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Abstract

The paper is concerned with the development staggthe spatial transformation
of the Hungarian banking system in the economiasiten & post-transition peri-
ods. It gives an overview of the development tenienof the financial re-integra-
tion into the global market and particularly contcates on the spatial polarisation
factors (concentration — de-concentration; cersaibn — decentralisation) which
affect banking. The paper explores the argumertintiehe extremely high cen-
tralisation of headquarter functions in Budapest e factors that have impact on
the establishment of locally-regionally based barikss is followed by an intro-
duction of the different organisational (institutad) and territorial (location strate-
gies) level of the Hungarian banking system, degaliith either the domestic or
the international financial central-function of Baymest and the reorganisation of
the bank network and with its social consequenfieancial exclusion) in the re-
gions. The paper argues that EU membership is dodraatic event in the integra-
tion process of the Hungarian banking sector, yalk to its particular ownership
structure, the integration of the banking sectw &laeady taken place. The paper
concludes that the EMU integration could have baféected more adversely the
Hungarian regions already characterised by the germs disparities, which are
to a large extent rooted in the deficiency of tligiancial base.

Keywords: Hungarian banking system, transition economy, o market

integration, Structuraland spatial polarisation, branch network reorgaits,
uneven regional development, financial exclusion

JEL Codes: G 21, G 28, G 32



1 Introduction: the macro-economic environment

Financial Geography, regarded as a newly establishb-discipline of Economic
Geography, deals with the flows and transformattbrmoney, and the spatial,
institutional and regulatory structure of finanatalpital Leyshon,1995;Leyshon—
Thrift; 1997). The recent growth of interest in the Gapby of money has been
stimulated by an explosive growth in informationhrology and financial services
and also by the profound changes, upheavals (tisashave remapped, and are
continuing to transform the financial landscapéehef World (eyshonret al. 1988).
These changes are usually associated with a sivayié, globalisation. Globalisa-
tion refers to the increasing integration of fin@ahenarkets, hybridisation, conver-
gence and stretching of economic relationshipssactioe space, regardless of na-
tional borders and institutions, and to the growathstateless monies” that move
electronically around the globe at a very high spémoring national borders and
economic territories Martin, 1999). Financial globalisationis inherently geo-
graphically constituted, the product of organigaip technological, regulatory and
corporate strategies by individual firms, financiastitutions and authorities in
specific location. Divergent forces aofeconcentration/decentralisation and con-
centratioricentralisation are consistent wittinancial globalisation,which are
shaping the evolvingieographies of the national, regional and globalafice
Different monetary spaces — national, global am@lloregional — coexist, as it is
recognised that globalisation of finance is a gldébeal process.

These changes have several effects on the emesgigle European market,
where finance with the European banking licenceiliethe heart of the policy, and
have huge effects on the emerging financial markdt<entral and Eastern
Europe. The emergence of the European MonetarynUsmgourages mergers and
acquisition activity across the EU in order to stthen the position of financial
institutions to hold their own in increased comiati. While cross-border acquisi-
tion has been limited, the emergence of new lasgmmal universal banks, as the
amalgamation of several national or regional ingtns, is bound to have impor-
tant spatial consequences, as they are locateteirexisting financial centres.
These banks will have even more power to dominaéeBuropean marketéy-
shon-Thrift, 1997). Changes that are imposing a universal raonetpace for
Europe remove a significant element of national @gional autonomy concerning
the monetary control over their economic territdrfte consequences of financial
integration will affect regional and local banksveell as different national banking
systems. According to the predicted main trendféiture organisational structure
of the European banking the emerging predominatidhenlarge multi-country
banks and the locally based regional banks gaistiremgth will dominate the mar-
kets. Small and local banks might suffer a comipetidisadvantage initially;



eventually a two-tier banking system would emerdgh wne tier consisting of in-
ternational banksind thesecond tier consisting of local banfshere local banks
include local, regional and national banks devatetheir domestic markets). The
major losers of this segmentation process willheerhedium size domestic banks
without international scope of activity.

Study of banking history reveals a wide varietythed development of different
national banking systems. Despite its increasirtgiysnationalised feature the
banking system (even in the core regions) very nmethined its national charac-
ter. National banking systems experience also apdiversity, arising from the
particular location of a distinctive financial cemntand from the differences in spa-
tial structure and in the origins of particularioatl and regional bankindow,
1999). National borders that coincide with econofyicders continue to play an
important role and impose several difficulties oargers and acquisition (M&A)
activity and bank entries. National banking marlats still segmented even within
the European Union and resulting in different ssageintegration into the com-
mon market. However, recent moves, both towardsasogtional economic, po-
litical and monetary unions and towards secessiahragional autonomy, have
tended to undermine the usefulness of the nati@te sand simultaneously
strengthen the role of locally based regional uritscontrast to the concentration
processes in the global markets the growing sicaniite of European regionalism
requires strengthening of the regional money marketd institutions financing
regional policies. Globalisation and the emergeufcglobal financial spaces may
actually serve to open up opportunities for loeional alternativesLée, 1999;
Porteous,1996).

2 Financial Integration of Central
and Eastern Europe

The growing literature on regional finance suggdbtt credit allocation in re-
gional banking systems and in the different nafidrenking vary according to
their stage of development, and frictions existoasrregions within national
economies, resulting in different availability aipital. Money flows between lo-
cations and regions raising the problems of intégnadetween the global and local
level, or between centre and periphery, which corgan irregular financial divi-
sion of labour between central and peripheral ar€assequently capital is con-
centrated into the financial centres of the coeasrwhich can be resulted in re-
gional inequalities within the single European netskas well Porteous,1996;
Leyshon-Thrift1997). Less developed national banking systemsd-paripheral



regions within — have a lesser capacity to prorttod@ economic development and
might experience certain disadvantages becauséeoffihancial integration in
Europe. Despite the fact local banks can servd Exm@omic interests better than
financial-centre banks whose priorities relate mtwrethe single European and
global markets, less advanced banking systems eatotitrolled more easily by
the large universal banks of the financial corasre

This latter argument refers very much to the adungssountries (new EU
member states) of Central and Eastern Eur®peir transition period was char-
acterised by the reintegration process into theldisrfinancial market in the early
1990sand where the banks have turned out to dominatefitla@cial system.
Countries of this region one and half decade agam#o dismantle the structure of
the central planning and permitted their econontéeede governed by market
forces. The transition to the market economy wagelg influenced by the ex-
panding globalisation of the World’'s economy andiats a large extent determined
by the very harsh international framework condiion the early years of transi-
tion. These framework conditions rooted in the dmhortage followed by the
debt crisis of the 1980s were at least so muclieameing factor(Table 1)

An important dimension of the transition to a markeonomy is the creation of
efficient financial system since well-developedaficial systems cause economic
growth and faster transition. They not only haddopt new technologies and the
financial behaviour it accommodates, but also lmddpe with a legacy of bad
debts and a lack of experience in credit risk asgest. In the last 15 years post-
communist countries of Central and Eastern Eur@ieECs) have moved a long
way towards establishing market-based banking systas well as reforming in
wider economic sens8¢ninet al. 1998).

Most of these countries had a prior memory of bemayket economies with
banking traditions of their own up to a mere 40rgdaefore the collapse of the
Communist regimes. However, it is important to nthat the establishment of the
financial markets in the CEEC was not the consecpierf natural evolution, but
rather a creation of a framework structure fronopedown directed way by the
new elites of the transition perioddrhegyi,2002a). Despite the traditional legacy
of the bank-based financial system in continentalbBe the policy makers in the
CEEC had a preference for market-based over basdéebinancial systems at the
beginning of transition which was closely relatedie growth pressure and to the
heavy burdens of the indebted banking sectors thighlegacy of non-performing
loans Budd, 1997). Despite initial preference for capita mat@sed over the
bank-based systems, banks have turned out to dmm@BEC financial systems
(Table 2)
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Table 1

Changing of the structural characteristics of thertdarian banking in the
transition and post-transition period

Transition: reintegration into the world’s Post-transition: integration process into
financial markets the EU & EMU

Macroeconomic framework conditions: globalisatinap-liberal paradigm, monetarist approaches

Unfavourable conditions: depth crisis, collapse Same structural problems than in the EU-15, but
of the ‘old’ economy, capital shortage, pressuredifferent scales;
for liberalisation Banking is considered one of the most integrated
sector: 3/% of the ownership structure
dominated by global players (stable equity

background)
Banking reform: shift from the mono-bank Steady network expansion & spatial
system to the two tier system: ‘bank-based consolidation (centralisation of certain services,
financial systems emerged through a non-naturahtionalisation of local branches, financial
evolution (top-down directed reforms) exclusion)
Bank failures, indebtedness, Trading scandals & speculative shocks
irrecoverable assets in the sector (K&H equities)
Restructuring & institutional development: Growing financial disinter mediation: rise of
banking sector re-capitalisation and supervisoryion-banking institutions (pension and insurance
regulation by the state funds),
Strong competition in the retail market
Privatisation of the banking sector: Dual-economy: foreign versus domestic
privatisation = ‘foreignerisation’ institutions (loss of monetary autonomy,
‘Outer-directed capitalism’) increased volatility of capital flows, ‘redlining’
strategies)
Transformation & convergence: Expansion abroad: banks are net external
enormous progress in banking fosters its creditors in a capital-importing environment
expansion and modernisation (foreign direct investment abroad by the OTP
Bank)
Small size of the sector & low degree of Enormous profit growth (ROE) in global context
intermediation despite the lower productivity of banks (OTP is

within the TOP 10 in the World)

More stages & more rapid pace of development“Over-banked sector in under banked market”:

during 1.5 decades than anywhere else in the many players, but lower penetration in the finan-

developed World cial market (enterprises’ strong direct & cross-
border financing in corporate market)

Source:Edited by the author.
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Table 2
Benchmarking of banking systems in the EU-15 and@HEU-8), 2001

Benchmarking factors EU-15 CEECs (EU-8)
Type of financial system Bank and/or capital market ~ Bank based
based
Aggregate size of banking Large (40% of the global Small: 2.4% of the EU-15’s
systems market share) balance sheet
Share of loans in the EU’s single98.8% 1.2%
market
Average size of banks Large small
Ownership structure Rather national Trans-national
Share of foreign ownership 20% 70%
Degree of intermediation Intense (transmission ratio Shallow, low transmission rat
(Asstes/GDP) average 200 %) (transmission ratio average
75 %)
Disinter mediation More modest relative to the Less apparent, bank
US, but increasing rapidly intermediation still expands
Consolidation Increasing concentration & Further de-concentration
centralisation (cyclical) and centralisation
Density of Branch network 1,923 9,200 (average)
(inhabitants per branch)
Expansion abroad Significant Recent phenomena (OTR Ba
in Hungary)

Source:Edited by the author.

Since macroeconomic performance, the depth ofdltsation, enterprise re-
structuring, privatisation methods, and the legahmiework of market economy
varied from country to country in the early stagésransition, economic perform-
ance and the created banking systems have noturéfmm across the region.
Because of the different degrees of market libeaibn, the solution and the dura-
tion of privatisation, following a series of sevdyanking crises, involving a col-
lapse of both the confidence in banks and the fiojecf large amount of state
funds, varies from country to country. Stabilitytbé sector has been restored not
only by prudential regulation, consolidation and the liquidation of insolvent
institutions, but to a large extent by the largalsentry of foreign banksbel et
al. 1998). As European Union membership was appmgan the CEEC’ more
advanced economies, Western European banks wegeessively’ moving to ex-
pand into what would soon be a home market for thEme result is an increasing
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pressure on margins, as more banks compete fdaivedjalittle business. Follow-
ing Hungary’s pioneering path in the attractiorswhtegic foreign investors, by the
early 2% century foreign banks own three-quarter of thekvansector in the eight
(CEEC) new member states (This figure for the otwher states only one
guarter.) Talas,2004).

Central European countries have chosen the pathhef“outer directed
capitalism”, which was strongly relied on FC82zelényiet al. 2000). The foreign
direct investments did not but resulting in a moapid modernization of the
Hungarian economy. The advantage of foreign investeas that they not only
helped a faster recovery from the economic crisid gnjected capital into the
transforming economies but also wealth of expertisethe banking sectors.

The transition period was followed by the integatiinto the market of the
European Union during the post-transition periodcg the late 1990€Table 1).
Despite its expansion after the privatisation pssdaanking sector remained small
by Western European standards. This is true bathldsolute and relative figures.
In 2001, the aggregate total assets of banks ia¢hession countries of Central &
Eastern Europe came to EUR 324 billion, thus rescbnly 1.7% of total banking
assets of the EMU (EU-12). The other Comparisoagarticularly striking. The
aggregate total banking assets of the accessiartr@airoughly equal the size of a
middle-large west West European bank, and muchabttle size of the large Pan-
European banks. Eastern European banking marketrafsains underdeveloped
with regard to financial intermediation, which iseasured by assets- to-GDP
(balance sheet-to-GDP). Economic crises and hifition eroded banks’ balance
sheets, insufficient capital resources and badsldeggered banking crises and
restricted the lending capacifyable 3).

Table 3
Size of the banking sectors in few CEEC countmesfaw
European banks, 2000
Transmission ratio:  Total Balance sheet of  Number of banks

balance sheet banking system

total/GDP % (in Billion EUR)
Hungary 68 50 42
Czech Republic 120 167 40
Poland 62,3 210 84
Deutsche Bank 940
KBC Bank 165
Raiffeisen Bank 36.5

Source:Central Banks’ publications.
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However, the banking sectors in the CEECs for s¢veyasons (to a large
extent because of its international character) lwarconsidered better integrated
within the EU than most of the banking sectorshia blder EU member states
(Riess et al. 2002). Since most of the foreign bashdminate the CEECs’ market
residence in the EU, therefore the true size aedptiofitability of the financial
sectors very much depend on the performance of paeent companies.

East Central European banking systems are acdntgthrough more of the
stages of development within a relatively shorigibbecause of competition with
more advanced systems and state encouragemenhkih@alevelopment. While
in the West the processes of market concentratidntlae financial exclusion are
the major characteristic, in the Eastern countérgha growing number of institu-
tions and the network expansion was observabl&enfitst decade of transition
(Anderson-Kegelsl998). The foreign banks entering the region ofteast deeper
pockets, greater expertise and more solid reputai@m making circumstances of
competitions worse for the local players. Foreignks not only contributed to the
modernization and the expansion of the sectorpfiah argued their lack of com-
mitment to the local economy, which reinforce itadand segmented character
causing less development prospective for the Ificais. All these challenges,
which are to be faced, are common in these cosntbiet what could be varied
from country to country is the spatial (regional settlement) and institutional
structure of the national banking systems. The ldpweent of the spatial structure
of the emerging banking sector in CEECs offerseanof rapidly transforming and
converging structures and allows testing of seveypbtheses of regional finance
theory.

3 Stages of development of the Hungarian banking
system

The first important step forward in the modernizatof the Hungarian financial
sector was the creation of the two-tier bankingesysin 1987, which was more
adapted to a market environment. Hungary startedntbdernization of banking
first in the CEE region and Hungary already hadtiwee years a two-tier banking
system when the Berlin Wall came down.

Despite the fact that the Hungarian banking systetn some extent still lag-
ging behind western countries, we cannot say thatetis a huge inherited gap
between Hungary and Western Europe because despite delay, already at the
turn of the 19/20 century, the Hungarian banking system was welketimed in
comparison to international standards. Moreovdsedame one of the most rapidly
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growing sectors of the domestic economy of thaetimihe historical evolution of
the Hungarian banking system, despite it has dpeelan a latecomer country
with regards to the phases of industrialisatiors, ¢g@ane through the similar devel-
opment stages of the modern financial system thamtore advanced economies
(Martin, 1994). With the earliest stage of industrialisattbe “regionally-locally
based, bank-oriented systemperated in Hungary until the end of WWI, based on
the extensive network of locally based banks ugitgl sources of capital accu-
mulation(Table 4) During the interwar period it was replaced by ‘thational or
capital market-oriented’stage, in which the banking system became more cen
tralised into the capital city of Budapest and tla¢gional market incorporated the
local, regional banks setting up the centralisetonal branch network Gal,
2001). The post-war history of the Hungarian finahsector is a history of nation-
alization and the introduction of a centrally pladneconomy, which resulted in
Hungary turning aside from the world’s developmardinstream. By 1948, the
whole financial sector was nationalized, and thduced one-tier mono-banking
system was characterised by a monopoly ofNhonal Bank of Hungary (NBH)
This meant a direct line to the monetarisationhaf €conomy that was financed
through an oversized redistribution.

Despite the NBH monopoly few off-shore and jointittge banks were estab-
lished until the middle of the 1980sepresenting not only the reform endeavour
rather the capital (foreign currency) shortage riputhe communist period. By the
early 1980s a particular contradiction evolved lesmthe already existing small-
scale enterprises wanting to finance their funatigrand the one-level financial
system based on the credit monopoly of the NatiBaak.

Hungary was the first in the region to repair thistakes of the early transition
years and opened the doors very early to the forgigitegic investors, as the trust
slowly grew for foreign investors due to politidehnsformation and new legisla-
tion, serving the market economy. The country watha forefront of creating a
market-driven bank sector. This act provided ldgde for the institutional trans-
formation in banking. The National Bank of Hungatgrted to perform primarily
central bank’s functions and the new commerciakbamere set up from the for-

! Were someone to compare the state of our recefirigasystem with the banking sector of the turn
of the century, one can find many similarities betw them. Both were created following a change
of regime (1867: Austrian-Hungarian Compromise; 19€te fall of the Communism) and
coincided with the early stages of modernisatiat there characterised by an original accumulation
of capital, by an early foundation of credit instibns, by a mass inflow of foreign capital (altgbu
its share was much smaller in 1910 amounting to)1 186 the foundation of joint-venture banks
and by bankruptcies that demanded new legislationbanks and the creation of the public
supervision of banking in both eras. The predontipasition of Budapest in the money market and
in banking is as important as it was 100 years Bgoapest became the national centre of Hungary
with intense international relation&§#l, 2001).
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mer lending departments of NBH in January, 1987nfercial banks that origi-
nally had corporate clientele were admitted to rig&il market, while financial
institutions were given commercial banking licendascontrast to Hungarian tra-
ditions, a specialised rather than universal banldgstem has been created in
1987, sorting different types of banks by functi¢gd4 commercial banks, 8 spe-
cialised banks, mortgage banks and building seset236 co-operative savings
banks) Lengyel,1994).

Table 4
The evolution of the modern financial system

Regional and bank-oriented National and capital etark  Transnational and securitized
oriented form

Associated with industrializa- Characteristics of industrial Associated with post-industrial
tion phase of economic devel- maturity phase of economic de-and transnational phase of eco-
opment velopment nomic development

Banks main source of external Capital markets main source of Bulk of funds obtained through

funds needed by private sectorfunds, using savings of private capital and credit markets, using

firms investors mainly resources of institutional
investors

Industrial growth financed by Capital markets channel per- Separation of capital and money
loans, risk capital and profits sonal and other savings into in-markets from industry and
dustry; risk spread across sharesommodification of money;
holders proliferation of monetary prod-
ucts

Local-regional and national ~ Concentration and centralisatioevelopment of globally inte-

banking system; local sources towards national banking and grated system of world financial

of capital important capital markets; loss of local- centres; loss of national fineial
regional financial autonomy;  autonomy to supranational
emergence of internationaliza- economy of stateless monies
tion

Source:Martin, 1994.

Since the reintroduction of two-tier banking (aft years discontinuity) the
banking system was opened up to the world as a etiimp and rapidly growing
sector. The transformation into a market econorhg, radical diminution of the
state's role in the business sector, privatisatoud, foreign capital inflow, a more
intensive participation in the international diwisiof labour and European integra-
tion all provided new opportunities and challeng@sbanking. Hungary’s finan-
cial sector after 40 years of discontinuity wastegrated into the world's financial
systemandenteredhestageof “transnational” and “securitised” financial wold.
The recovering financial sector in Hungary, besittes heavy burden inherited
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from the centrally planned economy, had to copé tie unfavourable framework
conditions of the increasingly globalized finanaizdrkets.

The last 15 years of development in the bankingeaysan be divided into dif-
ferent periods. The comprehensive periodisatiodiféérent development phases
of the development of the Hungarian banking systerlosely related to the po-
litical-economic-legislative transformation of tkeuntry during the transition pe-
riod, lasting till the late 1990s and to the expmahihtegration of banking into the
international financial marke{§able 5).Theshort period between 1989 and 1992
was the boom for foundation of new banks, following #teady increase of
financial institutions during the 1980&£ompetition was also increased by the
entrance of the new foreign-owned and joint ventumaks, founding their own
subsidiary banks in Budape&icskai,1997).

After the period of rapid and extensive expandietween 1992 and 199Be
banking system was characterised byftrst bankruptcies, failures and bank con-
solidation. The legislative action regulating the booming nedr&ame into force
with a certain delays. The Act on Credit Institaopassed in 1991, and the first
bankruptcies were followed by the Act on Bankruggcand Banking Supervision.
In 1991, soon after its ratification, the bankrypsct was enforced during the first
bankruptcies. The strong wave of establishmentexpansion of banks coincided
with a period of general economic recession foltayihe economic transition in
the early 1990s. Over-geared expansion of balaineets and increasing risk-tak-
ing stood in contrast with the low level of finaalcstanding and the huge sum of
inherited debts (non-performing loans). This autirady led to the loss of market
shares of the Hungarian owned banks and strengthitree position of foreign
banks. Pecuniary difficulties of the mainly statered banks made inevitable the
restructuring of the Hungarian banking sector, toge with the loan, bank and
debtor consolidation. This has contributed to thelwion of a market economy,
particularly in bringing about important structuchlanges through the privatisation
of banking to develop a modern financial systermi®ashowing deficits gained
huge amounts of capital from the state, which irepgas substantial burden on state
finances and thus on society as well (the statadipg on bank consolidation be-
tween 1992 and 1995 exceeded the four Billion US&banted for the 10% of the
annual GDP). The purpose of bank consolidationpndtisation was to decrease
the percentage of state ownership in the bankiowpsé/arhegyi,2002a).

In the third period after the reconstruction (beemel995 and 1997h stabi-
lised and a more competitive banking system emergjeatacterised bguccessful
privatisation of the banking system resulting in a slower exfm# the banking
from 1996 onward. The number of banks grew dynallgickuring this expansion
period (with 40% between 1990 and 1997) and partdl¢his the concentration
(measured by the Herfindhal-Hirshman index of thitaltassets) decreaseddré—
Nagy,2004). The period of “reduction versus expansias’Jons (2001) calls it,
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Table 5
Development stages of the Hungarian banking systé80)-2004

Institutional Decentralisation of Rapid expansion Steady expangionConcentration and
development | mono-bank system and institutional
diversification reorganisation
Slow growth in joint{ ‘Boom’i ! Privatisation! De- Further
venture banks n bank and I concentration- consolidation,
establishmeI “foreignisation” ' de- Institutional
nt | , centralisation | centralisation,
1 1 Dual economy bias
Bankrupt|  Bank- 1 Adaptation Decrease in the no. of
cies &| Consolidation; of western banks: M&A,
liquidations | process I (universal) Competition of non-
I banking banking intermediaries,
I'structure Cross-border
' Network branching,
I'expansion De-intermediation
Legislation Liberalisation Formation " Harmonisat Harmonisation with
of the one-tief of the two-tiepion with EU Basle Il, EMU’s criteria,
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was a transitional period in network building, @sallel processes had overlapped
each other: reductions of branches of (former) Huiagp owned banks (OTP
Bank), mergers and liquidation processes, and lyintde steady opening of
branches of foreign owned banks.

During this period, foreign investors successfydlyvatised a few big banks
while a few smaller banks went into bankruptcy arete liquidated. One of the
most important alterations in the Hungarian banléggtem was that thele of
foreign capital in ownershigvas determined. As the consequence of foreigriaiapi
inflow into Hungarian banking, the structure of @tship was entirely trans-
formed; parallel with the process of the significdacrease in state ownershie
foreign market shares as a proportion of registeguital attained 78% of the
banking system in 2002 (91% in terms of banking&3s gaining a majority of
market shares within a short tinfEable 6) FDI (Foreign Direct Investment) be-
came a salient feature of the Hungarian bankingpsearly in the transition proc-
ess. Of the banks in Hungary, 80% are foreign owiiég Hungarian proportion
of foreign capital was the highest in CEECs contexil the late 1990s, but other
countries in the region have now opted to follownBary’s pioneering path gain-
ing even larger share of foreign capital. With &xeeption of Slovenia, the bank-
ing sectors of the CEEC countries are now dominatedforeign banks. Despite
this self-explanatory nature of this ownership &uee, the role of foreign banks is
much less dominant in the EU-15 countries and dorgdenetration only in
emerging regions has reached unprecedented fevels.

To summarise the role of foreign capital in the ganan banking system it can
be said that such a rapid process of privatisaifdmanking without foreign capital
inflow would have been impossible. Foreign capitflbw into the banking system
together with the foreign ownership shares of pisetion, comprising a total of
1,1 Billion USD, was directly invested into banksallquartered in Budape&t-
ready in 1995, foreign banks, occupying one fooftthe total market, accounted
for 70 % of profit returns due to their high prahility, which was twice as much
as in the Hungarian owned banks. Foreign capita@stment has contributed sig-
nificantly to the growth of international competégness of Hungarian banking
(Wachtel,1997). The main motivation of foreign banks’ enimo the CEE region
is the existence of host country opportunities med by the competitive advan-
tages of non-saturated and rapidly expanding ma(tarke et al. 2001). More-

2 The state ownership decreased from 74% in 1920%b recently.

3 As a result of foreign capital inflow, foreign iestors own about three-quarters of banking industry
assets in the new member states of the CEE regiompared with about 20% in the Eurozone (The
Banker, May 2004). The main investors are in Hungacgording to the portion of invested capital,
still the leading German and Austrian entreprenefaitowed by the Belgian, American, Italian,
French, Japanese, Dutch and Korean investors. IBiiimks are conspicuous by their absence
(Varhegyi,1997).



over, foreign banks played a multiplication roletlsy attracted other foreign in-
vestors in the non-banking sector. Neverthelessniog up the banking market
was not decided upon after careful consideratiothefadvantages and disadvan-
tages. Rather it was the direct response to thitataportage and the demand for
sophisticated services. During the turbulent yefargign banks could also provide
a “safe heaven” for depositors and stable sourckirds compared to domestic
banks, which latter ones needed time to maturey @ahdful local banks, such as
OTP Bank, were able to compete very successfultifoui the benefit of foreign
banks’ backing and experience, their risk-managérsgstems, and their product
range. On the other hand, one of the typical disathges of market opening is
cherry picking: powerful foreign banks, selling\sees that are more sophisticated
and often unburdened by non-performing loans, eeilyeacquire the best clients
with the lowest risks. This also might be one reaady the foreign banks have
reached exceptionally high shares in the market.

Table 6
Assets of foreign owned bank* as a percentageedbémking sector, 2000

CEECs 1995 1996 1997 1998 1999 2000 2002 Foreigrsbank
assets as % of Commer-
cial banks’ assets

Hungary 41.8 46 61 64 66,4 68 90.7
Czech Republic 10 12 15 16 28 54 85.8
Poland 4 14 16 17 49 70 70.9
Slovenia - 5 5 5 5 5 16.9
Slovakia - - - - 25 76 95.6
UK 52.1

Spain 11.7

Germany 4.3

Sweden 1.6

* The foreign share in ownership being more tha#50
Source:Riess et al., 2002.

The period between 1997 and 2CGfiter the major transformation in the owner-
ship structure was characterised by the adjustieetite European banking struc-
ture. The majority of Hungarian banks by the Millamm became integrated into
large European banking groups, which created timelitons for sustainable de-
velopment conditions for thenVérhegyi, 2002a). This period was a transition
from the extensive market expansion (accompaniethéyacceleration of an ex-
tensive branch network expansion) towards the foomaof more mature market
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structures. In the earlier stage of developmentbtlaech network expansion was
one of the major phenomena. The growing retail eiaftom the mid—1990s has

urged banks to establish their extensive natiorewietwork of local branches. The
rapid growth in the number of banks had stoppethbyend of the period, and the
mergers and acquisitions strengthening the mametantration counterbalanced
the new establishment. New players such as mortigagks and building societies
have entered to the market. In this period, th&kdecame increasingly universal
(all-finance), as they integrated the previouslgasately conducted intermediary,
insurance and capital investment services. Afteryars of dynamic growth, the
leading bank (OTP-Bank, during the state-socigdesod a savings bank with a
monopoly of retail market) has thrived thanks sogbod Hungarian management,
and found the Hungarian market too small and hasest foreign expansion within

the CEE region.

With the EU membership, achieved 2004, a new period has commenaged
the banking system. The structure of the Hungdyaarking sector will continue to
change — without and even more so with the EU atmesWith the accession, the
process of integration can be expected to procemthly not least because EU
financial institutions have taken large stakeshim Hungarian banking system and
since the integration of the banking system hasadly taken place by the end of
the 1990s. Hungary was at the forefront of creatingarket-driven bank sector,
therefore the structure of bank balance sheetgarttblio is similar to that found
in the EU. However, the accession should furthéraape the integration and the
slower accommodation of the banking sector (EU legmn, Basle 1l principles).
Considering the size of the banking system, itilsssnall; the total banks assets to
the GDP are only 78%. The still “under-banked” matfin terms of accessibility of
services) of the country, particularly in consurfieance, offers huge potential for
further growth. On the other hand, the CEEC bankithg Hungarian Banking
system in particular, mobilises more funds tharkbaran lend domestically, which
effectively makes them net external creditor ina@it@l importing environment.
European integration increases the competition tduthe opportunity of cross-
border bank branching of foreign banks currently symerating in HungaryRiess
et al. 2002). EU accession influences the new dardianks entry branching out
without the commitment to establish subsidiariegréfore resident banks might
face up to stronger competition. Nevertheless, raagy of foreign branches is not
expected since new players might face strong catigyetn the market. There is
also a potential for resident banks to benefit fiocal information and increase
lending to borrowers and they may exploit their\temige of local conditions and
existing client relations. In regional context,idesit banks have the best chance to
raise their market share. The macroeconomic angtutisnal environment of
banking seems to be conductive for future developnaad further expansion
(Vérhegyi,2002b).
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Banking in Hungary is recently facing to similarustural problems as the
more mature banking of the older EU members sinbes already come over the
earlier stages of development by the Millennium,olhis characterized by the
more mature stage of banking: dez-intermediatiooyeiasing competition, em-
ployment loss subsequent to IT development andhéiah exclusion. Structural
adjustment will continue. This will influence bothe institutional and the spatial
structure of banking since on the one hand the rumbbanks licensed is likely to
decrease and the number of non-financial instibstimmay rise, but on the other
hand, further expansion of branches due to the rldwanch density and unex-
ploited markets potential especially in retail biagk continues. Following the
M&A activities taken place in the last years therked concentration is increasing,
which accelerated by the introduction of IT teclugaés and operation cost effi-
ciency. Banks react to these challenges with tbegemization of their organisa-
tional structure gaining ground for the central@abf the organizational structure,
which results in a growing spatial concentratiothie market.

4  Structural and spatial polarity of the Hungarian
banking system in the 1990s

Money flows on global level are often independeotrf the real economic proc-
esses at the same time uneven capital flows antengegions and the deficiencies
in accessibility to the financial institutions cadsby the spatial inequalities in the
economic potentials. The presence of high levelises and the location of the
head offices, and also the absence of bank bramcipeess territorial disparities in
economic developmendgns,2001). Financial services became the key sector in
the processes of economic transformation and difteated by uneven regional
and urban development. The market of the finaramia business services in Hun-
gary is very much centralised by geographically arghnizationally. Several fac-
tors underpin this argument:

1) The spatial structure of the banking sectorhiaracterised by a large-scale
concentration in Budapest. The Budapest-centre@nisgtional control in the
banking sector is predominant. The extremely hightalisation of headquarter
functions in Budapest is illustrated by the facitthll the 38 banks, except 8ne
have head-offices in Budapest. Banking in Hungangtill the most centralised
branch of economy with a definite centre in Budapelse leading position of Bu-
dapest in the financial sectors, especially in banknd insurance, is more striking
than in any other sectors. This can be indicatedhby94% of the total banking

4 Sopron Bank Rt. established by the Bank Burgenlardisfria in Sopron.
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assets and the 86% of employees (registered angotdithe headquarters) are
concentrated into Budapest, which is the majotesgra geographical location and
financial core of the country.

2) The Hungarian banking system is characterisethé lack of strong locally
and regionally based banks. The marginal pole efrt&itional banking system is
the dense network of the locally-based co-operasagings banks scattered
throughout the countryside. The most important &mentals of these are the weak
financial standing (accounting for only 6% of tleéat balance sheet of banking)
and lack of strong centres of their headquatt@sespite the number of co-opera-
tive savings banks being 1,700, thereby accourfing8 % of the total national
network, most of these small credit institutions aituated in the smaller towns
and villages having a very low capital circulatiand can supply only a narrow
range of services.

3) The third reason of polarity lies on their gawence structure. Branches of
banks with the headquarters in Budapest have nmes room for making inde-
pendent decisions than the branches in county deaitsy the communist period.
Since the Hungarian banking system is charactebgyean over-centralised man-
agement, controlling and structural system, brasicre not in a real decision-
making position, partly because they have got dinfjted information (informa-
tion asymmetry). Most of the banks offer the sasmises all over the country and
do not have local advertising strategy.

4) Lower density of the network compared to thedpean average means both
a lower level of availability of branch offices ah@jher spatial polarisation of the
branch network. Despite the rapid expansion of dires, banking services are still
missing from the lower hierarchical levels of satibnts and their presence is low
in certain micro-regions, which is accompanied bgpatial-regional asymmetry
(Gal, 1998).

In the case of financial services the dual andsggmented feature of the tran-
sition economies is observable. The dual term @agdplied to both the structural
and the spatial segmentation of economic developohaimg the transition period.
The financial sector of the transition economiesnsone hand dominated by the
large foreign (transnational) institutions owniige ion’s share of the market, on
the other hand domestic players facing them dostentd for significant market
force. The dual character does not imply only ttractural peculiarities but in-
crease the spatial segmentation as exists betweelarge financial firms almost
exclusively concentrated in Budapest and the lsealice providers of the coun-
tryside (Nagy,2002).

® Until the early 1990s savings co-operatives lataeclusively in villages and were not allowed to
open urban branches.
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There are several arguments concerning the predomiposition Budapest
plays within the Hungarian economy and the lackhef self-autonomous locally
embedded financial centredofis,2001). The five main reasons that have been
responsible for the centrally organised financjatem in Hungary are:

— The historical dominance of Budapest within thentou(path dependence);

— The inherited centrally managed feature of theestatialist economy, mak-
ing centralisation in decision-making;

— Transition processes was largely influenced byftAmework conditions of
the global economy;

— The key role of Budapest as the centre of innowaticeconomic transforma-
tion (bridgehead of FDI in service sector);

— Inefficient level of capital accumulation outsidad&pest.

The strongly centralised structure, as one caneargumore in line with the
contemporary international tendencies, which psetarger concentration at the
global level. Most countries typically have a senglational financial centre, even
in those countries that have a number of majororedi centres. However, the fi-
nancial centre do not need to be the largest ¢ithe country in terms of popula-
tion, but in financial centres have to be an int@gconomy activity, providing
high-level services which are in demand over adaggea possibly the nation and
even the global economyP¢rteous,1999). The large scale concentration of the
financial sector in the capital city is explainapktly with the adjustment not only
to the more concentrated international bankingcstres, but as Bellon (1998)
argues, the result of the small size of the Humagaeconomy and territorially re-
stricted preconditions of capital accumulation witthe country. Others add to this
(Beluszky,1998; Gal, 1998) the path dependence factors and the traditiag-
glomeration of key economic sectors in Budapestesthe first wave of moderni-
zation in the 18 century® A common characteristic regarding the spatial oism
tion of the Hungarian banking system before andrdfie political transformation
in 1990 has been an extremely high centralisatfomeadquarter functions in the
capital city.

6 Although regions were important territorial elerhehthe financial space in the late™6arly 24"
century Hungary, when banks closely connected dmnal economic structures, their significance
is much less clear in the era of globalisatibhe spatial structure of banking system is more
centraliseccompared to the network which existatdhe turn of the 19/80century. That time
the number of independent banks scattered throughewountryside was overshadowed
within the banking networkConsequentlythere were proportionally few branches in
banking before World War |, consequently only 5.@%the banks wre concentrated in
BudapestGal, 1999a)
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The establishment of financial markets in the edrgnsition years in the
CEECs was not the consequence of natural evoluliohrather a creation of a
very much centralised framework structure fromtthedown directed way by the
reform elite. The introduced two-tier banking systenore or less remapped the
over-centralised and Budapest dominated naturdefstate-socialist monobank
structure. Nevertheless, the rapid foreign bankepration in the early transition
year has placed the strategic decision-makingudiet the location of the head-
quarters into market base, and all the privatismtk® and so the new green-field
establishment selected the capital city as theateggic location. This meant that
the total amount of capital inflow invested inte@ tHungarian banking sector was
concentrated in Budapest. In other CEECs, patteiarly bank establishment by
governmental policy makers considering the histédrtcaditions, has taken place
outside the capital cities creating a more evetiapstructure of the headquarter
locations. It is also due to the fact that, attlease.g. Poland and Slovakia, the
dominance of the capital city is much smaller thmhilungary, consequently there
are more big cities besides the capital city. Nénadess, the constraints of the de-
centralization have reduced the number of bankduesters in the Czech Repub-
lic and Poland by the end of the transition, argliiteng in a stronger correlation
between the existing regional bank centres anddta& economic performance
(Blazek,1997).

Besides the previously mentioned factors, the vanch centralised spatial
structure of banking system and the uneven spdiaiibution of capital sources
within the country was large extent determined bg tnternational and local
framework conditions in the early years of trawsitiThe transition to the market
economy was largely influenced by two main processethe World’'s economy,
namely byglobalisation and the neo-liberal change in econoparadigm. These
processes were not only conductive to the collapgbe communist regimes, but
created very harsh framework condition for the sfarming economies. The new
market economies had to adapt themselves to thdwdiatageous framework con-
ditions of the very volatile global economy facigtpbal crises. One solution to
avoid the debt crises was the full market libeetlan and the promotion of the
mass influx of foreign capital inflows. Hungary hetsosen the path of the “outer
directed capitalism”, which was strongly relied BDI (Szelényiet al. 2000). The
foreign direct investments did not only help a éasecovery from the economic
crisis but resulting in a more rapid modernizatiminthe Hungarian economy.
Among the disadvantages, there are several argemtit spatial and structural
implications. Foreign banks not only contributediie modernization and the ex-
pansion of the sector but often argued their ldc&oonmitment to the local econ-
omy, which reinforce its dual character. As Claas@ al. 2001) argued the loss
of monetary autonomy and increased volatility gita flows might cause capital
outflow from certain regions, resulting in spasaid structural segmentation of the

25



peripheral areas. There are also concerns thdagfobanks ignore certain markets
segment small and medium sized enterprises or gadpahocks originating from
their home countryMérs-Valentiny,2003). These disadvantages became observ-
able as the economic pressure diminished by thekti transition process.

In the consequence of the diminishing financiagrof the state, the growing
importance of the integrated markets both at gl@al supranational levefoes
parallel with the strenuous effort being made tddboup sustainable national fi-
nancial marketdn the “new” market economies of Central and Hasteurope.
The market concentration in European finance ledbtmination by large financial
firms situated in few financial centres locatedthie core regions. The increasing
role of global and other foreign players imposégavy burden on the government
of the emerging economies facing dependence frenglbbal actors, whether to
promote the scope of action of the local firmsha tultinationals instead. The big
question is to find the optimal equilibrium betweba two ones.

5 Spatial development of the Hungarian banking
network

Developed financial services became determinanibfa®f the economic devel-
opment and competitiveness of the region, whicthénlonger run might have in-
fluenced the emergence of territorial differenddaZucca,1993). In regards to the
diffusion of the banking network, it is very impant to survey the geographical
location and the different hierarchical types dfleements where banks are located.
The expansion of the banking network was determisegd much by a huge inher-
ited debt imposing a large burden on the smalke sbwned banks, limiting their
ability to build an extensive branch network. Laliginks re-scheduled their policy
of network building and few of them closed somelair branch offices. Foreign
owned banks started to expand their branch netmaone cautiously only after the
mid—1990s. There are different reasons for thisent@utious policy. On the one
hand, these banks were strong enough in terms mifatantensity, so that they
could adjust the pace of their network buildingheir own pace of development.
On the other hand, foreign owned banks were inederst in corporate banking,
and only afterwards the saturation of this segrhest shifted to the retail market.
Several banks reformulated their strategies arehd#d to increase their presence
in the retail markets as well as to lending to treaithy medium-sized enterprises
(J6ns,2001).

The geographical distribution and the regionaludifbn of the new branches
strongly correlated to the Hungarian economic psses in the 1990s. At the birth
of the two-tier banking system, the network wasrabierised by a certain spatial
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balance due to evenly allocated branches of the BAK. After the foundation of
the new commercial banks significant spatial asytryneccurred within the
country since certain banks were missing from paldr regions. This was espe-
cially so because some of the newly formed banksdi have representation in 10
counties and the others had strong sectoral aifiiadominating in particular
regions Lados,1991).

Significant spatial differences emerged in the ekwbuilding process. Slight
west-east disparities were preserved from the pecelist times. Pre-war dispari-
ties in banking continued to exist in socialistésn- though smaller extent — be-
cause of nationalisation of banks, resulting ineatensive branch reduction. The
structure of diffusion of the banking network hadldwed this spatial pattern for
the first time by the beginning of the 1990s. Ths evident because the largest
unexploited territories of financial services weitiated in Western Hungary due
to the committed economic development policies rduthe socialist era, which
had the preference to transfer state fund to tise aad especially the north-east,
and to areas alongside the southwest — northedisttinal axes. The reason behind
the policy in favouring of the development of tresern regions was the priority
of the stronger economic collaboration with the iBoWnion (ados,1991;Len-
gyel,1994).

After the political change the prevailing majoritf economic associations,
within it the joint-venture companies and the aculated capital outside Budapest
flowed into the north-western regions, which wesssHrequented in locating in-
dustries during the socialist period, indicating tiew direction of economic rela-
tions. Significant differences among the greatgrares had practically evened out,
except in Northern Hungary, by 1990, and the diaathge of the Transdanubian
region came to an end. From the mid—1990s, afteratgon of Transdanubia, the
larger cities of Eastern and Southern Hungary bectma main targets of branch
network expansionGal, 2000).

A general characteristic of the early transitiomiquk was the growing impor-
tance of the national financial centre in the branetwork expansion. All banks
have started to open their first branches in tipitalacity. Within Budapest most of
the head offices of banks are based in the inrstricts. The spatial concentration
of the institutions gives a strong impetus to therfation of the central business
district, where the office buildings of banks beeamn important functional-
morphological element of the urban landscape. Tmeher of banks has grown by
18-fold between 1987 and 2001, increasing the akpishare within the national
network, with regarding to the network expansiaconf 11% to 38% (with 358
bank offices). The expansion of branches has iseck#he density of network in
Budapest, resulting in that the ratio of one offieg 25,000 inhabitants changed to
4,700. These figures demonstrate the high levaixténsion of the banking net-
work within the capital city.
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Despite that spectacular progress has been matie ifield of financial ser-
vices the accessibility to banks and the networsi is still much lower than in
the Western counterparts (In the EU-12 [EMU menjbilere is the average of
1,923 inhabitants per branch). Hungary is laggiagitd, in terms of the size of
the network, being low comparing not only to the Bikerage but also to the
Slovenian and the Czech figures. The smaller sizeeobanking network is high-
lighted by European compariso(igable 7).In countries with smaller territories,
such as Belgium and The Netherlands there are dewes more branch offices
and less densely populated Finland has twice ashmifices than in Hungary
(Gal, 2000).

Table 7

Indicators of access to banking service in sele@E&C countries, 2000

Country Numberinhabitant®dlumber o Inhabi- Employee Inhab. ATMs per Assets
of per bank branch tants per 1 million  (in mill.
banks per employee inhabi- Eur) per
branch tants employee
Hungary 42 238,876 1,116 9,091 26,668 379 250 1,2
CSSEE‘CRQ' 40 255,608 1,840 5556 46,000 222 160 17
Poland 84 522,220 2,323 16,667 139,280 278 100 0,7
Slovenia 25 79,640 571 3,448 10,883 181 430 1,4
EU-12 4,700 78,663 197,607 1,923 2,968 750 128 540 6 6

Source:Own calculation and Riess et al. (2002).

In Hungary the number of branches accounted fo0I#y72003. The popula-
tion per branch, despite its constant improvemeiith(22% 1998—-2004), is still
amounting to 8561, indicating the insufficient agsibility to banking services.
Surveying the spatial distribution of banking seed, measured by tHmancial
supply indexwe can find significant geographical differenbesween the western
and the eastern parts of the country. Spatial réiffees can be surveyed more
thoroughly at micro-regional level than simply appg it to the macro-regions
(Figure 1, Table 8)Even more so, from the mid—1990s a shift hasntigkace,
levelling out the expansion of the banking netwiorkavour of the eastern parts of
the country.
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Figure 1
Density of the Hungarian bank branch network areldrstribution of branches in the
cities withcounty seats functions, 2000
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Table 8
Regional distribution of the Hungarian banking netky 1998—-2004

Regions No. of No. of  Territorial Territorial Network Network
banks banks ratio of ratio of density density
1998 2004 branches branches (Inhabitants (Inhabitants
1998 2004 per branch) per branch)
1998 2004
Central Hungary 304 441 32 38 9,434 6,417
From which Budapest 253 358 27 31 7,356 4,762
Central Transdanubia 96 109 10 9 11,594 10,211
West Transdanubia 114 127 12 11 8,711 7,897
South Transdanubia 101 111 11 9 9,762 8,865
North Hungary 88 110 9 9 14,591 11,636
North Great Plain 109 147 12 12 14,073 10,524
South Great Plain 132 155 14 13 10,295 8,774
Hungary 944 1,170 100 100 10,736 8,647

Source:Handbook of the Hungarian Financial & Capital Maske

During these years the number of branches in ties@f Eastern and Southern
Hungary increased more rapidly than in the westermterparts which previously
were the target regions. According to the recemraniegional surveysee Figure
2) there are internal peripheries even in the westegions, however these are
prevailing in the eastern and the north-easterms pafr the country. The lowest
density of branches can be found in the North GRtain and North Hungarian
regions, followed by the developed Central Hungarywhich the service supply
concentrating in Budapest explains the contradistidn the regions with lower
density the economic activity of entrepreneurs, lthe level of foreign capital
inflow etc. could be the explanation of the smaitiéerest of banks.

The spatial distribution of banks strongly corretatvith the state of territorial
economic development. It can be said that the nm&tewpansion of branches ini-
tially followed the pattern of the spatial-econordigision of the country, as banks
were mainly opening branches in the rapidly develppegions. Nevertheless,
surveying the distribution of the banking netwodcarding to the settlement types
is more expedient than investigating at territoléadel; all the more so as banking
institutions have more links to the cities and tewtherefore capital flows is an
important indicator of the different urban processehe branch network building
reveals a hierarchical top-down diffusi@figure 3) The Hungarian banks, in the
early period of network building, aimed at coverithg relatively small banking
market alongside the settlement hierarchy, starthrgjr expansion first in the

30



T€

Figure 2

The degree of banking supply in the Hungarian miegions, 2004 (Measured by no.
of bank branch + no. savings co-operatives +@foATMs to population)
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Figure 3

Regional distribution of branch network in the Harign towns, 2000
(included banks headquartered in Budapest, exduede®perative savings banks)
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larger cities. The first branches in villages wafso opened. As the number of
branches exceeded the number of larger citiesntikreeist of banks turned towards
the medium-sizetbwns.Theshareof largercitiesfrom bankingnetworkdecreased
from 50% (with Budapest6%)in the early 1990sto 22% betweenl998and2004
owingto the networkexpansionargetingthe smallertowns(Table9). Bankruptcies
andthe rationalisatiorpolicy of networkdevelopmenin the early transitionperiod
mainly affectedthelargercities,beingthe majorbeneficiarief theearlierboomin
bankingexpansionRecentlythe largestshare(41.5%)of the networkcanbefound

in the settlementdbetweenl0 and 50 thousandnhabitantsin the settlementate-
gorieswith lessthan5 andover50thousandnhabitantsnetworksexpandeanly to

a smallerextent,while the numberof brancheshasdecreasedn the smallerset-
tlements.Populationper branchratio also showsthat disparitiesbetweendifferent
settlementategoriesonsiderablydecreaseduringthe transitionperiod,but since
theendof the 1990sdifferenceshasbeenstartingto grow.

Table 9
Distribution of branch network in Hungary on basis
of settlement categories, 1998-2004
Settlement No. of Ratio of Territorial Territorial ~ Network Network
category by size  settlementspopulation ratio of ratio of density density
of population branches branches (Inhabitants (Inhabitants
1998 2004 per branch) per branch)
1998 2004
1,000 - 1,999 641 9 0.6 0.2 230,771 461,543
2,000 — 4,999 505 14.8 7.3 6.2 29,826 29,252
5,000 — 9,999 136 9.2 13.0 12.0 10,408 9,378
10,000 — 49,999 122 22.6 36.9 415 8,961 6,612
50,000 — 99,999 12 7.5 17.8 17.9 6,109 5,057
100,000 — 8 11.4 244 22.2 6,807 6,192

Source:Handbook of the Hungarian Financial & Capital Mask& VATI (2004).

Certain larger cities (Pécs, @y Szeged, Székesfehérvar), despite not being
seats of a regional bank, have been started tosugnficant roles in the agglom-
eration of financial services in which differenganisations of the financial sector
(banks, insurance companies, consulting) attrach @dher mutuall(Figure 1).
This also induces increased competition in theldomgional market. In the begin-
ning of the transition, West Hungarian cities, sashGyr, Pécs, and Székesfe-
hérvar were considered the largest financial centngtside Budapest, while re-
cently Miskolc gained the leading position in thember of bank and co-operative
savings bank branches (37), followed byéGynd Kecskemét (each with 32
branch offices), then Pécs and Szeged (31-31)fimalty by Debrecen (28)Gal,
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1999). The main targets were the large cities ist Bad South Hungary, and
Miskolc, Szeged, Debrecen, Nyiregyhaza gained pdesny leading position in
size of the local network. However, differences wdag in the number of
branches do not mean differences in the qualityamking services. This latter one
is much more dependent upon the territorial embeéddess and local economic
development, which can induce mutual attractiveriessard the other types of
financial, and business services. This is bettghllghted by the territorial differ-
ences in credit supply. Branches in the easteriomegin general, concentrated on
mobilising savings, while credit allocation is moestrictive there. Consequently
banks transfer their deposit via the Budapest ludfice to branches in Budapest
and the Central region, and the northwestern datthed country YWagner,2004;
Jons,2001).

In the 1990s, which is considered to be tfamsition periodin Hungary, new
trends emerged in the national economy that stitedléhe rise and expansion of
the new “core” regions and also reinforced spatiaparities inherited from the
former state-socialist system. In the early yedrgamsition, regional differentia-
tion was spurred by the factors of economic casid the consequent decline how-
ever, since 1996 the spatial structure has beenetbichiefly by the factors of dy-
namics that rested on economic restructuring. Tam repatial consequence of the
transition was the deepening of the Budapest-cgsidi spatial-economic gap,
although it has existed in similar dimension in twenmunist era as well. What
was a real peculiarity of the economic transfororaiin the 1990s was the rapid
growth of interregional differences, measured by Hoover-index, growing from
1.7 to 2.6 times between the most advanced antkésiseadvanced regionsiggy,
2002).

Besides the role of industrial restructuring in tedadevelopment, advanced
business and financial services were to a largenéxesponsible for spatial differ-
entiations, although banking in the peak periodsohetwork expansion phase po-
larised economic space to a lesser extent tharréiBtied industrial developments.
Recently, advanced industrial development has #ied theagglomeration of
financial servicesbesides Budapest into the more rapidly growingteresand
central regiongsee Figure 4).

The growth rate of the financial sector and theaginoof per capita investment
volume in the financial sector came close to thok¢he industry in the West
Hungarian counties and exceeded the industrialsinwent growth in Budapest,
Fejér and Csongrdd CountiegFigure 5). Concerning the spatial diffusion of
financial services there is a strong correlatiotwiken the economic activities,
income patterns and the agglomeration of finargealice providersNagy,2002).
Spatial patterns of consumers’ income reinforcepbsition of Budapest and the
larger cities of the urban hierarchy.
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Figure 4
GDP per capita as a percentage of the provinciarage
in Financial & Business services, 1999
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Figure 5
Per capita investment volume of enterprises & publiganizations as a percentage
of the provincial average in Financial & Businegs\sces 1996-1999
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6 Territorial and organisational levels of the Hungarian
banking system

Advanced business and financial services becanerdiging factors of the eco-
nomic competitiveness of the regions, and influethee emergence of territorial
differences. Consequently, the differentiation ioffcial institutions according to
the market division of labour and the organisatiGteuctures determine both the
different organisational (institutional) and theriterial (location strategies) level
of the Hungarian banking system. In any developszhemy certain basic finan-
cial functions and the related institutions are etyddistributed geographically
(retail banking and building societies), correspogdo the distribution of popula-
tion, other more specialised functions and ingthg (such as stock exchange,
pension fund houses, bank headquarters, investoasikis, venture capital compa-
nies) are much more concentrated spatially. Likewindustries, financial services
are also characterised by economies of agglomergtimth-dependence and loca-
tion lock in, and tended to cluster geographicallyparticular urban centres and
regions Martin, 1999). Indeed urban hierarchy, as Martin arguekrgely, finan-
cial hierarchy. Most countries have a number oéiffitial centres and typically a
single national centre.

6.1 Budapest: the national financial centre with iternational
aspirations within the CEE region

Budapest as the single national financial centrédofgary laid the foundation
more than 150 years ago when the significant stdakriginal capital accumula-
tion and foreign investments particularly in bamkitowed into the city in the era
of the early industrialization. The traditional gogninance of Budapest in the
economy has not diminished, quite the contraryiaantly it has been growing
since the change of regime. The leading positioBuafapest in finance, especially
in banking and insurance, is more striking thammy other sectors that are char-
acterised by strong spatial concentration. Thiscarable degree of concentration
implies a 95% of foreign capital investments, jemnture banks and bank trans-
actions. Since the establishment of the Budapesk3xchange in 1990, the cen-
tre of capital markets is concentrated in the ehity. Budapest not only serves
and controls its own domestic finance, but it &ss a role in carrying interna-
tional relations. In the capital city are all thgesialised functions and institutions
of the financial sectors concentrated: the locatibthe stock exchange, headquar-
ters of banks, mortgage banks, insurance and pasimpanies, and centres of the
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specialised units of banks (treasury, call-centiBls¢ advantageous position of the
city arises from its strategic location functionhieh acquires and manages the
critical information flows (institutional strategigcentral data supply, connection
with the clearing houses, and stock exchange dgsliand the international rela-
tions Wagner,2004;Porteous,1999). The share of Budapest in the employment of
the financial sector exceeds 37% compared to % 4Bare of the national popu-
lation. This share can be much higher if we talefitmancial employees registered
by the headquarters into consideration (86% ofniinel employees belong to
companies with headquarter in Budapest). Despitkibg is still the most cen-
tralised branch of economy the leading role of Budd is not a peculiarity in
European context. In fact, the share of financrapleyees within the total em-
ployees (3.5 %) is lower than in other nearby si{ienna 5.6%, Munich 9.8%).

Recently, large cities and different regions ratian simply different nations
are in competition with each other in the fieldloé global world economy in order
to gain investment capital, and to connect with sberces of information. The
prototype of the future city will not be an indiatrone, not even a place of ex-
change of services, but will be the city of moned &nowledge. Budapest nowa-
days is quite far away from the role of an inteiorally economically controlling
position in world economy, but it is plain thattiee East Central European region
there is a lack of regional economic managing,riona, communication, service
and financial centre€fyedi,1992). There is a commonly quoted issue namely the
role of Budapest as a potential financial centréhef CEE region (it was a policy
issue already in the early 2@entury) and the question is whether Budapest may
become a real financial centre by internationahddad Szabadfoldi2001). One
of the stakes of the recently ongoing competitiotoag the East Central European
metropolises is which capital city in the CEE regiman become the regional fi-
nancial centre of the CEE region with significanternational scope? Despite
some envisaged governmental expectations, Budapsstot become the “Singa-
pore of Central Europe” during the 1990s. Neveds®lby the end of first decade
of the 2%' century Budapest might have chance to gain cotiyeetadvantage in
certain fields of the financial sector. In geneBaldapest has favourable conditions
in terms of its gateway location between West aodti®east Europe. The size of
its urban agglomeration, favourable infrastructurahditions together with the
stable economic environment provide advantageBopwadth not peculiar ones in
CEEC context. Communications and infrastructure @amprehensive and well
developed; the work force is highly skilled ands@@ably priced. The competitive
advantages of the Hungarian financial sector cksdchin Budapest can be under-
pinned by several factors:

— Budapest and Hungary have the best legal and fimlainfrastructure in the
region. The international competitiveness of theceasfully privatised, pre-
dominantly foreign owned Hungarian financial see¢soconsidered to be the
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most advanced in the CEE regi®@rébadftldi2001). Although, competitive
advantage of the financial sector decreased irlatsteyears, but the sector
still keeps the competitiveness concerning thellagd supervisory frame-
work conditions.

Because of the rapid restructuring and modernisatfdHungary’s economy,
the capital city has become one of the most importanovation-centres of
the region, which might play an important bridgehé@a foreign capital in-
flow and investment within Central and East Europeauntries, although
the pioneering role in the attraction of FDI retgmias diminished. Foreign
capital flew into the financial sector was directiywested into banks and
other financial institutions having headquarterBudapest.

Budapest has a metropolitan townscape, adequassstinfctural background
and stable economic environment, which are quitgomant attractive fac-
tors for the investment of the multinational comipanThe fact that a grow-
ing number of multinational corporations have cimoBeidapest for some of
their business and financial centres forms a ceftasis of this expectation.
There are few financial institutions that have ggplored some benefits of
centralising infrastructure (usually back-officenétions, call-centres) on re-
gional basis as bridgeheads facing Eastern Eu@ipibgnk, GE).

The stock market in Hungary is developing quickdithough capitalization
of the Budapest Stock Exchange (BET) is still coesed low even to com-
pare with the Warsaw Stock Exchange. NevertheleesBET recently is one
of the most rapidly growing stock exchange of thald/ (in 2002 the BUX
(BET’s index) was the fourth fastest growing indexd it was the third most
advanced according to the liquidity). The tradidibrYiennese Exchange,
once the leading exchange in the region, in codmer with the HVB
banking group has purchased the majority of shaf¢ke BET in 2004 in-
tending to create, with further acquisitions, adleg regional exchange
within the CEE region. This raises the importanégiion, that if further de-
velopment of capital markets in the CEECs is nexgssloes each country
have to go its own way creating parallel and fragiee financial structures
or should countries try to team-up to create a “Gantral-European capital
market” instead, which services the specific neafdthe region and head-
guartered in a particular location?

After years of dynamic growth within Hungary, somiethe leading local
banks have started their foreign expansion andingofor investment op-
portunities especially within the region. The Hurga economy has again a
pioneering role within the CEE region in the calpitgoort attaining the three
Billion USD by 2003. The financial sector itself dzene the second most
expansive sector in direct investment abroad, cimgr 25% of the total
capital export. OTP Bank, the largest Hungariarkbaa a pioneer in foreign
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investment, purchased Slovakian, Bulgarian, Ronmaaial recently Serbian
banks. The fact that the Hungarian banking sectsr lecome capital ex-
porter increased the international activity of thengarian banks, which can
be regarded as an important function of a finarzaatre.

On the other hand, there are certain limits todieelopment of such an inter-

national financial centre in Budapest:
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— The international financial centres do not neetiédhe largest cities in the
region in terms of population, however their ecormoactivity and size of
their domestic market could provide higher levefin&ncial functions than
in the case of other cities. These centres not ggrlye the inhabitants of their
agglomeration area, but the specialised servickghware in demand over a
much larger area, covering a country, a large regitd even global markets.
Because of the small size of the Hungarian findmgrket, the smaller size
of banks (smaller provisions for expected liakghfi, and the lower level of
financial intermediation, is it yet nowhere neag tevel needed to sustain a
properly functioning economy.

— The lower cost of labour has historically guideanpanies in their Foreign
Direct Investment decision in Hungary, although thgportance of this is
diminishing as labour cost-sensitive industrialdstments are in the process
of shifting further east. Hungary’s skilled workéer and the well-trained
management pool as a continuing competitive ediipmitaavailability of
gualified labour varied. Despite the supply of ygékilled labour, in certain
fields of finance the practice-oriented qualificatidoes not fulfil the re-
quirement of international standard (accountingst abanagement), which
resulted in the employment of foreign managersimarfcial firms Pelly,
2001).

— The strengthening of economic relations within tegion slightly dimin-

ished by the parallel foreign direct investmenivdtits within the financial
sector deriving from the same ownership composiitioeach country. For-
eign banks that opened their subsidiary banks imgdry established
branches and subsidiaries in other Central Europeantries parallel, which
are governed from the headquarters of the paranpanies. Consequently,
foreign banks concentrate more on covering eadbnmatmarket rather than
on establishing a single regional banking centreirfstance, in Budapest.

— Decentralization processes set up parallel withraération in the recent de-

velopment of global markets. Many global playergehastablished their ser-
vice centres and back-offices in Budapest demairggra strong tendency of
the Hungarian subsidiaries of multinational comparto take on a regional
role, although investment banks, as one of thecaidr of the formation of
regional centre are sill missing from there.



In the Central European region the important prditimms for the creation of a
regional centre is still missing. Although globadancial players built up their ac-
tivities and institutional settings parallel thréwogit the CEECs there is little evi-
dence of product standardization across CEE regibich is sometimes evidence
for some regional focusélly, 2001). There are other limits to the growth oftsuc
international financial functions in Budapest sirteematically based concentra-
tion processes, which are characteristic of globahey markets, could overcom-
pensate the advantages of geographical proximityltihhtional companies are
most likely to utilize only the simpler financiaérvices in the Central European
region, and the services requiring more resourdksitilize in traditional Western
European and overseas financial centers. On ther d#nd, the decision making
on the strategic location of companies often peefee establishment of decentral-
ized sub-centres through geographical outsourdoaating them with regard to
the expected geographical direction of the futueeket expansion. The stability of
competitive environment reinforced further by thd Bccession makes Budapest
an attractive location for servicing internatiobakk-office functions, or especially
in consumer finance there is a good potential tecentrate the scattered functions
throughout the region into a single back-officeision of BudapestBellon, 1998).
The size of domestic economy to some extent weatkenattraction of Budapest,
which is counterbalanced by the good accessiliitthe unexploited South East-
ern European markets. However, one can argue tlmatamentals of the sur-
rounding capital cities are similar to that of Bpdat, except Vienna where the
wage-level is not competitive with the other looas. Achievement of this re-
gional role depends on several global, macroecandastors and also on the
competition between the capital cities (Warsawglea Vienna) similar in their
financial standing. This raises another importargsgion whether the CEECs need
to develop their own capital markets, or they caoktead of rely on existing (the
fragmented and slowly integrating) EU markdKe—Schrtder2002)?

Despite the chances of becoming regional centre iraproved since the Mil-
lennium owing to the promising performance anditiernational expansion of the
domestic economy, Budapest is still not suitablalegelop as a major regional
centre with full-scale international functions,hvat it might become a back-office
centre with distributive functions. Some expertguay, that Budapest could suc-
cessfully apply only for the position of a subowrtimregional sub-centrespecial-
ized in certain services. Subject to these conwticervices that require smaller
amounts of capital and highly qualified employeel$ @ome into prominence. To
carry out all these, it is necessary to strengtherbanking system with the busi-
ness-like intervention of the statdgllon, 1998).

41



6.2 Spatial (re)organisation of bank network in theregions

The number of actors in the banking sector varasalfel with the spatial concen-
tration processes of banking and capital marketschvproduces competition on
the more and more expanding banking markatigh the expansion of branch sys-
tem, the deconcentration processes have strengihémeontrast with tendencies
experienced in the EU, during the consolidationtied market the number of
branches has not decreased. Moreover, currenthoriduech system increases in
moderate speed. In spite of the expansion of bragstem, the concentration of
retail market is still bigger than the concentmatf corporate banking, measured
by the Herfindhal-Hirschman index, and the marketre of the largest bank fur-
ther increases itMoré-Nagy,2004). Primary tool of acquiring market sharehis t
enlargement of branch network. The need for thegmree in the local market
(collecting sources and crediting) and the comipetifor retail banking market
inspire for building the nation-wide network, in ih financial institutions con-
centrate on collecting local sources. In the foramabf the organizational and ter-
ritorial frame of the development of branch netwdhe role of foreign capital is
determinant. It determines not only the interconypeaquity participation and the
technological level but also the spatial dimensibrmarket building strategy (in
the case of bigger retail banks it would be optiteaform a network with 100
units) (Varhegyi,2002b). The bank network building in the last Eang of devel-
opment of modern banking haracterised by waves of network expansion—re-
duction, overlapped by the parallel organisatiomabcesses of decentralisation
and centralisation of certain functions.

Banksin the expansion period of network buildipgrtly contributed to dimin-
ish the earlier existing spatial differences, aliio with limited spatial scope. The
positive effects of foreign direct investmentstie tountryside can be experienced
in the enlargement of branch network and servidcéis etter quality. In the sec-
ond half of 1990s banks with foreign owners enldrgee branch network inten-
sively. Their roles in the enlargement of netwatkgree of supply of branches and
thus reducing territorial differences were detemmin The population per branch
ratio significantly decreased during the 1990sargsied in section 5, indicating the
evening up tendencies and the diminishing spaisgadities during the expansion
period of bankindsee Table 6).

In Hungary, more and more financial institution radeps towards the ration-
alisation of organisational structure, forminggional control-officesand decen-
tralisation of controlling functions. Recently, corarcial banks with larger net-
works have reorganised their institutional and ngenal structure forming a hier-
archically-built domestic network of branch officekecentralising certain control
functions. Banks are starting to pay much clostentibn to the geography of their
distribution networks. In 2002, 6 of 13 banks psss®g nation-wide branch net-
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work were having an organisational structure witkeast three hierarchical levels.
The majority of the banks with foreign owners aigpresented this conception; the
foreign owners transplanted their own tried antetésnanagement and controlling
practice into Hungarian banks. A bank with a moreeeded network builds up a
more decentralised organization structure with eatgr probability than a bank
with smaller network. Establishing territorially @®centrated organisational units
does not mean reduction in decision-making competerof the centre in the
capital city. Strategic developmental decisions mle further onn the head-
quarters situating in the primary financial centog headquarters of the foreign
parent banKMcKillop-Hutchinson,1997).

The decentralisation of a bank, of course, hasmati(economies of scale) lim-
its. At the same time, Western examples show tdain financial service provid-
ers can have a decentralised organisational steuctn a regional level, which
does not call in doubt the role of the nationalkiag and can contribute to a more
effective operation of the network. Today the orgational decentralisation in
Hungary is formal in many cases. It means thaonbt the decision-making com-
petences are limited outside the centre but alsiibg services are developed
nation widely, so there are no specific local sgrgior goods in the banking sector
in Hungary. Different characteristics and developimievels of the regions can
make the elaboration of certain specific servieasonable.

Besides the head office the next managerial lef/el bank system in spatial
terms is represented by thegional centres and sub-centréd=or making the first
steps of decentralisation, banks establish thgiomal control offices and give new
management functions to local branches. Regionaraiooffices play the role of
intermediate tiers between head office and locahties, having supervising au-
thority over local branches in their geographicaarelhese newly created region-
ally controlled territories of large banks are éiffint from each other, and have not
overlapped the territories of the statistical regiobut their regional control of-
fices, in the most cases, have been concentratediy# the largest cities of the
regions with a potential becoming a regional cerifitee existence of a financial
centre can be defined by simultaneous presenceaftitative and qualitative in-
dicators (the number of the banking headquarteds lmanches, position in the
organisational hierarchy, existence of other finanostitutions, the number, pro-
portion and change of employment in the financéater etc.) YWagner,2004).1t
can be stated that the financial role of five eitiea the country (Pécs, Gy
Szeged, Debrecen, Miskolc) grows and they stadeatt as special regional finan-
cial sub-centregTable 10)
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Table 10
Potential regional banking centres in Hungary

Cities No. of No. of  No. of non- No . of No. of No. of No. of re-
banks with headquar- banking bank savings financial gional control-
network  ters of financial  branch co-opera- employees offices of

located savings co-intermediar- tives banks with
operatives ies Budapest HQ
2002 2002 2002 2001 2002 2002 2002

Debrecen 13 0 22 25 1,632 4
Gyor 13 1 36 27 1 2,073 5
Miskolc 13 0 40 24 2,108 5
Pécs 13 0 35 23 4 1,610 5
Szeged 13 3 37 25 3 1,573 4
Hungary 28 189 n.a 1168 1705 52,748 -

Source:Wagner (2004) and Handbook of the Hungarian Fieh8cCapital Markets, annual editions
of the Regional Statistical Yearbook.

It is noticeable that the financial service proviglagglomerate and more and
more banks open their offices on the regional le&tthe same time, they cannot
be considered as real regional centres. Interrdtibterature considers a geo-
graphical location as a regional centre only ias an ability to produce and proc-
ess independent information, and it has locallpsthed banks, and has locally
based branches or representative branches of fobeigks Tickell, 1996; Porte-
ous,1999. In Hungary there are no real regional financialtes as the organisa-
tional system of banks is strongly centralizedihsy produce only limited original
information and information flow is directed mainlgwards bank centres. The
decision-making competences of centres are resdrieind limited in sum of
money.

On the other hand, differences occurring in the lmemof branches among dif-
ferent cities and regions do not mean differennebé quality of banking services
and do not obviously constitute a regional finahaigantre. The territorial
embedded ness and local-regional economic develupmehich can induce
mutual attractiveness towards the other typesnainitial and business services. In
the Hungarian regions, the agglomeration of finanservicegTable 11)is based
almost exclusively on the employment and informatimasis of the regional
centres (and on its regional monopoly in many gasasd on the competition
among banks competing for the local market, whicinany cases is independent
from the economic performance of the region.
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Table 11

Agglomeration of other financial services in theguial regional
banking centres (No.), 2002

Cities Leasing Financial Insurance, insurance Companies listed on the
companies services brokers Budapest Stock Exchange

Debrecen 2 2 8 2

Gyor 2 2 16 4

Miskolc 2 15 12 1

Pécs 3 6 13 2

Szeged 3 4 15 1

Source:Handbook of the Hungarian Financial & Capital Maskeannual editions of the Regional
Statistical Handbook (based on Wagner’s calcula2®@4).

Banks founded with FDI from the late 1990s, witle #patial and organisa-
tional reorganisation of their networargely contributed more to a deepening of
uneven regional developmemktowever building branch networks is based strictly
on business and profitability aspects, so thesalamethe priorities in strategies of
network building banks on either regional or setéat level. Differences in the
financial service supply in certain territorial asettlement levels contribute to the
growth in regional disparitiesThe most determinant spatial characteristics of
banking supplyafter the extensive network expansion has decliisethe almost
total lack of bank presence from villages even fibm bigger onesAt present,
branches are situated in 223 settlements (of wB% is town), so there is no
bank network in villages, which constitute 93% Ibisattlements. Only 13 % of the
3,145 Hungarian settlements in 1998 had at leasbank branch or main office of
the co-operative savings bank.some of the other 87% of municipal branches of
co-operative savings banks or alternative finanithstructure such as ATMs,
post offices might have been available, providinty@ basic level of services.

Thus, disparities between rural and urban areasmmng the most important
disparities emerged in the geographies of bankinigeaturn of the 20and the 21
centuries. While between 1998 and 2004 the populgter branch has increased in
Hungary by 18%, in micro-regions with the lowestgie of branch supply this
indicator has decreased by 5.3%, and the nhumbeiab-regions with the degree
of branch supply under the national average otthtry has increased from 97 to
102 (Figure 2).Banks continue their so-called ‘redlining strateggt only in the
network building but also in certain service segimme@ommercial banks are not
interested in these less profitable and prudeninbsses as they have different
orientation of profile and tasks. Theajority of banks still do not finance very
often agricultural investments, SMEs and regionayelopmentsCurrently some
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of the banks strengthen their competitive positiornthese markets too. Because of
the spatial structure of the sectors mentioned epprnmarily the degree of bank-
ing supply of rural areas worsens. Therefore th#gnoseem to discriminate
against particular regions, although the buildimghing network in the transition
period has significantly moderated the territoddferences. However, nowadays
territorial differences are increased by slowingvdathe deconcentration of the
network and closing down of branch@&sgure 6).In Hungary there is a danger of
“financial exclusion” in certain rural regions, many small towns, small villages,
in one word, the economically disadvantageous afaathermore, there is also a
great inequality in the accessibility to banks withities or communities differen-
tiated by social positions.

Since recently, banks are facisguctural challenge®f very competitive mar-
kets, which is characterised by increasing comipatiéand de-intermediation. This
will influence both the institutional and the spattructure of banking. Following
the M&A activities taken place in the last years timarket concentration is in-
creasing, which accelerated by the introductiorinébrmation technologies and
operation cost efficiency. Banks react to thesdl@hges with the reorganisation of
their organisational structure gaining ground fog tentralisation of the organisa-
tional structure, which resulted in a growing splationcentration of the market.
Banks after the period of rapid network expansioncern about network restruc-
turing, merging certain functions into back-office&twork reorganisation is sen-
sitive to geographical variation in profitabilityisk, debt and social conditions in
a particular area,resulting in employment loss subsequent to IT-tbgpraent and
further deepens financial exclusid@denhuizen]1999). Recently committed strate-
gies of retail banks, with closing branches in raiad economically-socially de-
pressed areas, especially in the eastern pareafdantry, contribute to increasing
spatialdisparities (Figure 7)Changes in the organisational system of branch net
work have also spatial implications as they aresEnsitive. In banks’ strategies
elaborated at the turn of the millenniurarganisational centralisationwas
strengthened, which reinforces the central rolBudapest.

The over-centralised character of the financial markeid the lack of decen-
tralised regional financial system can restrain asidw down regional develop-
ment in the long runChance for foundations of banks with local resi@gmehich
is one of the criteria of a regional central fuantiis small in Hungary for simple
reason. Apart from Budapest, especially in the ueldped regions the conditions
for capital accumulation needed for the establisttraed operation of independent
banks (with economies of scale) are very unfavdarabtudies by Nemes Nagy
(1995, 1996) examined economic activity and cagitaumulation possibilities of
peripheral regions with the help of indicators nfrepreneurial activity, profitabil-
ity of firms and territorial distribution of persahincome tax. Budapest got bigger
share from the dynamics supporting elements ofett@nomic transition, as it
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Figure 6

Expansion and financial exclusion: Bank branchesnga by the foreign owned
commercial banks (left) and branch closures byathmercial banks (right)
between 1990 and 1998 in Hungary

Source:Jons (2001).
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Figure 7
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should have received proportionally to its popuolatisuch as from local capital
accumulation, foreign capital investment and dgwelent of financial services.

Besides the capital city, dynamic towns in the @rdand Western regions are the
winners of capital accumulation, and centres oforegand county seats develop-
ing dynamically follow them.

At the same time in 80% of rural villages and isadivantageous micro regions,
the absence of capital that can be mobilised hesnbe permanent. The low level
of capital accumulation (concentration) in the dismntageous regions, which
shows the producing capacity of rural economy,urely related to the lack of
foundation of financial institutions with regionaadquarterdNemes Nagyl995).
For the foundation of a savings bank, there isgairement of registered capital 1
Million Euro but recently the majority of savingsuik cannot fulfil this. The re-
quirement of registered capital 10 Million Euro founding a bank is even a big-
ger barrier to establish a financial institutiontlire regions. The changes that have
been experienced in the last few years call atenb the possible danger that new
interdependencies have been formed between théakapy and regions. The
‘Filtering’ role of Budapeshas been strengthened primarily by its key position
the information flow. The conditions of capital c@mtration are unfavourable out-
side Budapest and the most developed regions afdiinetry. There is a threat of a
new kind of dependence between the capital city thedregions. The Budapest
orientated financial system filters (filtering-dowithe most profitable financial
services (firm banking, portfolio and risk manageinerivate banking), making
use of advantages of its location, and directdtioahl and less profitable services
to peripheriegFigure 8). Taking into account capital transfers among Budbpe
and the regions it can be said that capital trassiethe expense of the regions is
negative.

Resident banks have the potential to build on thdirantage in the regional
(retail) markets where they do not face strongifpreeompetition and could ex-
ploit their knowledge of local conditions and eiigtclient relations. In this area
they have the best chance increasing their masketee due to increasing lending
to borrowers, such as SMEs, that have been rediméde past. This required a
more comprehensive decentralized organizationatcttre of commercial banks
and development strategies concerning expansiortcahendle the parallel proc-
esses of financial exclusion with care. This inmplike question how decentraliza-
tion can contribute to a more efficient operatiémhe network.

Researches made in the first part of the 1990gjesstgd some possible ways of
development of a more decentralised banking netwwittening branch network
of commercial banks, integration of savings baméanding financial institutions
of municipalities and forming regional developméuainks (llés, 1993). Besides
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the lack of equity capital, the sharp competitiiteagion (the Hungarian financial
market is almost saturated if we consider the nurob&nancial institutions) lim-
its the entrance of new actors. Tendency in theréutan be the growing concen-
tration of the banking sectofurther decrease (at slow speed) in the number of
independently operating financial institutions aexploitation of potential oppor-
tunities in the integration of the savings bankisec

In Hungary the local-regional credit supply opesaterough a centralised na-
tional branch-banking systems, and local saving&k®®@perate in restricted rural
and urban areas. The majority of banking systenmbesiound in bigger or middle-
sized towns. Co-operative savings bank can be dedaas alternative financial
service providers, as they are the only crediitutgins in certain areas.

Figure 8
Per capita GDP of the financial sectors as a patage of the
regional average (=100) in the Hungarian region89%, %
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Source:Central Statistical Office (edited by the author).
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Alternative financial infrastructure can supply thasic banking facilities and
low cost credit to households with lower incomesyshon—Thrift, 1997). Thus,
effects of commercial banking system on the sm#diens and bigger villages are
small. (At the same time, 33% of money flows in @@@curred in villages, which
do not have any branches.) Strengthening the mad®tion of savings banks
having an expanded rural network is the base foragling financial services on
the lower level. (In nearly 50% of all Hungariaritleenents, in which 15% of the
whole population lives, there are not any finanselvices). About 2.5-3 million
people live in villages having only a single finalanstitution, like a savings
bank. The presence of co-operative saving banksfisigntly improved the supply
ratio in Hungary, which is much better than therage counted on the basis of
commercial banks (3100 inhabitants per branchs 2.B times betterjsee also
Table 7). The decentralised feature of savings banks cowdabpowerful
competitive advantage in the local financial maskeut only savings banks’
integration co-ordinated by means of a central “umbrella” baydn produce
profitable operating conditions for the excessivalgattered savings banking
system. Because of forming optimal bank size, 70-94vings banks, instead of
the 190 contemporary, could operate with economfescale in HungaryKiss,
2000). With the balance-sheet footing of the irtibepl savings bank system, it can
be the fifth largest bank in Hungary. Currently thegional performances of
savings banks are the best in South-TransdanubighanSouth Great Plain, where
savings banks building on the strong agriculturai® could obtain powerful
positions in the urban markets. Performance ofnggvbanks in Budapest and the
Central Region is poor, as commercial banks dormirtare. For considering
longer period, it is advisable to reduce the pehidon of the Hungarian bank
system by the co-operation between commercial bdrkang a smaller but
spatially more concentrated network and savingkdgossessing an expanded
network in smaller towns and villages. The Hungafianking market cannot be
fully covered without the savings bank sector, @mmercial banks would not like
establishing branches in large numbers in smailens or villages and at the same
time, the expansion of savings banks in towns camtirtue.
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7 Impact of European integration on the Hungarian
banking sector

Hungary has one of the best performing bankingfaraihcial systems in the post-
communist CEEs region. The reasons behind thistteefollowing Varhegyi,
2002b):

— Hungary was the first to abandon the mono-banlesysecreating a two-tier
system (Hungary already had a two-tier bankingesystvhen the Berlin
Wall came down);

— It was the first to repair the mistakes of the waransition years: loan &
debtor consolidation and re-privatisation programme

— By 1997 Hungary had opened the doors to a highgpagotion of foreign
banks than in any other post-communist country (di® of state owned
shares had fallen to 11% by 1997).

Despite of its relative small size of economy, thenking sector dominates
Hungary’'s financial system. The quality of the paid of the Hungarian bank
sector improved much in the second half of the $98@d debts have fallen to less
than 3%) and the average capital adequacy hasdreend 15-17%, pointing to a
well-capitalised banking sector. The structure afks’ balance sheets has become
similar to it has been observed in the EU. Sinaeifm (mainly EU) investors
dominate the banking sector (two-third of the totadistered capital and 90% of
the banking assets) they have contributed to & gre¢ant to the modernisation of
banking. Therefore the entry of foreign green-fielthks, bank restructuring and
bank privatisation to strategic foreign investoas Strengthened the stability of the
Hungarian banking sectoWérhegyi,2002b). While Hungary has been successful
in creating a functioning banking system, bankrimediation has not grown as
fast as most observers predicted it in the earB0%9The role and the capitalisa-
tion of the banking sector in the economy are ratimited and remain low by
international standards. This is largely due tostafitial competition from other
foreign capital sources such as FDI, direct lendiggnon-resident banks, inter-
company loans, and non-banking funds. Taking ttzangse of the stock of cross-
border loans to firms in Hungary, which amounted 15 billion euro and it was
almost as high as the amount of company debt owelet Hungarian banks (12
billion euro).

In the advance assessment of the European inmgnatt have seen that the
Hungarian financial integration — comprising thé\aties of foreign investors and
the availability of foreign finance for domesticrbmvers — will have a significant
impact on the Hungarian banking sector.

To assess the advantageous and disadvantageougsrop#e EU integration
we have to face that the common monetary framewark the liberalised capital
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flows will be beneficial only in the long run asthcreate more severe competition
from the date of accession. EU accession may infleeet capital inflow to Hun-
gary, but the possible effects are ambiguous. Gnhamnd, diminishing sovereign
risk may raise inflows into the banking and corpersector. On the other hand,
Hungarian banks will be in a better position toedsify assets geographically and
they will benefit from their local knowledge. Itesas to be unlikely that Hungarian
banks will target advanced EU markets, but it isgille that they will expand their
market scope in other accession countries as a&famples already demonstrate
this aspiration\arhegyi—Gasparl997).

The banking network will continue to change asribmber of universal banks
will decline, but on the other hand the numberpdcsalised institutions may rise.
The major effect of integration is that the numbkcurrent subsidiaries of foreign
banks will be turned into foreign bank branchesoeding to the non-discrimina-
tion principle of the place of origin of the capitand newcomers may open
branches. This could further diminish the role e$ident banks and decrease the
bank capitalisation subsequent to EU accessiompEn cross- border branches by
foreign banks requires much lower capital adequatigs, which will be compen-
sated for the unlimited liability of the foreignneat bank. The accession can be
expected to promote further competition, resulim@ bank margin and operating
cost decline. Competition will be stronger in cagie markets, where the compe-
tition has already driven down margins and whevalry will certainly intensify
after accession. However there is a good potefaratesident banks to benefit
from their local knowledge in the lending to the BEMector. In retail markets
where resident banks already exploit their knowéetgey do not face strong com-
petition. Although in retail segments with the ieasing numbers of non-banking
actors, they may divert some resources from thebbshed banking network/ér-
hegyi,2002a).

Generally we conclude that one hand, accessiongfiaher enhance the in-
tegration of Hungary’'s banking system with thosehef EU making the banking
more stable and efficient. On the other hand, we lsgen that the high spatial and
structural polarity within the banking secfowhich in some remote provincial
areas may have a lesser capacity to promote themoenic development. These
areas might experience certain disadvantagesesuli of the financial integration
in Europe. In the consequence of the Europeanratieg the Hungarian banking
will face very similar structural issues as its Yé@s counterparts, namely the
widespread of universal banking, mergers & acdqoisifostering by increasing
competition not only within the banking sector kaiso from the side of non-
banking players. Globalisation and integrationin@ificial spaces open up oppor-

" Characterized by “redlining” policy of the recemiays on the side of the SME segment especially in
the periphery.
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tunities for both local-regional and large pan-Ewgan financial alternatives (uni-
versal multi-country and global banks), and consetly the major losers of the
integration will be the medium-sized domestic barfds these challenges facing
the Hungarian financial system require new stradtand regional policy from the
banking side and a more efficient co-ordination aogervision from the regula-
tors’ side.

8 Predictable regional impacts of financial
integration

There is currently considerable interest in delmter the impact of increasing
European economic and monetary integration ondggm®ns of the EU. Opinion is
sharply divided whether EMU is leading to regiom@ionomic convergence or
regional economic divergence. Ron Martin's recestngrehensive paper exam-
ined the theoretical arguments and empirical ewdeof these opposing views
(Martin, 2001). Among these theories, the Optimum Currékrea (OCA) stresses
the need for economic homogeneity across regiomspmecondition for establish-
ing a unified monetary space. Neoclassical modeddigt that the European cur-
rency area should lead to regional economic comverg of the sort implied by
OCA theory Cohen—-Wyplosz1989). On the other hand, theories of regional
growth based on localised increasing returns anibgenous growth, predict that
EMU will lead to regional divergence, which is ctemto the requirements of the
OCA model. Recently, regional economies acrossktiedo not appear to have
moved significantly nearer to those conditions. €hgirical evidence on regional
trends suggests that while “regional convergenok filace some extent between
1950s and the mid—1970s, since then, as the protéagropean integration itself
has deepened, regional convergence has slowed ranedgto halt” Martin,
2001).

In the mid-1990s, little argument predicted thae throspect of greater
integration between Eastern Europe and Westernpeungll be limited and may
prove illusory Budd,1997). One of the major arguments of these clitossider
views is that the lack of properly functioning firdal systems will be unlikely to
serve and fulfil the wide range of economic anaifficial requirement (inherited
bad debt issue, state budget constraint, riske@laapital adequacy ratios, and
EMU’s convergence criteria) before the integratiakes place. The domestic
capital markets in the CEE countries are unlikellzez to develop sufficient ma-
turity or to overcome considerable difficultiestire short to medium term to pro-
vide an adjustment role of the integration critéBadd,1997). As we have seen in
the previous chapter of this paper Hungary (andtmbthe other accession coun-
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tries as well) very rapidly and successfully hasroeme of structural adjustment
problems of the financial, in particular bankingtee at national level. Such an
unpredictable rapid pace of successful privatisadiod following modernization of
the banking sector together with the appropriatgptdn of the EU directions for
the financial markets and state supervision sugghesen the most optimistic ex-
pectation of the observers.

However, this exaggerated pessimistic view of moidation prospect of the
CEECs is acceptable in the case of regional impafctee accession. That argu-
ment predicts that the fiscal adjustment to fulié EMU convergence criteria will
have a greater impact on the regions of these siocesconomies, and may in-
crease the regional differences and the economigaérability of the regions. The
imposition of monetary and fiscal convergence datenay put up a further barrier
to the wider integration of Europe in the casehef too rapid accession process of
CEECs to the EMU. This latter might reinforce threlgem of uneven develop-
ment and may strengthen the core-periphery regismnatture within the new ac-
cession countries.

There is no doubt the main cost of joining the Wnamd later to the common
currency area together with the loss of the natiomanetary instruments is that
accession countries might experience certain daatdges because of the financial
integration. Several studies have examined an aggnanmonetary shock so far at
national level Krugman, 1992; Eichengreen,1992; Masson, 1996; Cohen—Wy-
plosz,1989;Wyplosz1997) but only very few have done at regional lewel none
of them surveyed the possible reaction of the fir@rsectors in the case of the
accession countries’ regions (De Nardis et al.61B@moset al. 1999).

In the following, we analyse the possible macroeoaio effects of the EU and
EMU integration at regional level in Hungary usingtional and Eurostat Data-
bases. The methodological approach following somexipus surveys’ methods,
based in the Theory of OCA, has consisted in comgdhe values of correlation
coefficients for different economic variables amoexgry region, national and
European aggregateRgmoset al. 2001). The analysis of asymmetric shocks at
regional level is related with the degree of cotiion of economic activity. The
consideration of the fact that European regionsndithave sovereignty to apply
their own autonomous policy implies that insidergugational state regions could
have been adversely affected by the national simgleetary policy in the emer-
gence of the asymmetric shocks. In this sensecdhsideration of the effects of
accession into the European Union and the Econ&nmitonetary Union neces-
sarily involves taking account to the relative aitan of every region inside their
own country. The methodology used in this sectimmscsts in comparing the value
of the correlation coefficients between the grovete of the same variable (GDP
per capita growth rate) for four different territdrlevels such as the Hungarian
regions, the nation state level and the Europeas.l@wo different definitions of
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the European aggregates are considered in the: W15 and the EMU-12 lev-
els. The comparison of these values permits tosas$e advantages and disad-
vantages (the macroeconomic cost) for every Huagaegion, which will be par-
ticipating in the EMU in the future. If the relatiship between every region and
the European aggregates are as intense as thienship with the pervious na-
tional aggregate, the relative position of the magin this new macroeconomic
framework will be similar to the previous one. Tdisadvantageous effects will be
negligible and namely there will be no additionaharoeconomic costs for the
given regiof. The previous surveys assessing the degree of eymnof economic
shocks experienced by the EU regions and states foaused on the evolution of
GDP, prices and wages, which are strongly corréldtethe objectives of the
monetary policy Ramoset al. 2001). We survey analyses the relationampng
the growth rates of per capita GDP at market priPe¥) in all Hungarian NUTS
lI-regions from the period 1996—-2000.

In general, it can be said that most regions kbepsame relative status inside
the country when comparing the previous situatidti whe European aggregates
(Table 12).

Table 12

Correlation coefficients among per capita GDP grbwdtes between
1996 and 2000 in Hungary

Regions EU EMU HUN
Hungary 0,80 0,85 -
Central Hungary 0,89 0,90 0,92
Central Transdanubia 0,81 0,70 0,87
West Transdanubia 0,19 0,48 0,70
South Transdanubia 0,45 0,69 0,83
North Hungary 0,45 0,60 0,89
North Great Plain 0,81 0,75 0,91
South Great Plain 0,70 0,84 0,96
2N (5)yr 0,89

Source:Calculation by the author.

8 To distinguish between the significant and nomiicant correlation theBrander and Neuser
(1992) model were used suggests that at a 5% tdvelgnificance the values obtained from the
expression is/2n, wheren is the number of observation of the considereidser
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Although in Hungary there are significant regioddferences, the data of GDP
per capita growth rate between 1996 and 2000 érpériod of economic recovery)
represent slight spatial equalization within therdoy.

West Transdanubia was the only region, which inctiresequence of the higher
level of its state of development has differed frdme more fluctuating general
national and regional tendencies. However, it ipdritant to remark that the aver-
age correlation with the national level is alwayghler than average correlation
with the European aggregates, but correlation \EifhU aggregates are usually
expected to be higher than correlation with thedggregates.

In general terms the standard deviation of theetation coefficients also
increase when considering the European aggredaté®e case of our preliminary
surveys we have to consider that in the periodkafrenation Hungary was still not
part of the EU and the optimal date of the accessiothe EMU is still under
debate. Therefore our survey has to be consideradspeculative prediction of the
impact of integration. From this table we can cadelthat:

— It is predictable that most Hungarian regions Wilep the same relative
status within the country after the European iraégn they had previously.

— Regions with low correlation with the national leveight have still low
correlation with the European aggregates. For el@ntpe West and the
South Transdanubian regions therefore demonstratera resistant position
in terms of the integration.

— There are some regions with high correlation wité state level that show
quite low values with the examined European agdesgéhey demonstrate
less significant correlation with the European aggtes. This means that the
majority of the Hungarian regions might be the pttd losers in the
integration process (North Hungary, North-GreatirPnd the South Great
Plain regions respectively).

— The only regions which might keep its relativelgtde and well developed
situation is Central-Hungary with the metropolitdistrict of Budapest and
the Central Transdanubian region might experiembe a slight vulnerability
after the integration.

Further research is required in order to analyspost the consequences of the
stable regional differences and the real impactghefintegration in the future.
Although there are pessimistic arguments, whicldipteéhat the integration of the
newly accession countries (with the incorporatiba hew periphery’) will distort
the “prospects for a comprehensive Europe of thens” Budd, 1997), regional
economies of the EU have shown large differencdberrecent years and do not
appear to have moved nearer to the monetary coeweggconditions.
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9 Conclusions

Economic changes are very much dependent on fialaservices, which reflect
the nearly two decades of processes of the Hungadanomic transformation.
Surveying the almost two decades of developmetti@Hungarian banking it can
be concluded that financial services, including bla@king sector, strongly influ-
enced the spatial pattern of economic transformatildith the earliest establish-
ment of the two-tier banking Hungary acquired cdesible competitive advan-
tage. The development of the banking system didelsjethe market requirement
and the decision of foreign investors even in thdyestage of transition due to the
intense pressure of capital shortage in the paséiést economy. The banking
system is characterised by a strong centralisatiamanagement and spatial po-
larization, which the most well known feature ofdapest’s predominance. After
the decade of spatial diffusion of the branch nektwesulting in not only the de-
concentration of the service units, but the deedimition of certain management
level, nowadays seems to the organizational cérdtein has been gaining
strength again. The strong predominance of Budagesiot be explained solely
with the small size of the country and neither ddaptation to the global financial
structures.

The framework conditions rooted in the debt crifishe 1980s were at least so
much a determining factor. The institutional and kgal frameworks of the over-
centralized banking structure created by the refelite, conducting the change of
regime. It was based upon the principle of conegiotn of the economies of scale
and its was largely determined by the economicesriaccompanied by capital
shortage, which did not encourage the formatiodeafentralized structures. In the
partly ready-made banking structure obtained beifpr investors, the expansion
of network has started from the mid—1990s. Bankgygted for larger shares of the
expanding market and for new customers in ordehtmnel resources through the
bank intermediation. This required both the expamsif the banking network and
the perpetual innovation of banking, which resultedertain spatial levelling up.

Structural challenges characteristic of the glabarkets, such as the competi-
tion of the non-financial intermediaries, spreadtlod universal banking, M&A
activities, introduction of IT and the requiremait cost-efficiency, resulting in
organisational centralisation and the decline irplegment, are having similar
effects on the Hungarian banking system, whicHrisat fully integrated into the
global financial markets. It has also significampact on the growth of the spatial
differences. The organisational centralisationestain service functions accompa-
nied by the branch closures, which is a more fratjpbenomenon in peripheral
areas, asserts the newly emerging tendency ofdialaexclusion. These processes
not only deepen the gaps in territorial developnarttare reinforcing the tradi-

58



tionally centralised practices in credit grantiBganch closures and reductions of
employees are mainly affecting the settlements ieitver hierarchy, socially seg-
regated residential areas, while organisationatraksation mainly having an ef-
fect on the regional control offices in the largities. These negative processes,
comparing to their West European counterparts,bdeggin before the size of bank
network would have been reached its maturity stBgspite the general recovery
of banking system, its organisational and ter@dtiostructure has remained polarised.
The Hungarian banking exemplifies a predominanitippsof the national finan-
cial centre and the weakness of the regional ecm®onit seems plausible that
there is no place for such strong regional findrazatres in a small domestic mar-
ket and the small geographical areas of the cre@gidns. The presence of the
centralised capital market and the lack of a deaksed regional financial (bank-
ing) system can restrain and slow down regionaélbgment in the long run.

In conclusion, it can be argued that the introdubadk strategies and the
managerial decisions notably contributed to themgmnoof regional inequalities.
Considering the low internal capital accumulatidnilites of the regions, there is
no early possibility to found well-equipped anddthg based financial institutions
outside Budapest and to establish functioning regiinancial centres. Within the
centralised banking structure, the regional deadigattion of certain commercial
banking services might be possible, without questipthe pre-eminent role of the
national banking centre and contributing to a meffecient operation of the net-
work. Even in the centralised banking structure sopygional decentralisation of
certain banking functions is possible, without dqioeéng the pre-eminent role of
the national banking centre. The integrated netvedr&o-operative savings banks
might be one solution for the problem. The Hungatianking market cannot be
fully covered without the savings bank sector. Tdmally, regionally embedded
co-operative savings banks with capital adequa®lionating both the local and
the market principles, might perform as importaoié ras its German counterparts
in modernization. Branch network building of commial banks will continue to
grow, although less dynamically than previouslypétsally in local retail markets,
there is a good chance to raise further marketeshiibanks can exploit their
knowledge of local conditions and the existing mlieelations.

Besides the endogenous disparities characteriemaational banking system,
Hungarian regions facing EMU integration within ecdde could have been af-
fected adversely by the by the adoption of theedatof EMU’s monetary policy.
In the case of Hungary it can be said that theonatimonetary policy were not
appropriate for most of the regions within the doynAs we have seen the condi-
tions of uneven capital concentration are unfavolerautside Budapest and the
most developed regions of the country. There isr@at of a new kind of depend-
ence on one hand between the national capital lmmdeggions, and on the other
hand between the Hungarian regions and the Eurdpsamcial space resulting in
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capital drainage and net capital loss in most efridgions. With this background
the adoption of the single currency and Europeanatawy policy will change the
relative situation of the regions. Nevertheleseséhchanges will not be equal for
every region, and most of the Hungarian regions lvél among the losers unless
more active government participation in the suppbtocal-regional finance might
diminish the certain disadvantageous effects @fgrgtion on the regions.
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