implement innovations;

–  the restoration of agricultural production in abandoned ag-
ricultural lands, including an increase in crops;

–  the creation of modern social infrastructure of rural areas 
(housing, roads, etc.), transition to rural development pol-
icy. To this end, it is necessary to constantly monitor price 
parity between the agricultural sector and other sectors of 
the economy, to use indicative prices for the timely adop-
tion of measures to ensure the profitability of the produc-
tion of meat, milk, grain, sugar and other vital food prod-
ucts [15].

According to the proposed measures, a conceptual model of 
the mechanism for ensuring food security in Ukraine was de-
veloped (See Figure 2).

Proceeding from the above-stated considerations, food se-
curity of the country largely depends on the agro-food sec-
tor, which, with preservation and improvement of the habitat 
environment, regardless of external and internal conditions, 
allows the population of the country to continuously receive 
environmentally friendly and healthy food at affordable pric-
es, in volumes not lower than the level of rational consump-
tion norms.

The most important conditions for achieving food security in 
Ukraine are the following ones:

–  potential physical accessibility of food for each person;
–  economic opportunity to purchase food for all social 

groups, including the poor, which is achieved by raising the 
standard of living or by taking the necessary social protec-
tion measures; 

–  consumption of high-quality food products in quantities 
sufficient for a balanced diet;

–  creation of stable economic conditions for the development 
of the national food market;

–  conducting of an effective agro-food policy;
–  ensuring equal opportunities for all business entities;
–  conducting of a reasonable national policy in the field of 

employment;
–  implementation of social policy, aimed at eradicating pov-

erty and social inequality in access to adequate food, as well 
as its use;

–  achieving sustainable, intensive and diverse food produc-
tion, as well as increasing productivity and efficiency in ag-
riculture;

–  implementation of integrated strategies for the develop-
ment of the agro-industrial sector with a view to increasing 
local food production opportunities;

–  assistance in the introduction of advanced technologies in 
the production, processing, storage and sale of raw materi-
als and foodstuffs;  

–  taking advantage of the international division of labour;
–  active foreign economic activity and optimization of ex-

port-import activities;
–  investment in the agrarian sector.
Conclusions. The country’s food security is ensured by a 

combination of economic and social conditions related both to 
the development of the domestic agriculture and the agro-food 
complex, and to the general state of the national and world 
economy. Consequently, the use of legislatively approved meth-
ods of price regulation in the agro-food market, as well as the 
implementation of the proposed measures for the sustainable 
development of the agro-food sector of the economy and the re-
form of the customs policy on the regulation of import foreign 
trade operations will enable Ukraine not only to strengthen its 
economic sovereignty, but also to pursue an independent eco-
nomic policy in the context of globalization, and to determine 
the possibility of achieving full food security of the country.

Iryna Markina, 
D.Sc. (Economics), Professor,

Head of the Department of Management,
Poltava State Agrarian Academy
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i. intRoduCtion

The financial and economic crisis and the experiences gained 
during it’s management confirmed the paradigm, that the 
state should take advantage to fulfill roles of value creating 
and protecting in political, economic and social areas to put 
the abstract system of norms of commonwealth into practice.1 
The attention is called to the fact that we should recognize 
the need to set up a system of disciplinary interrelationships 
in economics to offset the challenges posed by the globalized 
world economy and by economic management, and this re-
quires a new approach and practices in Hungary.2 This does 
not mean a separation from the society, it is quite the oppo-
site: through the autonomy the state is working towards eco-
nomic and social development on a mandate secured by wide 
social integration, cooperation with various representatives 
and organized groups of stakeholders – inter alia the National 
Consultation serves this purpose.

ii. the nAtionAl ConsultAtion As A new 
instRuMent to RePResent ColleCtive vAlues

Decision-makers should always be aware of the effects of their 
decisions, measures, even non-acting not just on the whole 
community, society but on every single citizen as well. They 
should operate a decision-making system which – beside ana-
lyzing rationality of various economic or other professional 
aspects – is taking the chances of affected individuals into ac-
count, therefore the decisions do not become impersonal. 3 
Contrary to schools of New Public Management became popu-
lar in the past the concept of Collective Values offers the op-
portunity to think about the objectives and performance of 
policy making in a useful way. At the same time it makes the 
performance and efficiency of all activities measurable which 
are carried out directly or funded by the state serving commu-
nity goals (also including services funded by the state but ac-
tually managed by private enterprises or non-profit organiza-
tions).4 Collective Values have indicators with a much broader 
horizon than ever used by public management theories (in-
cluding the latest additions in the newest public management 
concepts), because it is also tracking the changes of public 
trust and legitimation beside performance evaluation.5 Ad-
ditionally, it is also raising the issues of fairness, morality and 
transparency. The currently applied New Public Management 
theories in our country mostly do not address or do not give 
the necessary emphasis to these components and their eco-
nomic and social consequences.6 We can make a mistake, if we 
want to evaluate the quality of public governance, the whole 
system or just a slice, a project of public services solely based 
on traditional financial indicators: this way we would only sup-
port areas which do not produce real value, and vice versa, we 

would not secure funding for areas, which could create value.7 
Previously, to identify public interest New Public Management 
theories used the aggregation of individual preferences repre-
sented as a collective need.8 Many of us clearly remember of 
the bluff called „system change towards social welfare”, which 
is constructed the same way. However, this method mirrored 
the real perception of the society significantly distorted or ma-
nipulated therefore a much more sophisticated method was 
needed, which identifies individual and collective preferences 
as a result of collective consideration and referendum. This 
is a unique feature of the concept of Collective Values, which 
is applied in several countries as well.9 The clear objective of 
the National Consultation is that the most important measures 
planned for the country should be made on direct consulta-
tion with the constituents, with the society. The Central Office 
for Administrative and Electronic Public Services is evaluating 
the questionnaires used in National Consultation, initially co-
ordinated by the Prime Minister’s Office, later by the Cabinet 
Office of the Prime Minister. Around 920 thousand replies are 
registered for the questionnaire created for the Constitution in 
February 2011. More than one million replies were registered 
for the questionnaire sent out in May 2011 concerning social 
issues which included questions about elderly people, FX-loan 
borrowers, public utilities and education supports. Around 
700 thousand people completed and sent back the „Econom-
ic questionnaire” which were sent out in September 2012 and 
included questions about taxation, social contributions, large 
enterprises, public utilities, minimum wage, pensions and 
FX-loan borrowers. In May 2015, the questionnaire related to 
terrorism, refugees, migrants and the European Union were 
completed and sent back by nearly one million people again.10 
Finally, record high number of participants were registered in 
April 2017, when 1 million and 680 thousand people returned 
the questionnaire called „Let’s stop Brussels!”11

In this case, the clear objective of the National Consultation 
was to provide information for the government, how many 
Hungarian people and what extent do they support the posi-
tion of the government against decision-makers in Brussels in 
terms of utility price-cutting policy and integration of the mi-
grants. Of course, Hungarian people are aware the most of the 
Hungarian interest, that is why it was decisive for Hungary to 
maximize the participation in the National Consultation initi-
ated by the government.

iii. objeCtive of leAn goveRnAnCe

Objective of lean governance is, to continuously improve 
productivity and efficiency of public governance in course 
of serving the citizens, to filter and cease elements of service 
portfolio deemed redundant and inefficient in the process of 

Lean governance and utility  
price-cutting policy
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service provision12. At the same time, to 
continuously increase level of quality 
and cost-efficiency of services provided 
for the citizens on the whole. This is far 
from a simple task in practice, because – 
for example- to increase number of gov-
ernment windows can obviously reduce 
average waiting and processing times, 
and the number of clients per clerk, and 
this also gives an opportunity to increase 
level of quality in the administration, but 
to create new government windows can 
significantly raise the costs, it can bring 
down the cost-efficiency. This way, to ap-
ply methods of lean governance can ac-
tually be a main supporting tool for val-
ue-creating and value-adding in practice. 
On the whole, lean government methods 
are therefore applied in the right way, 
when they result in increased capacities 
of the government, and more services 
can be provided on a single expenditure unit on the same (or 
higher) quality level. Another advantage of applying lean gov-
ernance methods is, that they lead to a better understanding 
of interconnection of the processes, and consequently, they 
make the identification of bottlenecks faster and thus they 
make the implementation of developments more efficient and 
faster. As a final outcome, they contribute to create a culture 
which supports continuous development.13

To maintain competitiveness and market position certain 
multinational enterprises are setting cost level bearing in mind 
that they cannot afford a price increase in terms of their prod-
ucts or services, the only way is to go down.14 Consequently, 
several methods applied to increase efficiency and productivity 
of manufacturing processes (e.g. VSM, Kaizen, 5S, Six Sigma, 
etc.) can also be utilized in public administration.15 Profes-
sionals call this lean governance. The Hungarian government 
recognized that all these methods can be applied successfully 
in case of public utility services either. In terms of lean gov-
ernance in Hungary the process of utility price-cutting is of 
utmost importance, thanks to which the cost level of several 
public services could be successfully reduced and as an effect of 
the utility price-cutting policy customer arrears against utilities 
remarkably declined.

Managers of privatized public utilities are trying to keep in-
vestments from own sources to the minimum to maximize (short 
term) profit (e.g. minimizing number of employees and devel-
opment expenditures) and they offer their services at the highest 
price possible, which is usually achieved through increasing ser-
vice charges or in another cases, reducing scope of services, level 
of quality, range of clients or through using all these methods 
combined. From this point onwards the real value of services for 
the given community, to increase quality of life of citizens would 
become totally irrelevant.16 However, the European Union would 
still consider privatization, commercialization and energy union 
the only ways to improve public services.

Therefore it was time to give room and opportunity for oth-
er type of solutions – otherwise well known both inland and 
abroad and applied successfully in many locations – primarily 
to regulate non-profit services, price and quality much more 
strictly than before.17 The main objectives should be to accu-
mulate residential savings and limit the profit of public service 
providers. In this spirit, the Hungarian Government intends 
to implement long term reforms which aim to maintain state-
provided non-profit public services in the areas of drinking and 
waste water, gas, electricity, district heating, waste management 
and public catering.

iv. objeCtive And RAtionAle  
of utility PRiCe-Cutting PoliCy

By analogy with corporate finance, household finance asks 
how households use financial instruments to attain their ob-
jectives. Household financial problems have many special fea-
tures that give the field its character.18 Shortly prior to the re-
cent financial crisis, U.S. households tended to invest more in 
stocks and less in homes and to have larger mortgages than 
Europeans of similar characteristics.19 In the Hungarian popu-
lation households must spend on average 81% of their income 
on everyday expenditures, mostly (32%) on overheads (utility 
services) and food-stuff (31%). According to one of the oldest 
economic theorem, the Engel’s law, higher income entails a 
relatively lower rate of food expenditures. Therefore VAT cuts 
of basic food items are especially important for population 
on income below average. Beside providing a yearly saving of 
several ten thousand forint it secures the daily existence for 
the vast majority of the population. 

Structural analysis of household consumption also reveals 
that overhead costs amounted to quarter of total expenditures 
according to a survey from 2005, the rate increased to third 
however by 2012. Overhead costs rose drastically within house-
holds expenditures in the eight year period before 2012. Over 

Figure 1: Gas prices for domestic consumers
Source of data: EUROSTAT
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the 8 year period of regimes before 2010 certain public utilities 
were allowed to raise prices 15 times. As a result of this residen-
tial energy tariffs increased more than the average price level. 
Price of pipeline gas increased the most.

For example, gas price increased significantly in Hungary in 
2007 when global prices dropped. As a result, gas price in our 
country were one of the highest in Europe by 2010. Therefore, 
the new government formed in 2010 started to implement the 
utility price-cutting policy. Main objective of this program was 
to achieve a price level for utility services which is affordable for 
the families. Hungarian families should have access to energy 
at the lowest price in European comparison. Of course a mini-
mum profit should be secured for the utilities as well, to have 
a certain margin to maintain service security and to improve 
service quality, but not in the excessive, uncontrolled way, like 
they want to do.

The first phase of the utility price-cutting commenced on 1st 
January 2013 in Hungary. At this moment, there was a 10 per-
cent cut in the price of gas, electricity and district heating, and 
this measure was followed by further suggestions and measures 
in terms of residential bottle gas, waste management, drinking, 
wastewater and chimney-sweeping services. 

A law for utility price-cutting was enacted on 29th April by 
the Parliament.20 As a result of the implemented utility price-
cutting measures price of natural gas was cut 25,19%, price of 
electricity was cut 24,55% and price of district heating was cut 
22,63% overall in three steps in 2013 and 2014. There was a 
10% cut in the prices of drinking and waste water services, bot-
tle gas, waste management and chimney-sweeping services re-
spectively.

In terms of natural gas prices our country was ranked 17th 
in Europe so far in first half of 2010 according to EUROSTAT 
data, but in 2016 we recorded the second lowest natural gas 
prices, and measured from 2010 Hungary was second after 
Denmark in the extent of gas price reduction. In terms of resi-
dential electricity tariffs our country was ranked 16th as yet in 
2010, but in 2016 it was the third cheapest. 

Thanks to the utility price-cutting the residents in our coun-
try were able to save 642 billion HUF between 1st January 

2013 and 31st December 2015. Consum-
ers saved the most (278 billion HUF) on 
the electricity bills, in case of natural gas 
residential consumer savings totaled 240 
billion HUF. At present, the yearly saving 
sum of the population is 268 billion HUF 
altogether.

Based on data from Hungarian Energy 
and Public Utility Regulatory Authority, 
a yearly saving sum of a married pen-
sioner couple ranges between 83-116 
thousand HUF, while the sum of a fam-
ily with two kids ranges between 109-112 
thousand HUF.

In our country overheads, rent, mort-
gage payments arrears are most common 
housing related problems. According to a 

research conducted in Europe 26% of the population or 2,6 
million households have payment arrears. Occurrence of this is 
much more higher in case of public utilities (2,3 million people) 
than in case of rent or mortgage (680 thousand people). 63% of 
people living under the poverty threshold did have some kind 
of arrears, which meant the worst ranking in the EU in 2013.21

Overhead cost-cutting also had a favorable effect on the 
trend of arrears accumulated in the past. In case of natural 
gas, electricity and district heating total sum of account ar-
rears dropped 48% between 2012 and 2016. At the same time 
both the number of households generating new arrears and 
consumers switched off significantly decreased in recent years. 
Between 2012 and 2016 number of households generating 
new arrears fell 45% and number of consumers switched off 
dropped 31%.

v. PRiCe fReeze veRsus PRiCe CAP RegulAtion

This is not the first instance that other countries take over 
initiatives which was first implemented in Europe by the gov-
ernment led by Viktor Orbán. Total privatization of the ener-
gy and utility sector and thus steeply increasing energy price 
is not a unique phenomenon in Europe, but it seemed that 
more powerful countries of the continent managed to con-
trol these service providers so far. However, the British La-
bor Party was campaigning with cutting energy prices in the 
2015 general election in the United Kingdom. In the 2015 
British election campaign the leader of the British Labor 
Party promised to voters to freeze overhead costs for resi-
dents and family-owned enterprises for 20 months, if form-
ing a government. In the opinion of Ed Miliband energy 
firms are billing more than justified for long, and they are 
able to do that, because there is no adequate level of compe-
tition on the market. In an open letter the politician urged 
energy firms to support to achieve his plan.22 However, ener-
gy providers reacted furiously to the idea: in their mind such 
a decision could even entail power-cuts.

According to British consumer protection organizations 
more and more pensioners and families on low income are un-
able to pay utility bills. In the 2016 report the CMA stated, that 

Figure 2: Number of households generating new arrears fell and number of 
consumers switched off dropped between 2012 and 2016

 Source of data: HORVÁTH Zoltán (2016): A rezsicsökkentés eredményei. Nemzeti Fejlesztési 
Minisztérium. VDSZ konferencia. Budapest, 2016. december 1.
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in the United Kingdom 90 percent of domestic energy con-
sumers switched off are unable or not willing to change energy 
provider23. This means that market mechanisms do not operate 
properly at all, and they are not providing the necessary con-
trol over service providers committing abuse of their dominant 
market position, and they are not providing high level enforce-
ment of consumer interest. Therefore beside the Labor Party – 
not accidentally –also the Conservatives did promise to British 
voters to freeze household energy costs if securing majority in 
the general election in June 2017. The Conservative Party – 
if winning in June election – promised to intervene into the 
price calculation of gas and electricity and would restrict the 
opportunity to raise prices for two thirds of British households. 
Nevertheless, policy-making of the right-sided Conservatives 
somewhat differed from the Labor Party, as they did not prom-
ise to freeze prices but to introduce a new price cap regulation 
for the voters. In their opinion their concept is able to react 
much more flexible to changes in market conditions. According 
to certain group of analysts this solution would cut the profit 
332 million pounds and cut the annual salary of the CEO 4,2 
million pounds in case of one of the largest energy providers. 
In 2016 Centrica made a record profit before tax in the excess 
of 2,2 billion pounds.24

Another interesting development in this case that six large 
British energy providers took on a price freeze of standard gas 
and electricity until a minimum of a six month period until April 
2017, reacting to the scandal regarding Scottish and Southern 
Energy (SSE). Through the above they offered a 100 pound sav-
ing and one of the lowest price on the market to consumers. The 
announcement of SSE which has 8 million consumers surprised 
the other energy providers, who – before the winter- much more 
expected a further rise in prices. The initiative of SSE was not 
followed by any other actions until present, most of them did 
not even react to this peace of news, while others like the Brit-
ish Gas and Npower and the French EDF sent only a message 
through their spokesmen, that they are continuously reviewing 
their prices. Journalists ended their report in a comic fashion, 
that they will inform the public on any development in the topic, 
but from November 2016 not a single announcement was made 
from any other energy providers.25

There was a 10 percent cut in Czech Republic as well, and 
smaller reductions occurred in Bulgaria and Germany either26. 
Despite all these however, apart from Hungary an increasing 
trend of gas and electricity prices still remained in the Euro-
pean Union.

vi. ConClusion – the euRoPeAn CoMMission 
believes solely in MARket PRinCiPles

The SZÁZADVÉG research institute conducted a public opin-
ion research by phone using a questionnaire, in the course of 
which 1000 randomly chosen individuals were interviewed be-
tween 26th-30th April in 2013.27 According to research results a 
significant majority of the Hungarian population have already 
heard the criticism towards utility price-cutting measures. 
Overwhelming majority of the population (59%) who have al-
ready heard of the opponent parties’ critics of utility price-cut-

ting do not feel these justified. Based on this research it also 
can be stated, that after the ongoing criticism overwhelming 
majority of the population (82%) still supports utility price-
cutting to the same extent or even more than before. A little 
more than one out of ten (11%) supports such measures to a 
lesser extent as an effect of criticism.

On aggregate, the public opinion research conducted by 
SZÁZADVÉG in April 2013 confirmed, that a decisive majority 
of the population do not feel the criticism towards utility price-
cutting justified. Public support of the measures is still high.

Against the spirit of founders establishing the European 
Union the European Commission intends to decide more and 
more questions on supranational level. Bureaucrats of Brussels 
want to take the chance from nation-states away to be able to 
decide independently way on how to control public utilities.

This issue has been granted a part in the consultation, be-
cause the European Commission put a proposal named Energy 
Union to the table, which would remove the right to determine 
price of electricity from nation-states.28 Pursuant to the pro-
posal member states should create a roadmap „to dissolve all 
regulated cost element”- This would practically mean the end 
of utility price-cutting policy, and additionally, large enterpris-
es would have a free hand again to determination overhead 
costs. Instead of Hungarian families this concept would favor 
the multinational enterprises again, therefore the government 
is definitely against it.

Despite the facts the European Commission seems to be 
willing to believe only in market principles and does not want 
to consider other alternative solution. To support private 
stakeholder enterprises in the industry the European Union 
opened an attack against the process of the Hungarian util-
ity price-cutting policy, for the preparation of which other 
member states became under similar investigation either. 29 
Practically, the verdict has already been issued: at the start of 
the investigation inspected states stepped up with abuse of 
their power and have compromised sustainability of opera-
tion of private utility enterprises. Until present the EU has 
not launched a single infringement procedure against any 
private energy provider or utility in case of abusing of power 
or even harming consumers through overbilling or charging 
for unnecessary, wasteful expenses.

In a written statement the European Commission argues that 
market liberalization entails lower prices. On the contrary, own 
previous reports of European Commission clearly reveal, that 
residential electricity prices increased 20% on average between 
2010 and 2015 in EU member states (50% in the UK, 37% in 
Portugal). In case of residential gas prices the picture is even 
worse: in the 5 year period consumer prices increased 25% on 
average in the European Union (72% in Spain for example). 
Meanwhile, in Hungary overhead costs decreased the most in 
European comparison.30

According to domestic experts representing the position of 
the European Union the centrally coordinated utility price-cut-
ting is less successful than market coordination proposed by the 
Union. In their opinion, compared to Czech Republic and Slo-
venia – where the residential market is fully liberalized – Hun-
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garian prices decreased in fact significantly less, and nominally 
there are only slightly lower than in countries, where prices are 
fully liberalized.31

On the contrary the truth is, that at present energy prices are 
globally the highest in the European Union especially in coun-
tries with a fully liberalized market, and in recent years prices 
increased the most in these very countries, for example more 
than 50 percent in the United Kingdom.

In terms of price niveau Slovenia was ranked 13th lowest in 
2010, but it dropped back to 17th until 2016. Price of electric-
ity used in Czech Republic were higher than in 16 countries in 
2016. All above clearly justifies, that market liberalization is not 
a solution to reduce prices at all, and it’s not even efficient to 
apply the necessary control either.

According to Kaja Kallas – Estonian member of the Euro-
pean Parliament – they have already had experiences with the 
system proposed by the EU, which resulted in decreasing over-
head costs in her opinion. Undoubtedly, Estonian electricity 
prices were third lowest in 2016 in European comparison. But 
in 2010 there were yet second lowest. Thus their position in 
fact has not improved, but worsened as opposed to Hungary, 
whose position improved in turn significantly. Between 2010 
and 2016 the largest drop in prices could be witnessed in Cy-
prus, Hungary and Malta.

In most cases utility price-cutting is made at the expense of 
the extra profit or service providers, therefore they fight against 
it using every weapon also involving leading politicians of the 
European Union, leaders of certain institutes, professionals 
and journalists willing to serve their interests both inland and 
abroad. On lobbyist pressure of utilities bureaucrats of the Eu-
ropean Union have prepared a total offense. They want to in-
troduce a uniform EU regulation, which would eliminate any 
price regulation, price limitation opportunities for member 
states. Hence, for the sake of indefinite profit generation utili-
ties would even be allowed to increase prices of gas, electricity 

and other utilities on multiple occasions 
in a year at the expense of consumers. We 
could get into the situation, where we got 
in the era of governments before 2010, 
namely, overhead costs would drasti-
cally increase, after paying utility bills we 
could make less savings or could spend 
less to improve quality of life, to renew 
our knowledge, on healthier lifestyle, rec-
reation, relaxing, to spend free time with 
more content.

Likely, not every member state could 
be able to do what Hungary did, namely, 
to reduce energy prices for residents, 
then for the industry, finally for the 
whole economy with help of state regu-
lation. We obviously do not want how-
ever, to remove the instrument from our-
selves, which led to significant results. 
Therefore, Hungary should step up the 
most determinedly for current position 

and for the process of utility price-cutting and should not sur-
render of instruments to regulate energy prices by the state. 
When a unified energy market is eventually established, which 
would entail price reduction for consumers, then it should 
be attractive for Hungary as well to create such an economic 
environment. Until then however, the European Commis-
sion should finally prove to the citizens, that it is able to serve 
their interests as opposed to the profit interest of a tight lob-
by group. In the future it should step up against private en-
ergy providers and utilities, which abuse of power, harming 
consumers through overbilling or charging for unnecessary, 
wasteful expenses. With the support of the European Union 
they commit consumer abuse to realize extra profit.
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AbstRACt

Intellectual capital is the difference between the market and 
book value of companies, the measurement possibilities of 
which have been dealt with by many; however, no unified 
standpoint has emerged so far. Currently, its value does not 
appear in the accounting statements because the book value 
presented at enterprises is tangible, and the value of intellec-
tual capital is difficult to quantify. In our paper, we present the 
significance and possibilities of measuring intellectual capital 
through the example of two companies, using Baruch Lev’s 
intangible capital calculation.

intRoduCtion

In our time, it is becoming more widely known that knowl-
edge and information are among the highest values (Amrik et 
al., 2018). Since the ultimate financial purpose of businesses 
is to create value, assessment of the value of companies be-
coming more and more important in business life, together 
with the factors which constitute and promote the creation of 
added value. However, it may be a question whether tangible 
assets of companies are decisive regarding value creation, or 
elements like intangible assets should be sought.

It can be observed that the market and book value of compa-
nies are different, and the gap between them is steadily grow-
ing. It is assumed that there must be a capital that allows this 
difference is considering this. In the literature, this value has 
been referred to as intellectual capital, which is the most con-
siderable portion of corporate value at more and more com-
panies. The importance of the intellectual capital is may be 
surprising at first sight, but considering the rapid changes in 
our world, it is not that shocking at all. Our world changes 
fast, and under current circumstances, only companies that can 
keep up with changes and development can remain prosper-
ous and gain a lasting competitive advantage. It is becoming 
increasingly important for companies to respond to changes 
in time and to be able to adapt to the increasing competition. 
This adaptation can only be achieved if they possess suffi-
cient information about their environment and their internal 
activities and if they improve their organizational knowledge 
through the transformation of this data into knowledge. It can 
be said that intellectual capital has contributed significantly to 
the successes – and at the same time the failures – of the past 
decades taking the above into account. Recently the role of the 
intellectual capital is becoming very important inside small and 
medium enterprises, the main reason is that of their influence 
in the formulation and implementation of strategies in these 
enterprises (Rexhepi et al., 2013). We seek answers to the fol-

lowing questions through the concept of intellectual capital, 
covering the possibilities of its measurement:

• What do we mean by intellectual capital?
• To what extent is it measurable and tangible?
• When a company is evaluated, and its assets are taken into ac-

count, where does this highly valuable corporate value appear or does 
it appear at all?

The question arises: what sort of value do intangible goods 
represent to enterprises besides tangible goods due to market 
competition and the development of corporate environment? 
What value do human knowledge, corporate culture, skills, and 
abilities represent? These factors are indispensable for the ef-
ficient operation of the company.

definition of intelleCtuAl CAPitAl

Assets that are not classifiable as any category of tangibles and 
contribute to increasing the value of a company are called in-
tangibles. As synonyms of these assets, we may also find the 
term of intellectual capital (Juhász, 2004). Under intellectual 
capital, Wiederhold (2014) means intangible factors that are in-
volved in the creation of value, which is practically convertible 
into value. Currently, the majority of products originates from 
intangible assets, and only a smaller proportion is derivable 
from tangible assets. If such products are sold in large quanti-
ties, high income is accompanied by low production costs. Ad-
ditional value beyond the cost of production is the result of 
people and their knowledge, using which added value is cre-
ated (Wiederhold, 2014). According to Jónás et al. (2011), in-
tellectual capital as an available resource should be observed 
from the aspect of the organization of the company; that is, 
not the measured data are the most important, but the per-
ceived values that are associated to each measured value by 
the organization. According to Al-Ali (2003), intellectual capi-
tal means intangible resources and assets, which are utilized 
for value creation by organizations through their conversion 
to new services, products, and processes. In business, intangi-
ble assets and tangible resources have always been recorded 
when they produced value for the company. However, earlier 
these elements accounted for a smaller share of the total re-
sources of the company, but in the information and knowl-
edge-based economy, this proportion is steadily increasing, 
and currently, intangible assets represent the majority. Exam-
ining the market capitalization of companies, it is perceptible 
that companies have a higher market value than book value, 
which is not a new phenomenon, but there are more substan-
tial differences within the knowledge-based economy (Betbulls, 
2015). Book value usually shows the value of the tangible and 

Significance and possibilities  
of measuring intellectual capital 
based on accounting statements
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capital assets of the company. Sometimes, some intangibles 
appear amongst the intangible assets, but this does not exactly 
reflect the real value of intangibles of the company. Market 
value shows the hidden value recognized by the market; such 
as reputation, the innovative ability of the company, knowl-
edge of employees, but even the added value of corporate cul-
ture (Al-Ali, 2003).

The difference between market value and book value is at-
tributed to intellectual capital, which might possess very seri-
ous value for businesses. Intellectual capital is often identified 
with intellectual property rights by many, which is a misguided 
approach because it does not cover every intangible asset. In-
tellectual property is a part of the intellectual capital that can 
be owned, such as a patent or a trademark (Wiederhold, 2014). 
One of the features of intellectual capital is that it can be re-
corded in such cases as patents, but at the same time, it may be 
flexible as the ability and knowledge of people. Another feature 
that it can be input and output of a value-creating process at 
the same time because intellectual capital can be considered 
as knowledge converted into value or as the final product of 
knowledge transformation (Dzinkowski, 2000).

eleMents of intelleCtuAl CAPitAl

The Skandia measurement system well demonstrates what 
constitutes the market value of a company and gives us an 
insight into the elements of intellectual capital. Numerous 
research has dealt with the examination of intellectual capi-
tal (Benevene, 2017; Pedro et al., 2018). Figure 1 shows that 
market value consists of financial capital and intellectual capi-
tal, which can be divided into two main parts: human capital 
and structural capital. The value of structural capital is attrib-
uted to customer capital and organizational capital (Edvins-
son, 1997). The three main elements are human capital, which 
holds together the knowledge and abilities of employees; 
customer capital, which represents the network of customers, 
suppliers, and distributors; and organizational capital, which 
includes organizational structure, culture, and processes (Al-
Ali, 2003).

It can be said about human capital – contrary to organiza-
tional and contact capital – that technical literature is mostly 
in agreement with its concept and it is a category of capital. 
Researchers classify human knowledge, expertise, know-how 
category of knowledge, abilities, and skills into human capital 
(Klausz, 2006).

The increased significance of human capital has become ap-
parent over the recent period, and it can be observed that the 
proportion of employees carrying out intellectual work is much 
higher than that of employees doing physical labor in the scope 
of actual production. This is also borne out by the fact that 
while in 1995 the share of employees in the service sector did 
not reach 30%, ten years later it rose above 60% (Keeley, 2007).

Structural capital is interpreted differently by some authors. 
In the approach of Stewart, Edvinsson and Malone structural 
capital is interpreted only at the organizational level. In the 
classification shown in Figure 1, customer capital and organi-
zational capital are jointly treated as structural capital (Tóth, 

2010). Contrary to human capital, structural capital may be 
retained even if the workforce changes. The value of customer 
capital or network capital indicates the value of the relation-
ship with clients. The customer base includes information 
acquired about customers by the organization, such as the ex-
pectations of customers towards each service or product. Not 
only customers are important; the relationship with suppli-
ers and distributors also affects the level of customer capital 
(Wall et al., 2004). According to Mohácsi (2016), networking 
capital – although created by members of the organization 
– is long-lasting and becomes independent from actual per-
sons. Organizational capital is a value that remains with the 
company even after the employees went home. This includes 
patents, intellectual property rights, routine procedures that 
form the capital part of the process, which is characteristic 
of the company and contributes to better performance. This 
includes the added value of software, databases, information 
technology systems, and corporate culture (Boda, 2005; Wall 
et al., 2004).

MeAsuReMent Possibilities of intelleCtuAl CAPitAl

By measuring intellectual capital, it is possible to take into ac-
count how added value is generated during the production 
of products and to come to know the value of intangible as-
sets (Wiederhold, 2014). Measurement and management of in-
tellectual capital is an increasingly important part within the 
long-term successfulness of the company (van den Berg, 2003). 
Traditional corporate valuation methods build upon revenue 
and cash flows, forgetting about the decisive role of intellec-
tual capital (Berzkalne – Zelgalve, 2014).

Maximizing corporate value has to be the primary goal of 
company executives (Berzkalne – Zelgalve, 2014); to achieve 
this objective, managers and investors need to know corporate 
intellectual capital as well, which has become a major value-

Figure 1: Capital structure of companies
Source: Edvinsson, 1997
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creating tool of our time. According to Turner and Jackson-Cox 
(2002), there are three main reasons for measuring intellec-
tual capital. On the one hand, companies invest considerable 
capital in the development of their employees, including the 
improvement of their knowledge. On the other hand, knowing 
the value of intellectual capital might be helpful in managing 
this, as it helps identify the companies that are consequently 
growing or decreasing thereby helping investors to see the 
market better. Third, getting to know the return on intellectual 
investment. If company management is aware of the long-term 
prospects of this area, resource allocation may become more 
efficient (Juhász, 2004). Measurement might be important due 
to the motivation of the company to learn, as this may make 
certain costs visible and possibilities for value creation may be-
come easier to explore (Sveiby, 2001).

The most crucial problem with measuring intellectual capi-
tal is that usually we can only rely on indexes that are far from 
the analysed subject, which might result in the opposed posi-
tion of the promises of the measurement method developers, 
the expectations of company managers, and the phenomena 
actually measured by the system (Sveiby, 2001). According to 
the technical literature, there are shortcomings in the account-
ing evaluation of intangible assets. Most regulations take into 
account market valuations only; therefore if the company itself 
creates knowledge or added value, it is not possible to recog-
nize it. An intangible asset may be displayed on the balance 
sheet if it can be separated from goodwill if the company can 
influence the asset itself and the associated cash flows or if its 
cost is well measurable. However, most of these conditions do 
not apply to intellectual capital (Juhász, 2004). Limitations of 
financial statements regarding defining the value of the com-
pany underline the fact that currently not the manufacture of 
products and material goods, but the creation of intellectual 
capital is to be considered the source of economic value (Berz-
kalne-Zelgalve, 2014). The accounting system does not provide 
enough information to determine the value of such a company 
that predominantly possesses intangible assets (van den Berg, 
2003). A particular way of measuring the intellectual capital 
is the ranking of the different universities done by special re-
search institutions or journals based on several evaluation cri-
teria (Kômíves-Dajnoki, 2015).

intRoduCtion of intelleCtuAl CAPitAl MeAsuReMent 
Methods

Measurement of intellectual capital can be divided into two 
large groups: scorecard methods (Skandia Navigator, Bal-
anced Score Card, VCI [Value Creation Index]) and financial 
methods. The first group takes into account all the “compo-
nents” constituting intellectual capital and characterizes them 
with appropriate indexes. The second group measures intel-
lectual capital on an organizational level and based on finan-
cial aspects (Luthy, 1998). The group of financial evaluation 
can be further divided into three more categories:

1. Direct Methods: They attempt to estimate the monetary 
value of intellectual capital by identifying its components (TVC 
[Total Value Creation]).

2. Return-based methods: These methods investigate the return 
of assets invested in intellectual capital and determine their 
value as a function of return (EVA [Economic Value Added], 
MVA [Market Value Added], CIV [Calculated Intangible Val-
ue], VAIC [Value Added Intellectual Coefficient], Baruch-Lev’s 
knowledge capital valuation).

3. Market Value Based Methods: Its book value reduces market 
capitalization of the company, and the difference will be the 
value of intellectual capital (Tobin Q ratio, Stewart’s intellec-
tual capital) (Sveiby, 2001; Luthy, 1998).

bARuCh lev’s knowledge CAPitAl vAluAtion Method

According to Baruch Lev, the physical assets of a company 
alone do not generate value, so all surplus is linked to in-
tellectual capital. This finding needs to be clarified by ac-
cepting these assets easily acquirable from the market, mass-
produced and standardized (Juhász, 2004). The basis for this 
approach is that physical, financial and intellectual assets es-
sentially provide the performance of companies, and these 
assets generate revenue in the future as well. Measurement 
methods generally do not deal with the future value crea-
tion of intellectual capital, so Lev’s method aspires to pay 
attention to this as well. It deducts the income of physical 
and financial assets from the financial gains of the company, 
which results in the income generated by intellectual capital. 
Assuming that this financial result will continue to appear in 
the future, intangible capital can be estimated. According to 
Lev, the function determining the economic performance of 
companies is the following

Economic performance =  
α * Tangible assets + β * Financial assets + γ * Intangible assets

Within the formula, α, β and γ represent the contribution of 
a unit of the given assets to corporate performance. For meas-
uring corporate performance, Lev suggests the average of past 
and future results. Future earnings can be estimated based on 
sales estimates or based on the forecasts of financial analysts. In 
general, the income of the past and the next 3-5 years is taken 
into account, so normalized income will be a weighted average 
of 6 to 10 years, with future revenue being more weighted. The 
second step is to determine the value of the three asset groups. 
Financial and physical assets can easily be determined from the 
company’s balance sheet. The value of the third asset group is 
obtained by estimating the rate of return of physical and finan-
cial assets (ń and ń) and then multiplying them by the value 
of the related assets, which results in their contribution to the 
income that is deducted from the profit of the company. The 
remaining part represents the contribution of intangible assets, 
which divided by the expected yield rate results in the intangi-
ble capital (Figure 2).

In the scope of his research activities, Lev concluded that 
corporate profitability estimates are less accurate when ap-
proached from the aspect of material and financial assets than 
utilizing intellectual capital to measure it. An additional advan-
tage of this method might be that it can distinguish under- and 
overpricing of shares (Gu-Lev, 2003).
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CAlCulAtion of bARuCh-lev’s knowledge CAPitAl 
vAluAtion in PRACtiCe

ANY Biztonsági Nyomda (ANY Security Printing House) Plc. 
and Kulcs-Soft Plc. stock exchange companies have been se-
lected for the study. When selecting them, it was our objective 
to involve companies from different industrial sectors, where 
the presence of intellectual capital associated with their ac-
tivity is presumable. We used publicly available documents to 
collect the information required for calculation and applying 
the methods.

Equity and market value of ANY Biztonsági Nyomda Plc. 
are different, the market value is higher than the amount rep-
resented on the balance sheet. Except for the year 2012, the 
market value of equity is higher than all the liabilities of the 
company, which means that it is presumable that the company 
possesses intellectual capital (Figure 3).

The presence of intellectual capital is also assumable in the 
case of Kulcs-Soft Plc., as the market value of equity is much 
higher than the book value of both the equity and all corporate 
capital (Figure 4).

Based on Figures 4-5, it can be laid down that the same is 
true for the investigated companies, namely the market values 
are higher than their book value, and that surplus must have 

some underlying content, therefore the presence of in-
tellectual capital in companies is likely.

The value of intellectual capital according to Lev’s 
method was determined using Monte Carlo simulation, 
which is an analytical method that calculates model in-
put values by generating random numbers, and utilizes 
them to operate the model; the results can be used for 
the evaluation of the model (Pokorádi-Molnár, 2010). The 
method for determining the value of intellectual capi-
tal is based on the economic performance measured by 
income. To calculate the so-called normalized income, 
we had the after-tax results of the last five years, and we 
estimated them for the next five years.

vAlue of intelleCtuAl CAPitAl –  
kulCs-soft PlC.
In the model, the estimation of after-tax profit expects 
an annual increase of 2%. For estimating future data, we 
calculate with a 2.5% average long-term inflation. The 
normalized income for the current year was determined 
as the average of the normalized income increased by 
inflation for the previous year and the income for the 
year under review. Since Lev’s model has to consider 
future data with a larger weight, a one and a half times 
larger weight was utilized. As the input of the model, it 
is also required to determine the normalized value of 
tangible and invested financial assets. The standard de-
viation was determined as 15%. The expected return on 
tangible assets was 9-12%, and a 6-9% interval was deter-
mined for the invested financial assets.

Using the data, we executed the simulation in the R 
statistical system, where 5000 model calculations have 
been carried out for a better approximation to reality.

Figure 2: The process of determining intangible capital 
according to Baruch Lev

Source: Own editing based on Gu-Lev (2003) 

Figure 3: Equity of ANY Plc.
Source: Own editing based on annual financial statements and own 

calculations

Figure 4: Equity of Kulcs-Soft Plc.
Source: Own editing based on annual financial statements and own 

calculations
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The results of the simulation (mean, median, 95% confi-
dence interval) were also calculated for both asset groups and 
the income (see Table 1)

It is clear that in all three special cases, there are minimal 
differences between the mean and median values, which means 
that the results do not differ significantly from a normal distri-
bution (see Table 2). 

Further calculations were performed with the obtained val-
ues. Multiplying the expected earnings rate of tangible assets 
by the value of tangible assets, we get the after-tax profit of 
tangible assets. After-tax earnings of invested financial assets 
can be determined the same way. The after-tax earnings of in-
tellectual capital are equal to the profit after taxation minus the 
two previously calculated income types (see Table 3). As the ex-
pected earnings of intellectual capital, we have taken the mean 
value of the other two expected earnings, which can be used to 
determine the value of intellectual capital as the quotient of the 
result generated by it and its expected earnings.

Value of intellectual capital is very high compared to tangible 
assets and invested financial assets.

After-tax earnings of tangible assets (6,691 thousand HUF) 
represents 4% of total after-tax profit. After-tax earnings of in-
vested financial assets (4,361 thousand HUF) represents only 
2% of total after-tax profit.

Intellectual capital contributes to the after-tax profit in the 
highest proportion, by 94% (see Figure 6). In case we take into 
account the value of the above groups – and not their contribu-
tion to the after-tax result – we still get a similar result. Intellec-
tual capital here also accounts for 94%, while the remaining 6% 
is equally divided between tangible and financial assets.

Table 1: Random Number Generation – Kulcs-Soft Plc.

Kulcs-Soft Plc.
Mean Median Lower bound Upper bound

thousand HUF
Profit after taxes 191,380 191,070 135,907 246,576
Tangible assets 63,659 63,572 45,745 81,955

Invested financial assets 58,158 57,968 41,560 75,407

Source: Own editing based on simulation

Table 2: Development of expected earnings – Kulcs-Soft Plc.

Kulcs-Soft Nyrt.
Mean Median Lower bound Upper bound

%
Expected earnings of tangible assets 10.51 10.52 9.07 11.94

Expected earnings of invested financial assets 7.5 7.49 6.07 8.93

Source: Own editing based on simulation

Table 3: Excepted earnings of intellectual capital – Kulcs-Soft Plc.
Kulcs-Soft Plc. Mean Median Lower bound Upper bound

After-tax earnings of tangible assets  
(thousand HUF) 6,691 6,645 4,609 8,999

After-tax earnings of invested financial assets (thousand 
HUF) 4,361 4,307 2,875 6,101

Result of intellectual capital (thousand HUF) 180,329 180,134 124,457 237,835
Revenue expected from intellectual capital (%) 9.00 9.01 7.85 10,18

Intellectual capital (thousand HUF) 1,990,339 2,012,827 1,359,463 2,746,328
Source: Own editing based on simulation

Figure 5: Distribution of intellectual capital –  
Kulcs-Soft Plc.

Source: Own editing based on simulation

Figure 6: Proportion of after-tax profit of different capital 
values – Kulcs-Soft Plc.

Source: Own editing based on simulation
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vAlue of intelleCtuAl CAPitAl –  
Any biztonsági nyoMdA PlC. 
Although the two companies operate in somewhat different 
fields, to make it easier to compare the obtained results, we 
have taken into account similar conditions in the case of this 
company as for Kulcs-Soft Plc. The expected earnings derived 
from the random number generation of tangible assets and 
invested assets are presented (see Table 4).

The results of the simulation of expected earnings of tangi-
ble assets and invested financial assets were also calculated (see 
Table 5)

The process of calculation was the same for ANY Biztonsági 
Nyomda Plc. as in the case of Kulcs-Soft Plc. (see Table 6).

The most frequent value is 6 774 208 thousand HUF, and the 
sums are mostly within the confidence interval (see Figure 7).

In the case of the distribution of after-tax profit, invested 
financial assets contribute at the lowest extent (7%) to the value 
of the company (see Figure 8). Tangible assets are at the second 
place with 26%. Intellectual capital contributed the largest pro-
portion to the after-tax profit with 67%. Obviously, similar pro-
portions are found if the value itself is taken into consideration, 
with the difference that the invested financial assets amount to 
8% and the tangible assets to 23%. Thus, intellectual capital 
amounts to 69% amongst the assets, based on this method.

suMMARy

It is observable that the market value of companies dif-
fers from their book value. In 2000, Baruch Lev examined 
the market value/book value ratio of the shares within the 

Figure 7: Distribution of intellectual capital –  
ANY Biztonsági Nyomda Plc.

Source: Own editing based on simulation

Figure 8: Proportion of after-tax profit of different capital 
values – ANY Biztonsági Nyomda Plc.
Source: Own editing based on simulation

Table 4: Development of expected earnings – ANY Biztonsági Nyomda Nyrt.

ANY Biztonsági Nyomda Plc.
Mean Median Lower bound Upper bound

%
Expected earnings of tangible assets 10.50 10.48 9.08 11.93

Expected earnings of invested financial assets 7.51 7.51 6.09 8.93

Source: Own editing based on simulation

Table 5: Result of random number generation – ANY Biztonsági Nyomda Plc.

ANY Biztonsági Nyomda Plc.
Mean Median Lower bound Upper bound

thousand HUF
Profit after taxes 899,016 898,415 624,028 1,156,142
Tangible assets 2,233,222 2,236,314 1,567,532 2,876,546

Invested financial assets 774,633 772,928 543,190 1,000,448

Source: Own editing based on simulation

Table 6: Expected earnings of intellectual capital – ANY Biztonsági Nyomda Plc.

ANY Biztonsági Nyomda Plc. Mean Median Lower bound Upper bound

After-tax earnings of tangible assets (thousand HUF) 234,398 232,873 159,297 314,654

After-tax earnings of invested financial assets (thousand 
HUF) 58,198 57,264 38,308 80,971

Result of intellectual capital (thousand HUF) 606,419 607,050 323,501 877,163
Revenue expected from intellectual capital (%) 9,01 9,00 7,85 10,16

Intellectual capital (thousand HUF) 6,780,890 6,774,208 3,469,084 10,225,241

Source: Own editing based on simulation
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S&P500 index found a value above 5 in the average of 500 
shares, which also underpins the difference between mar-
ket value and book value. From this result, it can be seen 
that in average, only one-fifth of the market value is demon-
strated by accounting in the analyzed year and the greater 
part of the market value is not accounted for (Baruch-Daum, 
2004). We investigated how general this value is, how the in-
dex developed in recent years, how decisive is the value dis-
cussed reported by Lev (http://comstockfunds.com/(X(1)
S(oq4jin24ggzn3w45k4lm1i55))/files/NLPP00000/030s.pdf) 

The value of the index was the highest in 1999-2000. Howev-
er, it showed a significant fluctuation between 1979 and 2016. 
From 1.2 in 1982, the index exceeded five by 2000 and then 
declined again and except for the period between 2009 and 
2013 it has been above 2.4; the average of the period between 
2000 and 2016 was 2.75 (http://www.multpl.com/sp-500-price-
to-book).

It can be stated that regarding its tendency for the differ-
ence between market and book value of shares has increased. 
Although this ratio is not as high as the value published in the 
Lev study, it is still a question, how this difference can be ex-
plained? According to the majority of researchers, the differ-
ence between market and book value is due to the human fac-
tor (human resources), customer capital, and network capital. 
However, some authors attribute a significant role to research 
and development, growth or even strategy. It seems that all of 
the factors listed above jointly contribute to the growth of cor-
porate value with a smaller or bigger weight.
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AbstRACt

Beyond a comprehensive review on Taiwan’s economy, the 
main objective of the present study was to find answer to two 
questions. The first issue is whether Taiwan followed a clas-
sical model of the Asian Newly Industrializing Economies 
(ANIEs), or in spite of similarities at first sight, it rather had 
its own, individual way of development. To examine this ques-
tion the author made a comparison between Taiwan and the 
Republic of Korea (South Korea) and beside the obvious simi-
larities, a number of significant differences were found.

The other main question this study was focused on is the pre-
sent and future economic and social challenges which influence 
Taiwan’s future development as well. From among these char-
acteristics the author pointed out the issue of the high exposi-
tion (especially in terms of FDI) and growing dependence on 
mainland China (the People’s Republic of China), the need for 
a shift in terms of the main drivers of the future economic de-
velopment to preserve Taiwan’s competitiveness and mitigate 
the risks of brain drain and social unrest. It looks evident that 
Taiwan has to give up insisting to the principle of low labour 
costs, and this may give impetus to the two-decades long salary 
stagnation and to the domestic consumption. Taiwan may only 
be competitive in the future if it gave an increasing focus to the 
domestic R&D and innovation in the new industries and also 
puts more emphasis on sustainability. 

Key words: Taiwan, ANIEs, Korea, economic development, 
competitiveness

JEL Classification: R11, F14, F54, F59, N45, O53, O57

intRoduCtion 
The island of Taiwan (formerly called Formosa) is located off 
the south-eastern coast of the continental China, at the west-
ern edge of the Pacific Ocean, between Japan and the Philip-
pines. The Central Mountain Range divides the east and west 
coasts and stretches from north to south. With Japan to the 
north, mainland China (the People’s Republic of China, PRC, 
hereinafter: mainland China) to the west, and the Philippines 
to the south, Taiwan has always been a location of strategic 
maritime importance since ancient times. It has played an 
important role in the development of Asia as well as in world 
history, politics and trade. As a result, Taiwan (named as Re-
public of China, ROC, hereinafter: Taiwan, which comprise 
several smaller archipelagos in the South China Sea as well) 
now enjoys a high level of openness and cultural diversity. Tai-
wan’s geographical and historical uniqueness has given rise to 
a diversity of ethnic groups, cultures, and languages. There 
are 380,000 people who belong to twelve officially recognized 
indigenous tribes, each with their own social structure, lan-
guage, and cultural traditions. Taiwan has a population of 23 

million people who still observe their culture and still speak 
regional Chinese dialects in addition to Mandarin (MOE Tai-
wan, 2017).

Taiwan (is relatively poor in mineral resources however it has 
small deposits of coal, natural gas, limestone, marble, asbes-
tos and arable land. The majority of the island is covered by a 
mountain range, with more than 300 peaks over 3,000 m above 
sea level. Its highest point is Yu Shan (3,952 m). Therefore, 
Taiwan has very limited possibilities for agriculture. According 
to the figures of CIA Factbook (2017), based on estimation, the 
ratio of agricultural land is 22.7% only. The population of Tai-
wan was 23,464,787 (July 2016), while life expectancy at birth: 
total population: 80.1 years (male: 77 years, female: 83.5 years 
(2016) (CIA, 2017).

After the 1960s, Taiwan underwent a rapid economic and 
industrial reform, also experienced remarkable social devel-
opment. The economic achievements of the 1970s and 1980s 
allowed Taiwan to rank among the Asian Tigers and, in the 
1990s, among developed countries. Since the 1980s, the 
economic structure of Taiwan gradually shifted from labour-
intensive industries to high-tech industries, wherein the elec-
tronics industry was particularly vital to the world’s economy. 
Taiwan has excelled in the semiconductor, optoelectronics, 
information technology, communications, and electronics 
fields. At present, the economy is shifting toward nanotech-
nology, biotechnology, optoelectronics, and the tourism ser-
vice industry. Moreover, international trade is the economic 
lifeline of Taiwan. Japan and the United States were Taiwan’s 
top two trading partners until 2005, when mainland China 
took over as Taiwan’s main import/export trading region, 
with Japan and the United States coming in second and third. 
In recent years, the unfavourable financial situations of the 
USA and European economies and the economic slowdown in 
mainland China had a joint impact on the economic perfor-
mance of Taiwan (MEET-Taiwan, 2017).

Taiwan has a dynamic capitalist economy with gradually 
decreasing government guidance on investment and foreign 
trade. Exports, led by electronics, machinery, and petrochemi-
cals have provided the primary impetus on its economic de-
velopment. This heavy dependence on exports exposes the 
economy to fluctuations in world demand. Taiwan’s diplomatic 
isolation, low birth rate, and rapidly ageing population are 
other major long-term challenges. According to estimated fig-
ures of CIA World Factbook (2017) Taiwan’s PPP-based GDP 
(purchasing power parity) was 1.125 trillion USD, GDP (official 
exchange rate) was 519.1 billion USD (2015), while the GDP 
real growth rate was 1% (2016). The per capita GDP (PPP) was 
47,800 USD (2016), while the ratio of gross national saving was 
35.7% of GDP (2016).

The Main Challenges and Constraints  
of the Economic Development of Taiwan
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In 2016, the composition of GDP by sector of origin was 
as follows: agriculture (1.8%), industry (36.1%) and services 
(62.1%). The main agricultural products and commodities are 
rice, vegetables, fruit, tea, flowers; pigs, poultry and fish. The 
main industries are: electronics, communications and infor-
mation technology products, petroleum refining, chemicals, 
textiles, iron and steel, machinery, cement, food process-
ing, vehicles, consumer products, pharmaceuticals. In 2015, 
the labour force was estimated 11.68 million, the division of 
which by sectors were as follows: agriculture (5%), industry 
(36%), services (59%). The unemployment rate was 3.9% in 
2016, 0.1% higher than a year before. In 2016, the Taiwanese 
public debt was 32.7% of GDP (the same like a year before), 
while in 2016 the budget had a 0.6 percent deficit. In 2016, 
the inflation rate (consumer prices) was 1.6 %, a year before 
it was -0.3%. In 2016, the total exports of Taiwan amount-
ed 314.8 billion USD (in 2015: 335.5 billion USD), while 
the total amount of imports was 248.7 billion USD in 2016, 
(262.9 billion USD in 2015). The main export commodities 
are: semiconductors, petrochemicals, automobile/auto parts, 
ships, wireless communication equipment, flat displays, steel, 
electronics, plastics, computers, while the main items of im-
ports: oil/petroleum, semiconductors, natural gas, coal, steel, 

computers, wireless communication equipment, automobiles, 
fine chemicals, textiles. Taiwan has the sixth biggest reserves 
of foreign exchange and gold the total amount of which was 
estimated 456.9 billion USD (on December 31, 2016), one 
year before it was 430.7 billion USD. Taiwan’s total amount 
of external debts was estimated 155.4 billion USD (on 31th 
December, 2016) while one year before it was 159 billion USD 
(CIA World Factbook, 2017).

Taiwan has its own currency, the New Taiwan Dollar (TWD), 
the exchange rate of which is determined by market forces. 
However, when seasonal or irregular factors disrupt the mar-
ket, the bank of issue (the Central Bank of the Republic of 
China/Taiwan/, CBC) may intervene to maintain an orderly 
foreign exchange market. Otherwise CBC promotes financial 
liberalization and internationalization. The management of 
capital movements is market based. In general, capital can flow 
freely in and out of Taiwan. The CBC’s management philoso-
phy of its foreign exchange reserves centres around liquidity, 
security, and profitability. The foreign exchange reserves have 
also been used to promote economic development and indus-
trial upgrading According to CBC the actual exchange rate of 
TWD against USD (Interbank Spot Market Closing Rates) was 
30.218 on 28th April, 2017 (CBC, 2017). 

Table 1: List of Countries by Projected GDP – the Top 25
Country/
Economy

GDP Nominal (billions of USD) GDP PPP (billions of Int. USD) PPP/
Nom

2016 Share Rank 2020 Rank 2016 Share Rank 2020 Rank

United States 18,561.934 24.7 1 21,927 1 18,561.934 15.6 2 21,927 2 1.000
China 11,391.619 15.1 2 16,458 2 21,269.017 17.9 1 29,348 1 1.867
Japan 4,730.300 6.29 3 5,506 3 4,931.877 4.14 4 5,483 4 1.043
Germany 3,494.898 4.65 4 4,008 4 3,979.083 3.34 5 4,583 5 1.139
United 
Kingdom

2,649.893 3.52 5 2,928 6 2,787.741 2.34 9 3,244 9 1.052

France 2,488.284 3.31 6 2,851 7 2,736.717 2.30 10 3,185 10 1.100
India 2,250.987 2.99 7 3,297 5 8,720.514 7.32 3 12,842 3 3.874
Italy 1,852.499 2.46 8 2,046 9 2,220.580 1.86 12 2,518 12 1.199
Brazil 1,769.601 2.35 9 2,214 8 3,134.892 2.63 7 3,631 8 1.772
Canada 1,532.343 2.04 10 1,856 10 1,674.313 1.41 16 1,973 17 1.093
Korea (Rep.) 1,404.383 1.87 11 1,747 11 1,928.621 1.62 13 2,373 13 1.373
Russia 1,267.754 1.69 12 1,698 12 3,745.084 3.14 6 4,309 6 2.954
Australia 1,256.640 1.67 13 1,574 13 1,188.764 0.998 19 1,454 20 0.946
Spain 1,252.163 1.66 14 1,457 14 1,689.710 1.42 15 1,992 16 1.349
Mexico 1,063.606 1.41 15 1,325 15 2,306.668 1.94 11 2,800 11 2.169
Indonesia 940.953 1.25 16 1,274 16 3,027.827 2.54 8 4,119 7 3.218
Netherlands 769.930 1.02 17 893.2 18 865.908 0.727 27 1,013 29 1.125
Turkey 735.716 0.978 18 912.5 17 1,669.893 1.40 17 2,072 15 2.270
Switzerland 662.483 0.881 19 744.8 21 494.303 0.415 39 573.6 40 0.746
Saudi Arabia 637.785 0.848 20 816.6 19 1,731.229 1.45 14 2,074 14 2.714
Argentina 541.748 0.720 21 773.4 20 879.447 0.738 26 1,062 28 1.623
Taiwan 519.149 0.690 22 590.4 22 1,125.482 0.945 21 1,335 22 2.168
Sweden 517.440 0.688 23 581.6 24 498.130 0.418 38 595.0 37 0.963
Belgium 470.179 0.625 24 543.1 26 508.598 0.427 37 587.2 39 1.082
Poland 467.350 0.621 25 582.7 23 1,052.249 0.884 24 1,302 24 2.252

Source: Own edition on the basis of Statistic Times (IMF data), 2016
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According to Statistics Times (using database of IMF (2016 
October) Taiwan was at No 21 place in terms of the amount of 
GDP on current price basis and No. 21 in purchasing parity 
basis (PPP), while foreseeably it would keep its present position 
in 2020 in PPP basis. On current price basis, it would likely slip 
one grade back to the 22nd position as it can be seen on Table 1.

the objeCtives of the ReseARCh

With the completion of the present study the author aimed 
give an insight to the most important social and economic 
challenges of Taiwan nowadays. In the author attempted to 
find an answer to the question whether Taiwan just followed 
the successful model of Japan and implemented the same 
economic policy instruments like other newly industrializing 
economies in Asia, or it had a special Taiwanese way. For this 
reason, the author made a comparison between Taiwan and 
the Republic of Korea (hereinafter: South Korea) in terms of 
several economic and non-economic factors. 

In addition, the author tried answer another question: which 
are the main economic and social challenges which influence 
Taiwan’s development at present and in the foreseeable future.

MAteRiAl And Methods

This study is based on secondary and partially primary re-
search information. Most of the secondary information de-
rived from the bibliography in this field which was available 
in Taiwanese sources, principally in the libraries of National 
University of Taiwan (NTU), Shih Chien University, Academia 
Sinica. For statistical data, the author used several interna-
tional sources of database (CIA World Factbook, IMF) and also 
of the Directorate General of Customs, Ministry of Finance of 
Taiwan. 

Further to all this, mention must be made about the fact that 
the author had the privilege to spend two months in Taipei at 
Shih Chien University in 2017 (March – May) with the fellow-
ship of the Oriental Business and Innovation Centre of BBS. 
During his stay in Taiwan, the author had personal meetings 
and made interviews with a number of leading academic profes-
sionals of the relevant fields (economy, sociology, international 
studies, etc.) at Taiwanese institutes and universities (National 
Taiwan University, National Chengchi University, Academia Si-
nica. Moreover, experts form the fields of business and admin-
istration were also interviewed, like the Investment and Trade 
Director of the Hungarian Trade Office in Taipei, and also Tai-

wanese businessmen in farming and food-processing industry. 
The outcomes of all these meetings and interviews – as valuable 
primary information – are reflected in this paper as well.

the tAiwAnese eConoMiC MiRACle –  
the exPoRt-oRiented eConoMiC develoPMent 
According to Chen (2016) the economic development is a 
complicated phenomenon. Many factors may affect the speed, 
quality, and direction of economic development. But the ma-
jor factors affecting Taiwan’s economic development in the 
past 120 years are mostly international ones – especially the 
mechanism called international factor price equalization. He be-
lieved Taiwan’s economic development was not a miracle, as 
some people claimed, but rather an achievable outcome for 
all developing countries facing the same international op-
portunities. Moreover, he recalled Samuelson (1948) who had 
proved a theorem of international factor price equalization 
almost 70 years ago. This theorem stated that, under certain 
assumptions, the price of production factors, such as the wage 
rate, will become equal between two countries when the coun-
tries have free trade with each other. Chen also referred to 
Mundell (1957), who demonstrated that even with no trade, 
the international movement of even only one production fac-
tor can also equalize the factor prices of two countries. Since 
these theories have some assumptions that may not be true 
in the real world, the wage rate of different countries may re-
main unequal. Nonetheless, as the theoretical analyses pre-
dict, even if some of the assumptions do not hold, the wage 
rate of two countries, once they are open to international 
trade, will become closer to each other in most cases (Chen, 
P 2016).

Taiwan began to experience significant trade with richer 
countries when the Qing imperial government was forced to 
open several ports in China to international trade, including 
two ports in Taiwan in 1860. After Taiwan was ceded to Japan 
in 1895, it began to engage in large-scale trade with Japan. In 
addition, investment, modern technology, and educated peo-
ple moved to Taiwan from Japan. Before 1945, the economic 
relationship between Taiwan and Japan resembled a modern 
common market. Taiwan could export a variety of products 
in which Taiwan had comparative advantage to Japan without 
paying tariffs. Factor flows between Taiwan and Japan were also 
cost free. Consequently, income and wage rates in Taiwan grew 
closer to those of Japan (which were higher). The factor price 

Table 2: Taiwan’s main economic indicators between 2000 and 2016
2000 2005 2010 2011 2012 2013 2014 2015 2016

GDP (USD billion at current 
prices) 331.5 375.8 446.1 485.7 495.8 511.6 530.5 525.2 529.7

Per capita GDP (USD at cur-
rent prices) 14,941 16,532 19,278 20,939 21,308 21,916 22,668 22,384 22,530

Real GDP growth rate (%) 6.4 5.4 10.6 3.8 2.1 2.2 4.0 0.7 1.5
Total exports (USD billion) 151.9 199.8 278.0 312.9 306.4 311.4 320.1 285.3 280.3
Total imports (USD billion) 140.7 185.4 256.3 288.1 277.3 278.0 281.8 237.2 230.6
Consumer price inflation (%) 1.3 2.3 1.0 1.4 1.9 0.8 1.2 -0.3 1.4
Unemployment rate (%) 3.0 4.1 5.2 4.4 4.2 4.2 4.0 3.8 3.9

Source: Directorate-General of Budget, Accounting and Statistics, Executive Yuan, Taiwan (cited by DBIT update, 2017)
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equalization mechanism began to contribute to the economic 
development of Taiwan. In 1937, four decades after Japan oc-
cupied Taiwan, per capita income in Taiwan reached roughly 
75 percent of Japan’s (Chen, P. 2016).

the develoPMent Model of tAiwAn CoMPARing  
to south koReA – siMilARities And diffeRenCes 
The peculiar and successful economic development of the 
Asian New Industrialising Economies (ANIEs), especially the 
cases of South Korea and Taiwan have received considerable 
attention from economists. Many studies and analyses have al-
ready been prepared and published to find out what was the 
secret of their successful models. It is also evident that from 
historical, political, social, cultural aspects there were many 
similarities between the two entities. Both of them were in se-
vere economic and social situation before their take-off and 
prosperity came about. South Korea, once one of the poor-
est economies in the world and devastated by the Korean War 
(1950-53), is now the world’s No. 12 largest economy in terms 
of the amount of GDP, while Taiwan has turned itself from a 
small island with a history of colonization into No. 21-22 larg-
est economy in the world (see Table 1).

South Korea and Taiwan experienced colonization but de-
veloped their economies very rapidly under a government-led 
development paradigm. Due to limited natural resources, both 
governments employed an export-oriented industrialization 
policy. Both economies also were favoured by high rates of do-
mestic savings and human capital characterized by high levels 
of education and a good work ethic (Kim, H.– Heo, U. 2017).

With economic development, both governments also went 
through the transition to democracy, which ended authoritar-
ian rule in Taiwan in 1987, in South Korea in 1988. 

However, besides the similarities, there were also notice-
able differences between those economic development mod-
els which were applied in South Korea and Taiwan. The South 
Korean government monopolized credit allocation, providing 
preferential credit to big export-oriented corporations to pro-
mote economic development. By contrast, small and medium-
size enterprises that were mostly family-owned led economic 
development in Taiwan (Kim, H.– Heo, U. 2017).

Hattori and Sato (1997) in their study also assumed and 
claimed that the development mechanisms in South Korea 
and Taiwan were different and came up explanatory hypoth-
eses based on historical and economic facts. According to them 
there were different levels of capital accumulation at the start-
ing points of post-war economic development, or industrializa-
tion, in the two states. In South Korea hopes were very high for 
accelerated development, but the economy itself was still at a 
very low level. This situation most likely forced policymakers 
and the people to believe that development should be carried 
out through a strong government-led mechanism. The fact that 
South Korean level of economic development was lower than 
that of Taiwan looks evident in the figures of per capita GNP. 
In 1961, per capita GNP in South Korea was only 55 percent of 
the figure recorded by Taiwan. Taiwan was already producing 
sugar as a powerful agricultural exporter, enabling a certain 

level of foreign currency acquisition. South Korea fell behind 
in this aspect. Industrialization in South Korea also lagged be-
hind. Looking back on the period during which both countries 
were colonies of Japan, industrialization was progressing dur-
ing the 1930s and the Korean Peninsula was developing ahead 
of Taiwan. However, most of the factories were located in the 
north, and with the division of the peninsula after World War 
II, South Korea was cut off from the major industrial regions. 
Also, most of the manufacturing enterprises including SMEs in 
pre-war Korea were owned and managed by Japanese. In the 
other hand, in Taiwan, although many large corporations were 
also owned and managed by Japanese, the SMEs were owned 
and managed by Taiwanese. Therefore, after the war South Ko-
rea experienced setbacks both in terms of manufacturing facili-
ties and human resources, even before the destruction inflicted 
on the economy by the Korean War. As a result, the resources, 
especially capital, necessary for economic development was se-
riously lacking in South Korea. In order to utilize effectively the 
scarce resources that were available, it was hoped that the gov-
ernment would step in and ration them in a centralized man-
ner. For this purpose, the Park Chung-hee administration na-
tionalized the country’s financial institutions and took control 
of loans from overseas. In the other hand, Taiwan’s economic 
level was relatively higher, and although capital was scarce too, 
the situation was by no means as critical as in South Korea, al-
lowing Taiwan to take a more relaxed approach to economic 
development (Hattori, T. – Sato, Y. 1997). According to their 
findings they described a general scheme of the Taiwanese and 
South Korean developmental model, see Figure 1. 

Chau (2001a) in his study pointed out that from the begin-
ning, the South Korean government took on an active and di-
rect role in guiding and promoting economic growth, much 
more so than the governments of Japan and Taiwan. The main 
objective was growth maximization. This was considered essen-
tial to survival, to counter the threat of North Korea, which was 
stronger in terms of military capacity and economic potentials 
in early 1960s. The strategy was clear-cut and simple: outward-, 
industry- and growth-oriented (or “OIG-oriented”). To do 
well in export was considered of paramount importance. The 
phrase “export first” was written into the second five-year plan 
of South Korea (1967-71), and “Nation building through ex-
ports” was President Park Chung-hee’s favourite slogan (Chau, 
L-C. 2001a).

Abe and Kawakami (1997), in their study examined the reli-
ability of that belief – based on a broad consensus – that the 
backbone of industrialization of South Korea was the sphere 
of chaebols (conglomerate business groups) rather than small 
and medium-size enterprises (SMEs), while in Taiwan’s eco-
nomic development, the SMEs played been the driving force 
for growth. 

According to this general consensus South Korea was consid-
ered as „big business economy” while Taiwan an „SME econo-
my.” Their conclusion was that the statistical data to the end of 
the 1980s confirmed this generally held perception contrast-
ing enterprise size in the two economies. However, later on, 
between 1986 and 1991 the position of enterprises employing 
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more than 500 workers in the Taiwanese economy increased in 
importance, if only slightly. In other words, the dichotomy in 
the position of big business in the two economies seemed to 
have lessened since the mid-1980s (Abe, M. – Kawakami, M. 
1997).

Chau et al. (2001b) also underlined that there were differenc-
es in the method of industrial targeting too. Taiwan was most 
specific in identifying and promoting ‘strategic’ industries, with 
explicit criteria (technology intensity, market potential, high 
value added and large linkage). Eight strategic industries were 
chosen in 1983, and 33 targeted leading products were identi-
fied in 1992. By contrast, in its technology upgrading effort, 

South Korea shifted from industry-specif-
ic promotion of the 1970s to functional 
policies of the 1980s. Policy became more 
favourable to individual projects rather 
than sectoral development (Chau et al. 
2001b).

South Korea and Taiwan have enjoyed 
rapid economic development since the 
early 1960s. Gross domestic product 
(GDP) per capita in South Korea and 
Taiwan has continuously increased over 
the past decades. However, it is also vis-
ible that since 1980 the value of per cap-
ita GDP (PPP) has always been higher in 
Taiwan than in South Korea and the gap 
between them has also been continuously 
widening. Taiwan’s per capita GDP (PPP) 
will closely approach 60,000 USD by 
2021, while in case of South Korea it will 
only be slightly above 47,000 USD (see 
Figure 2).

The most obvious difference between 
the South Korean and Taiwanese econo-
mies is the size of firms and business 
groups. Kim (2017) on the basis of pre-
vious studies (Amsden, 1989, Wade 1990, 
Kim 1996, Heo and Tan 2003, Heo and 
Roehrig 2010,) pointed out the issue of big 
corporations versus small and medium-
sized enterprises. The economic concen-
tration is one of the main characteristics 
of late industrialization as a small number 
of firms tend to lead economic develop-
ment. South Korea is a good example: a 
small number of gigantic family-owned 
business conglomerates, called chae-
bols, account for a major portion of the 
economy’s production. The South Korean 
government concentrated resources on 
a small number of firms for two reasons. 
First, South Korea had limited resources. 
Second, the government believed that the 
size of firms was important to compete in 
the world market. Scarce resources meant 

that only a small number of firms received government sup-
port, which in turn led to the dominating size of chaebol. For 
instance, the Hyundai group, the largest chaebol in these early 
years, expanded at an average rate of about 32 percent from 
1972 to 1983, and the five biggest chaebols accounted for 17.4 
percent of the total value of the manufacturing sector in 1982 
(Kim 1996). By 1999, the top fifty firms in South Korea ac-
counted for 93.8 percent of the country’s GDP (Kim, H. – Heo, 
U. 2017).

Lin (2017) underlined that Taiwan started her peculiar way 
of export-oriented industrial development almost at the same 
time when South Korea did – around the late sixties to the 

Figure 1: Development Patterns and Development Mechanisms in South Korea 
and Taiwan

Source: Hattori, T. – Sato, Y. (1997)

Figure 2: Per Capita GDP (PPP) of Taiwan and of the Republic of Korea from 1980 
till 2021 (forecast) in USD

Source: own compilation on the basis of Economy Watch (data gained from the International 
Monetary Fund, http://www.economywatch.com)
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early seventies. But it was a major differ-
ence that unlike in case of South Korea, 
Taiwanese government did not select di-
rectly those companies which were desig-
nated to be the backbone of the national 
economy. There were no chaebols or Jap-
anese style Keiretsu-model. The develop-
ment went through under the guidance of 
the government, but the most successful 
industrial manufacturers – especially in 
the electronic industry – were self-made 
men. Another typical trend was that big-
ger companies with textile or other pro-
files – recognising the prosperity of the 
electronic industry – also entered the 
business. Even though, that by now some 
of the Taiwanese companies grew big, 
like Asus, Acer, D-Link and many others, 
– contrary to South Korea and Japan – it 
happened only in the course of the recent 
one or two decades. He pointed out that 
similarly to South Korea, Taiwan also re-
ceived significant and regular financial 
assistance from the United States during 
the 1950s and in the early sixties – until 1965 (South Korea 
received the US assistance until 1972). All this gave additional 
impetus and help the impressive economic growth of Taiwan 
and South Korea that started just a couple of years later. After 
1965, still huge amounts of American financial assets remained 
in Taiwanese banks that were – and still being – used like a joint 
fund for development purposes, and the Taiwanese and the 
US administration decide together about the projects to which 
support should be rendered (Lin, M-J. 2017).

Chou (2017) pointed out that comparing to South Korea the 
labour unions have always been much weaker and played less 
active role. Even though that since 1987 the democratization 
process has been going on in Taiwan, the peoples’ voice, the ac-
tivation of civil movements can only be seen during the recent 
3-4 years (Chou, C-C., 2017). This must be one reason why the 
level of salaries has been stagnating in Taiwan for two decades.

Comparing the Taiwanese and South Korean R & D sectors, 
Sanchez-Rubalcava (2014), in his thesis pointed out that there 
were key differences between South Korea and Taiwan in terms 
of research and development. He claimed that in contrast to 
the remarkable similarities in many ways, they differ from each 
other greatly when looking at the industry data in terms of 
which the biggest differences could be found. The main dif-
ference was in the concentration of research and development, 
which in South Korea was managed by the largest companies, 
while in Taiwan the research and development was more uni-
form and spread out (Sanchez-Rubalcava, D. 2014). 

According to Chow (2016) until the 1990s, Taiwan was able 
to overcome its diplomatic isolation by expanding its trade and 
investment flows to all of her trading partners with or without 
official government recognition. Its economy could maintain 
decent growth rates with an average of 7.49 percent in the 

years 1991-1995, a record comparable to other newly industri-
alizing countries (NICs) in the early years of the 1990s. Howev-
er, the proliferation of the free trade agreements (FTAs) in the 
Asia Pacific since that time has reduced Taiwan’s international 
economic participation. Unlike South Korea which has signed 
FTAs with most of its major trading partners, Taiwan has not 
been able to benefit from a “freer trade” regime through bilat-
eral/plurilateral trade accords. This is because mainland China 
has prevented those countries with which Taiwan has no dip-
lomatic ties from signing trade accords with Taiwan (Chow, P. 
C.Y. 2016).

Chow (2016) in his study pointed out another important dif-
ference between the two economies: the extent of the outward 
FDI which is considerably higher in case of Taiwan than in 
South Korea or even Japan. The stock of outward FDI as per-
centage of total GDP is shown in Figure 3. By the end of 2012, 
the stock of outward FDI in total GDP accounted for nearly 
50 percent in Taiwan whereas the levels in South Korea and 
Japan are only 25 percent and below. After Teng Hsiao ping’s 
southern visit in 1992, which reaffirmed mainland China’s 
commitment to reform and openness, more Taiwanese capital 
flowed to mainland China than to any other country. This rose 
concerns about overdependence on mainland China (Chow, P. 
C.Y. 2016).

the PResent stAte And ChAllenges  
of the tAiwAnese eConoMy And soCiety

Taiwan’s economy has been experiencing a downturn since 
the breakout of the global economic crisis since 2008. This is 
due to the overdependence to the exportation. Both invest-
ment and consumption are growing at a slow pace. There are 
three main factors contributing to Taiwan’s economic growth: 

Figure 3: The stock of outward FDI as percentage of GDP in Japan, South Korea 
and Taiwan,  1990-2014

Source: Chow, P.C.Y. (2016) (on the basis of UNCTAD)
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investment, export and consumption. Regarding the invest-
ment sector, the government has faced the sovereign debt 
ceiling, which restricts its capacity for raising public debt. The 
private investment sector shows limited growth potential. Fur-
thermore, there is little progress in negotiations for FTA (Free 
Trade Agreement) as well as EFCA (Cross-Straits Economic 
Cooperation Framework Agreement) follow-up agreements. 
Negotiations, however, have been started for a cross-strait 
trade in goods agreement under the ECFA framework (Wang, 
J-C. 2015).

In order to maintain the technical and business issues be-
tween Taiwan and mainland China, the Straits Exchange Foun-
dation (SEF) was established by the Taiwanese government. It 
is technically a private foundation, but in fact it is funded by the 
government and controlled by the Mainland Affairs Council of 
the Executive Yuan (the executive branch of the Taiwanese po-
litical leadership). Its role is in fact, a kind of de facto embassy 
to mainland China, to not officially acknowledge the latter’s 
sovereignty over Taiwan. The SEF is headed by a former Tai-
wanese foreign minister, Tien, Hung-mao (SEF, 2017).

According to the figures of Table 3 – comprising seven years 
from 1st January, 2010 to 31st December, 2016 it is very much 
visible, that Taiwan’s No. 1 and No. 2 foreign economic part-
ners are located in East Asia, namely the mainland China and 
Japan. In terms of the entire bilateral turnover, and in case 
of Taiwanese exports, mainland China is the biggest partner 
(even without Hong Kong nearly 850 billion USD turnovers, 
from which 550 billion USD was the export), while in terms of 
imports to Taiwan, Japan was the biggest in this period (with 
nearly 316 billion USD). The United States was at No 3. place 
both in terms of exports and imports. Hong Kong, South Ko-
rea and Singapore are also very important partners, while from 
Europe only one country, Germany had a place among the Top 
Ten (with nearly 103 billion USD turnover).

Mention has to be made about the Economic Cooperation 
Framework Agreement (ECFA), a preferential trade agree-
ment between the governments of mainland China and Tai-
wan, which aimed to reduce tariffs and commercial barriers 
between the two sides. The pact, signed on June 29, 2010, in 

Chongqing, was seen as the most significant agreement since 
the two sides split after the Chinese Civil War in 1949 (BBC 
News, 2010).

Chang (2015) pointed out that whilst legislative ratification of 
the latest Cross-strait Trade in Services Agreement has been held 
in abeyance since the Sunflower Movement took place in March 
2014. in Taiwan attended a WTO (World Trade Organization) 
Trade Policy Review meeting in Geneva on September 16, 2014. 
During this meeting from the end of mainland China concerns 
were expressed over Taiwan’s restrictive measures that substan-
tially limit its direct/portfolio investments in Taiwan. In addi-
tion to reiterate its expectation towards the removal of Taiwan’s 
unilateral import bans on basic products from mainland China 
in compliance with the MFN (Most Favoured Nation)-level ob-
ligations of WTO. Beijing has also signalled that, by failing to 
open Taiwan’s domestic economy to China, it will lobby against 
Taiwan’s participation in multilateral pacts such as the Trans-Pa-
cific Partnership (TPP). Also, according to Chang (2015), South 
Korea and Taiwan both significantly increased their exports to 
mainland China between 2002 and 2011, however the figures 
show that South Korea’s export expansion was more successful 
in absolute values. However, South Korea’s share within the Chi-
nese market did not change significantly (from 9.7% to 9.6%), 
while the same in Taiwan’s case decreased from 12.9 % to 7,4% 
(Chang, C-C. 2015), see the comparison in Table 4. 

According to Chang (2015) in the long run, keeping restric-
tive stance towards reciprocal flows from mainland China is 
definitely not an option for Taiwan. Making prudent policies 
of cross-strait opening, with appropriate safeguards in place, 
may not be the panacea for Taiwan’s competitiveness, but it is 
a necessary step to maintain and further enhance its strength 
in global trade. Taiwan should take a more positive perspective 
and consider forming a strategic alliance with mainland China, 
rather than viewing it as an adversary, in order to maximize 
its relative advantage under this ever-changing global business 
environment (Chang, C-C. 2015).

According to Wang (2015), the domestic consumption, the 
average growth of Taiwan’s disposable income was approxi-
mately one percent in the past ten years. It causes the slug-

Table 4: Taiwan’s and South Korean Exports to and Market Share in China (2002-2011)
Year South Korea Taiwan

Amount of Exports  (M 
USD)

Market share (%) Amount of Exports  (M 
USD)

Market share (%)

2002 28,581 9.7 38,082 12.9
2003 43,161 10.4 49,364 11.9
2004 62,166 11.1 64,760 11.5
2005 76,874 11.6 74,655 11.3
2006 89,818 11.3 87,141 11.0
2007 104,045 10.9 100,986 10.6
2008 112,154 9.9 103,324 9.1
2009 102,125 10.2 85,706 8.6
2010 138,023 10.0 115,645 8.4
2011 147,386 9.6 114,161 7.4

Source: Chang, C-C (2015) on the basis of “The Impact of Taiwan President Ma’s Re-election on South Korea’s export to China”.  
Qingdao Newsletter (KOTRA Chingtao Weekly Newsletter) (March, 2012)



62

Economics & Working Capital

Year 2018. 1-2. issues

gish growth of Taiwan’s economy. Lastly the export trade is also 
largely affected by the up-and-down fluctuations of the global 
economy, which imply that Taiwan has lost much of its control 
over its economic growth. However, on the bright side, Taiwan’s 
export and consumption are better off following the recovery 
of the global economy. Foreign tourist arrivals were expected 
to exceed ten million in 2016 to significantly increase domestic 
demand. Moreover, with the establishment of Free Economic 
Pilot Zones (FEPZs) and the shift in investment from China 
to Taiwan, by Taiwanese businessmen, the economic growth of 
2015 shows signs of recovery. But with the rise of China’s high-
tech industry, the cross-strait business relationship has shifted 
from cooperation to competition. However, there are still some 
doubts about the global economic recovery, Taiwan still has a 
lot of work to do, though its economic growth in the next two or 
three years shows promise and has an optimistic forecast. It has 
to speed up not only in industrial transformation but also sign 
FTAs to stand a chance in this fierce competition and break 
through existing trade barriers to get back on the right track of 
economic growth, at faster pace too. Taiwan has been too much 
dependent on mainland China. Taiwan is pressured to speed 
up industrial upgrading and transformation. Moreover, Taiwan 
has to plan FEPZs (free economic pilot zones) and sign FTAs 
at faster rate in order to make industrial advancements and 
maintain competitive advantages over mainland China. Upon 
accomplishment Taiwan will be able to pursue sustainable eco-
nomic growth. Besides the aforementioned challenges, there 
are still some other pressing complications. Such one is the rise 
of mainland China’s supply chain and the fierce industrial com-
petition between the two sides of the Taiwan Strait. In recent 
years, Taiwanese and foreign companies all face the pressure of 
localization or joining with the China supply chain. This means 
the original Taiwanese and foreign suppliers of semi-conductor 
and other component manufacturers are being replaced. The 
negative effect can be seen by the recent decrease in the ratio 
of intermediate goods Taiwan imports from mainland China. It 
may have resulted from mainland China’s import substitution 
and localized production policy. In 2013, the manufacturing 
of ICT (information and communication technology) prod-
ucts and optical instruments, which constitute a large part of 
imported goods, has been hit the hardest, weakening Taiwan’s 
export performance. Therefore, Taiwan has to shift focus to the 
American reindustrialization process to maintain competitive 
advantages over mainland China.

The conclusion of Wang (2015) is that industrial transition 
must speed up and new industries must be introduced in or-
der to attract investment. In addition, service industries should 
take full advantage on FTAs and ECFA. In doing so, Taiwan 
can take advantage of China’s and ASEAN countries’ vast hin-
terland to secure benefits of economies of scale and create de-
mand for skilled manpower (Wang, J-C. 2015).

Füle (2017) pointed out that during the recent, 8-year period 
of the KMT-government, (2008-2016), Taiwan made many ges-
tures to improve relations with mainland China. When Taiwan 
and mainland China concluded the ECFA in 2010, as a part of 
this framework agreement, a so-called Early-harvest List was 

agreed in 2011, which comprised altogether tariffs concessions 
of 806 product items. He pointed out that the unhindered 
trade of at least two third of these products was really benefi-
cial for Taiwanese exporters to mainland China, which is inter-
ested in the imports of modern technologies from Taiwan. On 
the other hand, it is a noticeable fact that nowadays around 23 
million people are employed by Taiwanese firms in mainland 
China – which number is comparable to the entire population 
of Taiwan. 

Following ECFA, within few years altogether 22 additional 
agreements were concluded between Taiwan and mainland 
China, which covered the field of liberalization of the move-
ment of persons as well. At the beginning only tourist groups, 
but later on individual travellers were also allowed to travel to 
the other side of Taiwan Strait. Finally, ECFA became highly 
debated and the last agreement within its framework on the 
liberalizing trade in services was not ratified by the Taiwanese 
legislature.

It even raised public dissatisfaction and created an intense 
situation in Taiwan, which resulted in the significant occupa-
tion of the Taiwanese Legislative Yuan as many people had 
fears of the fast pace of signing and ratifying so many agree-
ments between the two sides of the Taiwan Strait. It was consid-
ered too risky both from political and economic point of view. 
Finally, it contributed to the victory of the previous opposition, 
the liberal, Democratic Progressive Party (DPP) in 2016. 

He added that Taiwan struggles for any kind of additional 
possibility to participate in the international arena, however 
it is very much limited in the shade of mainland China, as the 
latter prevented most of these efforts. The Free Trade Agree-
ment (FTA) between Taiwan and the European Union is widely 
promoted by various feasibility studies and would highly ben-
efit both the EU and Taiwan. However, it is stalemated and not 
likely to be signed unless a similar agreement had already been 
concluded between the EU and mainland China. He under-
lined that it is very unlikely that such an agreement would be 
concluded between the EU and China in the near future, there-
fore the case of FTA between Taiwan and the EU cannot be on 
the agenda. He said it can be considered as a breakthrough-
sound achievement that mainland China did not prevent the 
conclusion of the FTA between Taiwan and New Zealand in 
2013, as well as the earlier conclusion of an investment protec-
tion accord between Taiwan and Japan in 2011 (Füle, J. 2017).

Wang (2015) emphasized another problem facing Taiwan is 
its unsolved salary stagnation. Real salary has stagnated for al-
most 20 years because of the imbalance of income distribution, 
not from the lack of economic growth. Salary stagnation serves 
as an obstacle hindering Taiwan’s economic recovery. Although 
the speed of inflation in Taiwan is relatively low, the increase in 
salary is even lower. Under such circumstances, Taiwan is strug-
gling to maintain talent in the country, further reinforcing the 
vicious cycle of low salary (Wang, J-C. 2015). 

Cheng (2017) also mentioned the dilemma of salary stag-
nation. She pointed out that the young generation in Taiwan 
faces elementary problems establishing families because of the 
increasing gap between the growing real estate prices and the 
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stagnating salaries. She mentioned that in the course of the 
recent two decades even cuts in salaries happened (Cheng, C. 
2017). 

Chou (2017) pointed out that 60% of college graduates in 
Taiwan are engineers, many of whom establish ventures and 
most of them become successful in a course of a couple of years 
(Chou, C-C., 2017). However, Hsu (2015) in his study pointed 
out that the young generation (20-24 years old people) face 
nowadays even bigger difficulties at the labour market than be-
fore. He claimed that Taiwan’s labour market had gone through 
a major change over the past decade. In fact, unemployment 
among people aged 35 or above had declined since 2003, but 
joblessness of the age 20-24 age group hit a new high in 2013. 
He suggested that Taiwan should learn from the US and other 
OECD countries which use the so-called Active Labour Market 
Policy (ALMP) to structurally connect the youth to the labour 
market and also urged for more innovative strategies that sys-
tematically could bring back this underrepresented genera-
tion, whose members possess with high educational attainment 
(Hsu, Y-H. 2015)

Lin (2017) outlined the main traps jeopardizing Taiwan’s 
competitiveness “behind the shade” of mainland China:

–  Many Taiwanese businessmen went to China to manufac-
ture and enjoy the advantages of the cheap labour. But, it 
has several risk factors for Taiwan as follows:

–  If Taiwanese manufacturers focus too much on the advan-
tages deriving from the low labour costs, in longer run 
these manufacturers will lose their competitiveness, as the 
labour costs, even in China are growing. The Taiwanese 
government has been trying to encourage entrepreneurs 
to rather do more intensively innovations and increase the 
value-added content in their products and services.

–  As China needs semiconductors in growing quantities, but 
still not able to meet her own demand from domestic re-
sources. He mentioned that China spent nearly as much 
on importing semiconductors as on the annual oil imports. 
Hence, in the recent years China started to intensively devel-
op her own semiconductor industry, which is followed by a 
special kind of brain-drain process: Chinese firms offer good 
job opportunities for Taiwanese specialists working in this 
field. He underlined: this was not prevalent in case of the as-
sembly- manufacturers, just the cutting-edge segment of the 
industry: the semiconductor design and production. If this 
process went on, Taiwan would surely face serious difficulties 
with her competitiveness in this field (Lin, M-J. 2017).

Chow (2016) summarized the tasks of the present admin-
istration of Taiwan – under presidency of Tsai Ing-wen (she 
assumed her office on May 20, 2016) – in order to revitalize 
Taiwan’s economy amid an unfavourable global environment. 
For Taiwan to benefit economically from its interactions with 
the rest of the world, in turn, and to enhance its international 
visibility politically, the Taiwanese government has at least six 
significant challenges as follows:

1)  Building on the economic statecraft that has brought par-
ticipation in the WTO, plurilateral and multilateral trade 
arrangements;

2)  Expanding its limited successes in bilateral FTAs negotia-
tions, especially with those countries which have multiple 
memberships in the emerging trade blocs;

3)  Continuing economic gains that Taiwan has made through 
its functional approach to deepen further the de facto 
economic integration it has achieved through outward in-
vestment and its participation in the global value chains 
(GVCs);

4)  Maintaining peace and stability in the cross-Strait rela-
tions by taking a non-provocative attitude toward China; 

5)  Pursuing membership in the new mega-regional trade 
blocs to diversify its trade and investment flows so as to 
mitigate its asymmetric dependency on China’s market;

6)  Engaging a “New Southward Policy” to integrate further 
with the economies in Southeast and South Asia.

Chow claimed that this might be a grand strategy for 
the Tsai-administration to globalize Taiwan’s economy 
with substantial political dividends in the international 
community (Chow, P. C.Y. (2016).

Another challenge the Taiwanese government and society 
has to face is the corruption. According to GAN (2016) cor-
ruption does not represent a major obstacle for business op-
erating or planning to invest in Taiwan, but, there are several 
reports of official corruption. These can be traced back to the 
close ties between politics and business which have raised the 
risks of corruption particularly in public procurement. Petty 
corruption, however, is very uncommon in most sectors. Tai-
wanese anti-corruption law is primarily contained in the Anti-
Corruption Act, the Criminal Code and the Organic Statute for 
Anti-Corruption Administration and the government general-
ly implemented these laws effectively. Taiwan’s Agency Against 
Corruption defines low-level gratuities; therefore, any facilita-
tion payment could be viewed as a bribe by the courts (Taiwan 
Corruption Report, GAN 2016).

According to Transparency International, in 2016 Taiwan 
ranked at No 31 in the world list, which is slightly worse than in 
2015, but an improvement comparing to the preceding several 
years can still be seen on Figure 4. 

In close relationship with all this, in Taiwan a new idea and 
well-functioning solution was found out to combat against tax 
evasion, at least in retail trade. In an effort to get merchants 
to keep things on the books, the Taiwanese government intro-
duced a sweepstake, called Receipt Lottery. The theory being, 
with millions in winnings on the line, customers would start 
demanding receipts with every purchase and merchants would 
wind up with all their income on the books. Each receipt gets a 
unique eight-digit number stamped on it. On the 25th of every 
odd month they announce six winning numbers. People who 
collect their receipts, check their receipt numbers from the pre-
ceding two months (Receipt Lottery).

This author believes that this is a classic win-win situation. 
The customers, who have a real chance to win, are strongly in-
terested to claim receipts even after their small shopping, as 
the highest prize is 10 million TWD (around 330,000 USD), 
but even minor prizes are still attractive. In the other hand 
both the government and the community wins, as the total 
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sum of prizes remains far below the surplus the budget receives 
from taxes like this, even though the VAT ratio is much lower 
in Taiwan (5%) than in most European countries. This system 
works well, with bimonthly draw, and people follow the results 
with keen attention while VAT and all additional payments ar-
rive to the budget. 

eConoMiC RelAtions between tAiwAn  
And the euRoPeAn union

Bilateral trade relations between the EU and Taiwan are in 
general good and expanding. According to statistical figures 
of 2015 Taiwan is the EU’s 18th trading partner and the 7th in 
Asia in value of goods 44 billion EUR traded in 2015 (9.4% 
increase comparing to 2014). The EU is Taiwan’s 5th trading 
partner, after China, the ASEAN block, US and Japan. The 
EU-Taiwan bilateral trade accounted for 1.3% of EU’s world 
trade 2015. The EU’s exports to Taiwan (18.5 billion EUR) 
grew in 2015 by 9%. Total trade in services between the EU 
and Taiwan was 7 billion EUR in 2014, with a shrinking sur-
plus for the EU (1.3 billion EUR). ICT products dominate 
Taiwanese exports to the EU (35%), followed by machinery 
(17%) and transport equipment (11%). The share of Taiwan in 
integrated circuits and electronic components in EU’s imports 

worldwide is more than 15%. Machinery 
is the main export of the EU to Taiwan 
(23%); transport equipment takes also a 
significant part of EU’s exports to Taiwan 
(18%), followed by ICT products (9%), 
pharmaceuticals (8%) and agri-food 
(7%). With a stock of FDI of 10 billion 
EUR, the EU is the largest investor in 
Taiwan. The EU’s FDI accounts for 25% 
of all foreign investment in the island. At 
the same time, Taiwanese investment in 
the EU remains at a very low level (stock 
of 1 billion EUR). The EU as a whole 
only accounts for 2% of the stock of Tai-
wanese FDI. The inclusion of Taiwan in 
the European Commission’s “Trade for 
All” trade communication, adopted in 
October 2015 is a major development. 
The prospect of a bilateral investment 
agreement (BIA) is an opportunity to 
create an overall better business environ-
ment in Taiwan for EU investment (EU – 
Taiwan Factfile, 2016). 

Regarding the issue of the EU – Taiwan 
BIA, in spite of the recently mentioned 
optimistic consideration of the EU-Taiwan 
Factfile (2016), the state of this agreement 
does not look bright. The author need to 
recall Füle (2017) who pointed out that 
it has no reality until such an agreement 
between the EU and mainland China has 
been concluded (which is very unlikely). 
From the European Union’s side, such 

an agreement with Taiwan would collide with the One-China 
Policy (Füle, J. 2017).

In 2015, the European Union continued its intense and 
well-structured dialogue on economic and trade matters with 
Taiwan. Four technical expert-level working-groups, that 
meet twice a year, deal with questions related to sanitary and 
phyto-sanitary rules (including food safety), technical barriers 
to trade, automotive (including standards, certification and 
testing requirements), intellectual property rights, pharma-
ceuticals, cosmetics and medical devices. Ad hoc regulatory 
dialogues are held on government procurement, customs, tel-
ecom, complemented by seminars and workshops on issues of 
mutual interest, organised jointly by the European Economic 
and Trade Office (EETO) and Taiwanese stakeholders aimed at 
strengthening our cooperation. At the joint events, European 
experts from European Commission, EU Member States, in-
dustry and academia share best practices and advocate interna-
tional and EU regulatory principles. The first Industrial Policy 
Dialogue took place in June 2015, which focused on innovation 
through digitalisation, standardisation and SMEs internation-
alisation and clusters cooperation, notably in the framework 
of the Enterprise Europe Network, of which Taiwan became 
a member on 28th May, 2015. The aggregated figures of trade 

Figure 4: Taiwan’s Corruption Rank
Source: Trading and Economics (Transparency International) 

Figure 5: Bilateral trade between the 28 EU Member States and Taiwan in 2015 
(EUR, billion)

Source: EU–Taiwan Factfile, 2016 (on the basis of EUROSTAT data)
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between the European Union and Taiwan can be seen in Table 
5, while the bilateral trade between the 28 EU member-states 
and Taiwan (in 2015) can be seen in Figure 5. In the latter, 
it can be clearly seen that Germany is the biggest economic 
partner for Taiwan from among the 28 member states, cover-
ing 31.9% of the total EU-Taiwan trade turnover. The second 
biggest partner is the Netherlands (15.0%), the third one is 
the United Kingdom (13.5%), France (8.6 %), Italy (6.5%), Bel-
gium (4.1%) and Spain (3.2%) are still significant (EU – Taiwan 
Factfile, 2016). 

ConClusion 
Following the objectives of the study, on the basis of biblio-
graphic sources and databases, furthermore incorporating all 
relevant information the author gained by personal interviews 
in Taiwan, as primary research results during his fellowship in 
2017, the main findings and conclusions can be summarized 
as follows.

1) The Taiwanese model – similarities and differences between 
the development of South Korea

To answer the question – whether Taiwan just followed the suc-
cessful model of Japan and implemented the same economic policy in-
struments like other newly industrializing economies in Asia, or it had 
a special Taiwanese way – the author made a comparison between 
Taiwan and South Korea in terms of several economic and non-
economic factors. 

In this respect there are many similarities, the most promi-
nent ones are as follows:

–  relatively small land, with significant population,
–  scarcity of natural resources, especially energy carriers,
–  colonial past,
–  underdeveloped economy after the colonial period which 

was further devastated by the war(s) – WWII, and in case of 
South Korea, the Korean War (1950-53),

–  strong (dictatorial) political leadership until the late 1980’s,
–  export-oriented economic development policy,
–  American economic assistance helped the recovery and the 

take-off,
–  Following Japanese and American patterns,
–  Conflicts and continuous tensions in the direct geographic 

neighbourhood,
–  High savings ratio, especially during the take-off period 

(1970’s),

–  Democratization process from the late 1980’s
In the other hand, there were significant differences in the 

way of South Korea and Taiwan as follows:
–  The role of state (government) in guiding the economic 

development was strong in both cases while in South Korea 
the government monopolized the credit allocations giving 
preference to the selected big export-oriented companies 
(which became the chaebols), while in Taiwan the interfering 
role of state was not that strong, mostly family-owned SMEs 
led the economic development.

–  We may say, South Korea followed the chaebol-model, while 
Taiwan the successful SME model. However, what is more 
important difference, that in South Korea the success of 
the selected companies was pre-decided by the government, 
while in Taiwan self-made companies became successful. 
(Even though some of these SMEs grew big, they are still 
not giants like most of the well-known South Korean firms).

–  The post-colonial heritage was quite different after Japan 
surrendered in 1945. Even though Japan had invested a 
lot both to Korea and Taiwan (as they both used to be prov-
inces of Japan), in case of Korea the relatively modern Jap-
anese investments and production capacities were in the 
North, they remained at North Korea. Those few capacities 
existed in the South were mostly devastated by the Korean 
War while in Taiwan production- and export-oriented ca-
pacities were not that much damaged, so Taiwan still had 
a stronger basis to start again from. Hence, even though 
the post-colonial and post-war situation devastated both 
economies, at the beginning the situation in South Korea 
was much worse (even in 1960 South Korea was one of the 
poorest country in the world), than in Taiwan where the 
situation was not so critical.

–  Due to the previous factors Taiwan had higher per capita 
GDP (PPP) from the beginning than South Korea and this 
trend has still been continuing.

–  The role and activity of the labour unions (In South Korea 
labour unions are strong, while in Taiwan they are still in a 
weak position).

–  The R&D activity is concentrated to big corporations in 
South Korea while in Taiwan it is more spread. While in 
both economies the R&D activity used to be industry-spe-
cific from the take-off period, from the 1980’s in South Ko-
rea it was shifted to the promotion of functional policies, 

Table 5: EU’s trade in goods with Taiwan
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

EU’s exports
(EUR billion) 12.9 13.0 13.2 13.3 11.6 10.0 14.8 16.2 15.8 16.5 17.0 18.5

Annual growth rate (%) 16.8 1.2 1.3 0.8 -13.0 -13.5 47.5 9.7 -2.4 4.1 2.9 8.8
EU’s imports
(EUR billion) 24.0 24.2 26.8 26.1 24.2 17.9 24.3 24.3 22.6 22.1 23.2 25.5

Annual growth rate (%) 5.6 0.8 10.8 -2.5 -7.5 -25.7 35.2 0.2 -6.8 -2.3 4.9 9.8
Total (EUR billion) 36.9 37.2 40.0 39.4 35.8 28.0 39.0 40.5 38.5 38.6 40.2 43.9
Annual growth rate (%) 9.3 1.0 7.5 -1.4 -9.4 -21.8 39.6 3.8 -5.1 0.4 4.1 9.4
Balance for the EU (EUR 
billion) -11.1 -11.1 -13.6 -12.8 -12.6 -7.9 -9.5 -8.1 -6.8 -5.6 -6.2 -7.0

Source: EU–Taiwan Factfile, 2016 (on the basis of EUROSTAT data)
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while Taiwan went on selecting and promoting industries of 
strategic importance with more explicit criteria.

–  The outbound FDI in case of Taiwan is much higher (in 
ration of GDP), it is around 50%, while in South Korea it is 
considerably lower.

–  The role and activity in the international community. While 
South Korea is a widely accepted and recognized, inde-
pendent member of the international community, Taiwan 
remains in the shade of mainland China in diplomatic iso-
lation. Therefore, South Korea could join all those inter-
national agreements which it found beneficial (like FTAs), 
while Taiwan’s possibilities are strongly limited.

After all the author considers that besides the obvious simi-
larities, there were too many differences between the Taiwanese 
and the South Korean model that it can be claimed that Taiwan 
had its peculiar way of development, it did not copy or follow 
strictly any other patterns.

2) Economic and social challenges of Taiwan nowadays
–  According to the author’s experiences, and also the widely 

available, up-to-date bibliographic sources it seems that 
one of the main dilemmas is for Taiwan how to manage 
its economic relationship and the ‘political contacts’ with 
mainland China, in order to preserve its competitiveness 
and relative freedom (the de facto independence) while 
from some points it looks that mainland China and Taiwan 
seem to merger into a peculiar free trade zone.

–  Taiwan invested much, one may say too much FDI into 
mainland China, which makes her economy and de facto 
independence even more vulnerable. Moreover, it contrib-
utes to mainland China’s competitiveness only if Taiwan-
ese companies went to the mainland to benefit from the 
lower labour costs there. It will not help to generate more 
jobs and it would not give any impetus to increase the sal-
ary level in Taiwan which is one of the main obstacles that 
hinders the growth of the domestic consumption and the 
economic growth.

–  The author found that in spite of the geographic and cul-
tural distance there are some points and phenomena, in 
which Taiwan and Hungary have similar experiences and 
challenges. One of these ones is the already mentioned sal-
ary stagnation, which hit Taiwan and also Hungary, where 
the salary level has still been retarded, comparing to other 
European countries, even most of the neighbouring states. 
Taiwan’s (and other ANIEs’) example clearly shows the fact 
that the low salary level cannot be a helpful competitive 
advantage for too long time. Definitely it helped the eco-
nomic growth during the “take-off ” period, but after a time 
it will be a constraint to catch up. (There must be differ-
ent factors, like innovation, more R&D-intensive industries 
to generate more value added). Otherwise, there will al-
ways be more competitive economies which invest more to 
the domestic R&D and innovation and in longer run such 
countries will be able to pay higher salaries. Taiwan should 
follow this way. In the other hand, there will always be an-
other place in the world – like mainland China – where the 
salary levels are lower, but to deploy manufacturing indus-

tries in a bigger extent to such places, it too risky. It has a 
reason why, for example, the new president of the United 
States campaigned and strived for bringing back the pro-
duction capacities of American companies which went long 
ago abroad to benefit from lower wages, furthermore – due 
to such considerations – he withdrew the United States 
from the Trans-Pacific Partnership (Bradner, E. 2017).

–  The author believes that – very similarly to Hungary, – the 
salary stagnation has been a very timely issue in Taiwan for 
the recent decade as well. In this respect, another similarity 
has to be pointed out between Taiwan and Hungary: the 
weak role and activity of labour unions. This is also one 
reason why the salary level could not catch up, even though 
Taiwanese or even the Hungarian economic performance 
would enable significantly higher salaries by now. 

–  In case of Hungary – thanks to the free movement of labour 
within the European Union, – several hundred thousand 
Hungarians have migrated to other European and overseas 
countries with the view of finding better livelihood. As a 
result of this process there is a massive shortage in various 
professions from medical doctors to skilled workers. This 
finally gave an impetus to the government to start tackling 
on the salary issue, while labour unions still not too active 
in this matter.

–  The case of Taiwan is different a bit, young Taiwanese peo-
ple who study abroad, remain there for a better job, and 
do not return. In some specific professions (like the men-
tioned semiconductor industry), brain-drain strongly exists 
and can even be accelerated if the government does not 
make sufficient efforts in this field. Till Taiwanese compa-
nies prefer keeping their manufacturing units in mainland 
China, the Taiwanese wages will not grow. If this stagnation 
continues, it will have adverse impact to the economy and 
will be a hard constraint of the future development. 

–  As a successful solution, the adaption and implementation 
of the mentioned Receipt Lottery system can be highly 
recommended in Hungary or any other European country 
where governments combatting with VAT evasion.

György Iván Neszmélyi PhD
Associate Professor, Budapest Business School – University of 
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