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Abstract

In the 1990s, the process of transition from plan to market in Central and Eastern Europe (CEE) took place within an international realm that not only exercised structural pressure but also was an integral part to the changes. International factors were present all over the process of state transformation. In this paper, I investigate the changing nature of one important policy area of CEE, namely state bank supervision, and one international factor, the role of International Organizations (IOs). Both elements shaped the process of this state transformation. I compare Hungary, as a largely internationalized case, with Slovenia, which represents a much lower degree of internationalization. Throughout the paper, I evaluate three assumptions concerning the impact of IOs on the changing state role: (1) the internationalization of state institutions, (2) the increased involvement of private actors into policy domains previously under the auspices of the state, and (3) the shifting source of legitimacy of state action. Finally, the paper draws two conclusions regarding the factors that shaped IOs’ influence on the course of local politics. First, the paper highlights the importance of the historical evolution of state institutions and thus the defining importance of historical legacies in thinking through the role of the state. Second, domestic political struggles over the content and confines of market economy appears to have an important conditioning impact on the ways in which IOs’ recommendation can actually yield any changes in domestic policy domains. 

Introduction

Central and Eastern European countries have embarked in the late 1980s and early 1990s on the long road to establishing a market economy and democracy. In line with these goals, the states had to establish new institutions for the market and for the polity in times of extreme uncertainty. The transition process in the Central and Eastern European countries has been consequently studied from many angles of social sciences. (e.g. Stark and Bruszt 1998, Szelenyi  et al. 1998, Linz and Stepan 1996, Greskovits 1998, Offe 1996, Haggard et al. 1998) However, these diverse views have neglected one crucial element of the changes in Central and Eastern Europe, namely that it took place within an international environment and that the international factors played not minor part in shaping the transition process (Bohle 2000). In this paper, I will argue that in the 1990s, the “International realm” not only conditioned and structured the political struggles of the local state actors of the CEE countries by exercising external pressures,
 but rather it has been an integral part to the changes that shaped the transition process and thus the actors’ choices from within the national setting
. I suggest that an emerging global-state may be seen as a result. Moreover, positioning the transition process at the blurring lines of inside/outside (Walker 1993) opens up sites of investigation of the state conduct that were hitherto concealed. 

These sites can be find in particular where global norms spread by International organization have been internalized in local institutions by the local actors. While the investigation of the absorption of global norms by the local polity opens up a wide possibility of research methods, I suggest following the line of a social construction sensitive methodology. Here International Organizations and global norms may be conceptualized as simply one element of the complex discursive and practical construction of the transition process. The focus is thus on the process of transition and IOs’ role is pointed out as relevant to the process. The major benefit of this line of reasoning is that we can see the transformation of the Central and Eastern European states as incorporating global trends into the state institutions. 

The importance of this kind of analysis is established through the possibility it creates for evaluating three hypothetical assumptions often seen in the theoretical literature on the impact of IOs upon local policy implementation, but rarely tested empirically. These assumptions are the following: First, one assumption concerns the increase in the internationalization of the coordination of the state functions in the economy. States with the shared aim of enhancing the safety of markets strengthened their roles in the markets (especially in finance) and have multiplied the number of international initiatives to cooperate. This tendency has also been coined as denationalization or trans-nationalization of the state (Sassen 2000). The second hypothetical assumption has been the IOs promoted expanded involvement of private institutions into the domains that were once under the auspices of the state. The increased reliance on rating institutions, corporate law firms and auditing companies all point to a shifting balance between private and public involvement in regulating and supervising the market (Cohen 2003). Finally, there is widespread belief that the source of legitimacy of state action has been shifted from the internal to the external and from people to institutions. The aim of this paper is to assess these assumptions in the framework of analyzing the transition process in Central and Eastern European countries. 

Constructing the research method, I considered the following four factors: 

First, I have selected the field of finance in order to ensure the greatest connection of international and national. In the 1990s, financial markets represented the highest degree of cross-border activities. In finance, a high degree of coordination took place among states and a large number of International Organizations developed capacities to coordinate in common matters. If there is one segment of the economy, where the international realm enters and shapes the activities of domestic actors directly, then that it is most probably finance. 

Second, I selected Hungary and Slovenia out of the Central and Eastern European countries in order to ensure diversity of the social construction processes that leaded from plan to market and from socialism to capitalism. In studying transition from one economic and political system to another one, I found the processes in these two countries surprisingly diverse, given their rather similar level of wealth and political stability they both established. The following table summarizes a number of economic indicators of the two countries: the roughly similarly increasing better trends in GDP growth rates, similarities in unemployment level and also in the level of export and import given the differences in the size of the tow economies. The tables also highlight important differences of the two economies. 
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One important difference is in the in the amount of FDI, the two countries attracted. 
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There is an important difference in the amount of foreign investment the two states allowed in banking sector:
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Third, out of the various roles of the state in finance, I have selected the role of the state as supervisor of banking activities. The choice of banking was motivated by the fact that in Central and Eastern Europe financial markets are dominated by banks, while stock exchanges play only a minor role in financial inter-mediation (channeling savings to investments). Bank supervision as a task of the state was then selected, as it is a pursuit of the state that has been closely followed by international cooperation. Finally, to view the international as shaping the role of the state from within the local realm I separated the introduction of the most important characteristics of the international realm from the actual investigation of these issues at the local levels.   

The paper is structured as follows: first, I present those changes in the international level that seem to have had repercussions on the roles of the states in the Central and Eastern European countries. In the second part of the paper, I turn to the analysis of the banking supervision practices of the two selected countries. The main institutional features of and changes within the issue area of bank supervision in the two countries are outlined. Finally, I conclude with an assessment of the nature of the changes of the 1990s. 

I. International level 

This section presents the most important changes in understanding and pursuing bank supervision in the global financial markets. The description of changes serves two aims: first, it allows presenting the common pressures the two states under investigation experienced throughout the 1990s. Thus, marking out the relevant global developments allows better appreciating the diverging reactions of the two states. Second, the demarcation of the specificity of the institutional and policy changes in the international level serves as a template compared to which we can examine the local changes in Hungary and Slovenia. This template, then, limits our investigation of the two states’ institutional development to the ones that correspond (in any sense) to international pressures. In this way, this methodological tool helps seeing the work of globalization from within the local settings. 


As I see, the most important developments on the international level are the following: First, as many researchers have observed, an increasing number of international organizations develop capacities to express opinion, formulate best practice advice or help training experts in the area of bank supervision. Bank supervision in the eyes of many International Organizations is an issue, where there is an increased need for cooperation among states, internationally in the framework that IOs represent. The most powerful International Organizations that are active in the area of bank supervision are those that actually lack formal power. The most influential ones, in terms of formulating and spreading norms and rules and most currently best practices, are the Basle based Basle Committee for Bank Supervision (BCBS) and the OECD based Committee on Financial Markets. The Bretton Woods institutions (the IMF and the World Bank) are also active but their commitment to bank supervision is rather focused on the actual implementation of the internationally agreed upon norms, and on the education of bank supervisors from all around the world. It is also important to note that the BCBS and the OECD are International Organizations that comprise only a limited number of the most powerful states. Yet, their advice on bank supervision is regarded as world wide applicable and preferred. 

The European Union is an international organization that is particularly active in disseminating their norms of best practice and standards of supervisory conduct in its member states and applicant countries. Although bank supervision in the EU is regarded as a policy area that is the prerogative of the member states, the various banking directives do contain prescriptions for preferable supervisory practice. This has been achieved through the inclusion of the principle of mutual recognition into the Second Banking Directive (2BCD) that is based on two important concepts: ‘home country control’ and the ‘harmonization of minimum standards’. At the institutional level in the European Union, there also exist various forums where member states and applicant states’ representatives meet and discuss matters in relation to banking supervision, such as prudential regulations, their practical implementation, and supervisory issues concerning specific financial institutions. These forums include: the Banking Advisory Committee (BAC) that is attached to the European Commission, the Banking Supervision Committee (BSC) that assists in a smooth conduct of supervisory and financial stability policies and the ‘Groupe de Contact’ (GdC) that is not formally attached to any EU institutions but is still an important forum for the (confidential) exchange of information on individual cases relevant to banking supervision. 

The most important channel through which the EU influence has reached candidate countries is undeniably the Phare program. This program focused on two main priorities: Institution building in applicant countries and acquis related investment. Bank supervision and their related institutions were naturally part of the focus of the Phare program. In particular, the twinning program of the Phare held a specific importance, in the framework of which the various expertise of the EU Member States’ has been made available to candidate countries, through the long-term secondment of civil servants and expert missions. An additional channel through which the EU influenced banking supervision institution building in the countries was the EBRD’s lending conditionality, which often contained requirements in relation to the democratic design of the supervisory bodies. In addition, a number of bilateral agreements between EU member states and the applicant states’ bank supervisory institutions have been established through the memoranda of understandings, which is an important tool within the European Union as well. Finally, as the EU realized that there is more and more need for cooperation among the supervisory bodies, it issued a Financial Services Action Plan in May 1999. It contains around 40 measures, both legislative and non-legislative. It covers the entire financial service field that is not only banking but also securities and insurance and from major financial institutions to retailers.

With a step further in thinking through the changes in the international trends in banking supervision, the change in the practice of banking sector supervision has to be highlighted. Three aspects of this change may be emphasized: first, there is a decreasing importance of numerical and concrete regulations and an increasing importance of the establishment of standards and best practices. This implies that bank supervisors and regulators instead of preparing detailed lists of tasks that banks are to follow, communicate best practices that are found in international banking. The second change is in line with the advancement of the content and calculation of Capital Adequacy Ratio (the Basel II regulation), that served as an international benchmark throughout the 1990s. Finally, increasing attention is paid on money laundering and other criminal activities connected to financial business. The means and bodies involved have been developed towards the securitization of financial activities. 

In more detail, the three most important internationally accepted standard agreements, which are to define bank supervision locally, are the following: the “Basle Capital Accord” on the Capital Adequacy Ratio (CAR), the “Core Principles for Effective Banking Supervision”, and finally the so-called Basel II, which is a renewal of the CAR and is still under construction. The Basel Capital Accord
, forged in 1988, accomplished two main goals: it provided the definition of capital and other key concepts in banking supervision and also established a norm of a minimum 8 per cent capital/assets ratio to be implemented by end-1992. Another landmark achievement of the Basel Committee was the publication in 1997 of the “Core Principles for Effective Banking Supervision”.
 These Principles cover several broad headings such as preconditions for effective banking supervision, licensing and structure, prudential regulations and requirements, methods of ongoing banking supervision, information requirements, formal powers of supervisors and cross border banking. Some of these principles consolidated earlier agreements reached through the Basel Committee. Finally, in June 1999, the Committee issued a proposal for a New Capital Adequacy Framework (The so-called Basel II) to replace the 1988 Accord. The proposed capital framework consists of three pillars: minimum capital requirements, which seek to refine the standardized rules set forth in the 1988 Accord; a supervisory review of an institution's internal assessment process and capital adequacy; and effective use of disclosure to strengthen market discipline as a complement to supervisory efforts. A final consultative document, taking into account comments and incorporating further work performed by the Committee, was issued in April 2003, with a view to introducing the new framework at end-2006. 

 
There are a few important characteristics of these new standards that are worth highlighting. In the working out of these new standards not only international organizations have been active but also numerous private enterprises, like rating agencies or banks. These private agents, on the one hand, influence the formation of new international standards by keeping close ties with IOs, on the other hand, they are themselves the sources of numerous international standards and bench marks. (Sinclaire 2003) Moreover, in the application of these international standards, bank supervision is becoming multi-tiered with banks’ internal risk management and credit systems serving as the first line of defense. In other words, in line with the state withdrawal from setting formal requirements for prudential standards (which is now dealt with on the international level), there is an increasing reliance on banks’ internal management and controlling system. Thus, shareholders are required to play a more active role in supervising bank management performance. Finally, the kinds of standards that are proposed by IOs and private agents to assess bank’s prudential business activities do not only provide supervisors and bank managers’ worldwide with greater compatibility, but also influence a bank’s business activities in certain directions. The strength of knowledge – power nexus, is probably most visible in relation to the new standards and best practices in the issue area of bank supervision. 

The third characteristic change of bank supervision, conveyed by International Organizations, is a change in the status of the agency of bank supervision in the state administrative hierarchy. IOs now recommend to states to organize their bank supervisory activities outside the political field. This requirement of IOs is obviously in line with their view on the state’s role in the economy that sees it more as a source of a problem than a solution to certain shortcomings of the economy. Therefore, just like Central Banks in the 1980s (Maxfield 1998), now Bank supervisory agencies are held to function properly outside the playground of political forces, to be led by experts that strongly cooperate with private financial actors. Public scrutiny is viewed as potential source of corruption and misbehavior of actors. Bank supervisors are required to enjoy sufficient stature and independence from other official agencies in order to be able to exercise surveillance over supervised institutions solely in the interest of prudence. IOs hold that the “two most common government policy objectives that potentially conflict with prudential supervision are 1) to support objectives such as economic growth, social cohesion or regional development; or 2) to conceal the extent of balance sheet impairment of banks in order to postpone financial and/or industrial restructuring or to minimize estimated requirements of government resources necessary for such purposes.”

IOs commonly view that “Without adequate independence and authority, bank supervisors may acquiesce in overstatement of bank balance sheet quality in order to enable the authorities to postpone basic decisions. Banking supervisors are likely to hesitate to insist on high standards when their ability to require action is in doubt. In line with the objective of enlarging the capability of banking supervisors to act independently, the banking supervisory agency needs adequate staffing remuneration and training to accomplish its mission. The development of adequate capacity to engage in market-based supervision is a high priority in financial reform.”

There is, nevertheless, one important role the state is still asked to fulfill, namely to provide state supervisory agencies with sufficient funds to help restore troubled banks in times of financial crisis. 

Fourth, partly reacting to, partly enhancing the cross-sectoral business activities of financial institutions, international organizations in charge of the issue of bank supervision now, more and more, eagerly cooperate with other institutions that are responsible for the supervision of diverse financial activities. For instance, in 1996, under the auspices of the BCBS, the International Organization of Securities Commissions (IOSCO) and the International Association of Insurance Supervisors (IAIS) a Joint Forum was set up. At first it focused exclusively on matters relating to the supervision of financial conglomerates (structure, capital adequacy, etc.). Subsequently, it broadened its remit to the analysis of other matters of common interest to supervisors in the three segments of the financial industry (risk management, corporate governance, etc.). 

In summary, this section aimed at delineating those international level changes that were doomed to have an effect upon the institutional development and policy choices of the two Central and Eastern European states. I considered above various kinds of changes. The increasing number of IOs interested in bank supervision, and as a consequence the growing number of international standards, as well as pressure on the two states to organize bank supervision outside the political field. Together with technological innovation and cross-sectoral cooperation of IOs and private financial institutions represent changes in the structure of the international financial market. In the first step, I will look for the particular effect of these common structural changes.  

II. States on scales – Hungary and Slovenia

In the second part of the paper, I will compare these international developments in the case of the two selected countries: Hungary and Slovenia. I will consider all changes in separate sections and then assess their joint impact in the conclusion. 

I will first present the detailed story of the changing state role in banking and second I will assess the importance of those factors, which support or reject the three hypothetical assumptions set out in the introduction. Therefore, throughout the analysis, I will ask the following questions: In what form and to what extent has the state been internationalized (incorporation of global norms, rules and standards)? Have private institutions expanded their involvement in domains that were under the auspices the states? And finally, what is the source of legitimacy of the actions taken by the actors?
1. Connections to International Organizations: A shift in legitimacy? 

In assessing the relation of the two countries and the enhanced number of International Organizations active in the field of bank supervision, it is important to note first the many similarities in the two states’ connections to IOs. First, in the 1990s, neither of the countries was a member of the most influential International Organizations in the field of bank supervision, namely the BCBS or the EU. Both of them were only candidates for EU membership, which will be only realized in May 2004. Conversely, both of the states are members of the World Bank and the IMF, with a comparable share of voting rights, thus they had a comparable level of influence over the conduct of these two Bretton Woods institutions (4.82% of total vote).
 

The most important similarities in the influence of International Organizations on the two states’ supervisory conduct came from the European Union. As mentioned above, the EU’s Phare program was very important in both countries in relation to rethinking through state institutions as well as amending their legal regulation in order to incorporate the aquis communautaire. Later, since 1997, the EU’s twinning program has played a particularly important role in training bank supervisors and more generally central bankers in the two countries. 

An important influence of IOs came in the early learning process of the two states’ administration, in the form of the training of the personnel. This meant that every year different employees were sent to World Bank or organized through the World Bank to US Federal Reserve training courses. Additionally to IOs originated training, there have been regular meetings with Supervisory Agencies from the western European countries.
 

Finally, not only Western European countries, but also, the United States, in the framework of USAID, both countries have received experts that worked within the supervisory departments for a longer period of time. Thus the USAID, although not an International Organization, has been nevertheless active in disseminating norms and rules common to most International Organizations active in the issue area of bank supervision.
 

The similarities of the two countries’ relation to International Organizations however, stop at this important level. Hungary, since 1997, is a member of the OECD, whereas Slovenia has not even applied for membership. Also Hungary and Slovenia in the early 1990s were not exposed to the same level of influence of the Bretton Woods institutions in the field of bank supervision. Slovenia, until 1993, was not even a fully recognized member state of the international community of states. Whereas Hungary, since 1982, has not only been a member, but also an important debtor to these international organizations. As a result, both the IMF and the World Bank were deeply involved in the Hungarian economy’s restructuring: initially as an observer, later more directly via the conditionality assigned to new tranches of IMF loans.

In the case of Hungary, the World Bank had a project that aimed at helping the state to draft new Bank Laws and as a part of this establish an independent Bank Supervisory Agency
. Moreover, since the early 1990s, the World Bank has been active in organizing training for supervisors coming from Central and Eastern Europe.
 In the first big conceptual debate among Hungarian policy makers of the 1990s, on whether to open bank supervision within the Central Bank or under the auspices of the Ministry of Finance or independently the World Bank experts emphasized the importance and benefit of an independent institution. Yet, the establishment of the independent Supervisory Agency under the auspices of the Ministry of Finance was not a direct result of the World Bank’s project. The World Bank would have been satisfied with the introduction of a new law for the financial sector. But rather, as Csoor, a former head of the Supervisory Agency, draws our attention, it was a result of the will of the local politicians, experts and state administrators (Csoor 1998).

In the early 1990s, the World Bank project concentrated on the Ministry of Finance, the Bank Supervisory Agency and the National Bank. The project was managed by the Ministry of Finance that could very well use the World Bank as a legitimizing force in its negotiation position vis-à-vis the other two institutions. But this is true for all three institutions, that is all three of them were using the World Bank as a legitimizing force when they were in negotiations with other institutions. The World Bank, in any case, did not have a maximum program so it was flexible beyond its minimal one.
 

 Later in the mid-1990s, the World Bank in Hungary consistently supported the actual head of the Supervisory Agency to fight for an increased independence of the Agency from the Ministry of Finance. Rusznák, the head of the Agency at the time, sought for a change in the controlling state institutions of the Agency from the Government to the Parliament. Although never since realized, the World Bank was very supportive in relation to his aim (Bognar 2003)

In Slovenia, for the reasons mentioned above, the Slovene state did not have that many direct links to the World Bank and to the International Monetary Fund (Mrak 1996). In seeking advice, its supervisory department developed close links to the European Union’s member states’ supervisory departments and later to the European Central Bank. Especially with the Bundesbank the department had very fruitful cooperation, even though in Germany bank supervision has been institutionally differently organized than in Slovenia. Moreover, the supervisory department of the Bank of Slovenia had very close contact with the Austrian, French, and Italian Central Banks, which usually included technical assistance. Apart from these contacts, the Slovene supervisors were regularly invited to the Bank of England’s training session, which stopped later as the English institution introduced a considerably high fee.
 


With respect to the contact with the increasing number of International Organizations active in bank supervision, it can be observed that Hungary had far more and more profound links to these agencies than Slovenia, in the early 1990s. In the early 1990s, the activity of IOs in Hungary can be characterized as strong consultative, while in Slovenia they remained critical outside observers of the processes. In the second part of the 1990s, however, there has been an increasing similarity in the connection of the two states to IOs. This is the case because, on the one hand, the Bretton Woods institutions acted less actively in Hungary and thus their general influence on bank supervision paralleled in the two countries. On the other hand, there has been a shift in the balance of influence between the European Union and other IOs on the two states’ conduct in finance in general. In both candidate countries, the EU has developed closer links to the state administrations in the area of finance as other International Organizations did. However, the particular influence of the EU in the area of bank supervision still remained limited. This is because the EU has not developed common policies and strong institutions in the area of bank supervision. Therefore, in the second part of the 1990s, while it was observed that more and more IOs and, especially, the Bretton Woods institutions turned with interest in playing a more active role in the area of bank supervision, this role is less and less characterized by an activist stance. But rather the emphasis is put on disseminating best practices and standards of good behavior and this is the area where we now turn.  

2. Internalizing international standards

In the early 1990s, the introduction of the increasing number of international standards of bank supervision was not without difficulty in the two countries. However, although both countries have encountered trouble in introducing international prudential standards, reporting schemes and auditing practices that are compatible with a market economy, the two states found remarkably different solutions to deal with these tasks. There are three important issues to be discussed here. The first is connected to the introduction of the Basel Capital Accord requirements into the legal framework and actual practice of the two states, the second concerns the market economy compatible prudential business practice evaluating auditing and reporting schemes. And finally, the third issue is related to the involvement by the two states of private auditing and advising companies into evaluating the banking sectors’ prudential activities on the basis of their own standards. 

2.1 Basel Capital Accord 

The Basel Capital Accord as presented above is a standard, developed and released by the Basle Committee of Bank Supervision (BCBS) in 1988, which provided definitions of capital and defined in 8 per cent the Capital Adequacy Ratio
. 


In Hungary, since the dawn of transition until practically the important privatization of state owned banks in 1996, there was an enduring conflict of interest within the state’s different institutions concerning compliance with international standards. The conflict originated in the diverging interest of those state institutions that were responsible for assuring the stability of the banking sector via enforcing international prudential standards and those institutions that have been motivated to realize as high profit as possible from the banks. However, the international standards and in particular the Basel Capital Adequacy Ratio (CAR), were part of the legal system regulating banks activity since 1986
. Yet, the full compliance with the CAR’s requirement was fairly impossible for two major and complex reasons. On the one hand, it was impossible because of the murky and constantly changing state of affaires in banking. More precisely, because of (1) the sever indebtedness of the non-functioning industrial organizations to the banks,
 (2) the accounting systems of banks, which was not market economy compatible (and therefore could not show the high level of indebtedness of firms). And finally, (3) the cross ownership of banks and firms (that allowed banks and industry to hide losses from central state authorities). 

On the other hand, it would have been difficult for the supervisory agency to pressure banks to comply with the ratio as the state’s governing institutions and politicians were also not interested in meeting these standards. This was because, as the banks did not report their troubles to the state supervisory institutions, but stated huge profits on their activities, they represented the most important source of tax revenue to the state in the early 1990s. However, the picture is even more complicated if we take into account that the Hungarian state was seriously indebted in the early 1990s. It created another and maybe more basic conundrum for the state actors, that stemmed form the conflicting interests: Because of the huge debt burden, Hungary at the same time had to fulfill its debt obligation (for which the state needed revenue), as well as in order to keep creditworthiness to be able to take new loans in the future from the international markets, it was required to force banks to comply with the international standards, especially with the Capital Adequacy Ratio.

As Csoor, a former head of the Supervisory Agency, summed up in the early 1990s, the Basle Capital Adequacy Ratio represented the whole banking system’s neuralgic point and it led to continuous debates between the sector, the Supervisory Agency, and the IMF. “Supervisors were often blamed to jeopardize the fulfillment of the planned bank contributions to the annual revenue of budget” (Csoor 1998:5)

The way out of these (and later discussed) problems the Hungarian state found, materialized first in the subsequent waves of bank rehabilitation or consolidation and second in the privatization of banks to foreign direct investors. 


As we will see in the case of Slovenia, there have been other ways in which to handle the various problems of a badly functioning economy than the one pursued by Hungarian policy makers. In Slovenia, the state actors have found very different solutions to deal with the requirements of the Basle Capital Adequacy Ratio. First, as most of the banks in Slovenia did encounter severe difficulties in the early 1990s, the Bank of Slovenia, which was responsible for bank supervision, assigned to individual banks an interim period to comply with the CAR.
 Second, and most importantly the two largest banks of the Slovene banking sector (with an approximately 80 per cent market share) was nationalized and subsequently put under a rehabilitation scheme for 6 years in the mid-1990s (from 1992 to 1997). During this period of time these two banks operated under a special law and were not required to fully comply with the CAR (BS 2000). Bank rehabilitation in Slovenia was not as markedly connected to the privatization of banks as in Hungary. Rather it served the aim of helping out the Slovene now nationalized banks in finding their profitable way of operating. This, however, included rather special treatment of the two banks. 

Thus while in Hungary the majority of the banks had to comply with CAR since 1995, in Slovenia the largest banks were allowed to do business activities with greater risk until 1997. Finally, in relation to the Slovenian state’s supervisory conduct, it cannot be over emphasized that it was realized within an institutional set up that did not sharply recognize the distinction between the private and public spheres in the economy.


Coming back to the point discussed above that standards are not only about prudential regulation and smoothened global competition but also about prioritizing certain solutions as compared to others (knowledge-power nexus), it is possible to argue the following. Prudential standards and the speed of their introduction are inseparable from how one thinks about the privatization of banks more broadly and their relationship to firms. Strict prudential standards if introduced rapidly in a system, which had previously not had such standards, and where firms were heavily indebted and in transition crisis, concretely means forcing firms massively to go bankrupt or privatize (Abel and Szakadat 1998).

The decision of the Hungarian state actors to quickly privatize 60% of the banking sector in 1995 was connected to one particular understanding of the functioning of the economy that not only discredited the state as proper owner of banks, but also trusted private international actors to fulfill the international standards more than local owners (private or public).


Conversely, in Slovenia the extreme prolongation of the privatization of the two largest banks and connectedly the slow and internally focused privatization of other sectors of the economy are processes that are necessarily embedded into the ways in which the state actors have understood the functioning of market economy and considered the importance for the role of the state in it. 

In sum, in relation to the internationalization of the state we can conclude that it is not an immediate process and takes quite a bit of time. Its shape and form depends not only on the number of connections to International Organizations but more importantly to the historical past of a state as well as domestic political struggles, which involve various agents. Lastly, the internalization of global norms banking by a Central and Eastern European state occurs through the social construction process of market economy.
2.2. Auditing and reporting


The second issue in relation to the application of international standards concerns the internal development of auditing and reporting standards in the two countries. Under socialism, although the banks and industrial organizations exercised auditing and reporting tasks, these reporting schemes were informed by the need of the fulfillment of the plans these economies were dependent on. Therefore, with the transition to market economy, where business organizations are expected to function according to profit motives and not out of fear from not fulfilling the plan, banks require dramatically different reporting schemes. The starting points of the two countries in this respect in the early 1990s, were somewhat different. While Hungary had to face the task of completely reformulating its reporting and auditing schemes, Slovenia, which had operated in the more liberal socialist market economy of the former Yugoslavia already had in place reporting and auditing measures that were more compatible with the requirements of a capitalist market economy (Borak 2002). The difference stemmed partly from the socialist past of the two countries. The socialist economy of Hungary operated under a much more centralized planning scheme than the Yugoslav, which was not only less centralized but was also more open to various political and economic contacts to non-socialist countries. Although the degree of openness of the two countries were rather similar in general, with regard to bank auditing and supervising techniques there was present a rather marked difference. 

In Slovenia at the time of independence as a result of the market oriented reforms of the late 1980s in Yugoslavia a number of new laws were introduced to ensure prudential regulation and to impose constraints on the level of risk assumed by a bank. Included in these measures were limits on a bank’s exposure (both to a single client and in terms of the amount of an individual loan), capital ratios, enforcement process, requirement of banking licenses, and limits on trading with insiders. (Borak and Lavrac 2002: 105)

In Hungary, in relation to auditing banks and updating their reporting systems, the first steps were made in the late 1980s. Then, a few international standards were introduced into bank reporting and auditing in the area of on-site and off-site supervision. The introduction of the No. 106 Ministerial Council Decree gave a new basis for data reporting system in 1988. It also served later for the basis of IT based reporting and monitoring, which was introduced in banks and in the Supervisory Agency in the early 1990s. However, this reporting system still allowed banks and enterprises to hide losses, thus, when Katalin Botos became the head of the Supervisory Agency in 1992, her most severe problem was how to figure out the real situation of the banking system (Bognar 2003:103). It was not until the introduction of the above-mentioned World Bank project, that she finally got a more or less reliable insight into the banks’ liquidity and solvency situation. It was then clear that the potential losses were far higher than the banks’ capital (not to mention meeting the 8% requirement of the Basle Capital Accord), which, in any, case was not invested into overly liquid assets.
 Later in the 1990s, the data reporting and auditing schemes have been incorporated into a Law
 and they are amended yearly should there be changes in the internationally spread norms and standards. 


In relation to the on-site examination, it was again the No. 106 Decree, which gave the right to the Supervisory Agency to conduct on-site examinations. However, it was mainly the Central Bank that carried out this task.
 Nevertheless, the Agency also tried to develop capacities in this field of bank supervision and it was working on a handbook for on-site supervisors from the early 1990s.
 The on-site supervisory capacities of the Agency, however, were not developed until the president of the Central Bank in 1995, laid off the whole department of supervisors from the Central Bank, and with this move cut off the task of on-site supervision and delegated it, as well as its experts, to the Supervisory Agency (Bognar 2003).
 In the mid-1990s, the Supervisory Agency worked out a handbook with the help of a few USAID experts for on-site examinations.


Regarding off-site supervision, namely analyzing long-term numerical data coming from banks, the supervisory task in Hungary has been performed by two institutions: the Supervisory Agency and the Central Bank. Off-site examination in the Supervisory Agency
 was the task of its analytical department. It was one of the two major departments of the Agency.
 When thinking through what kind of international standards to incorporate into the Hungarian bank supervisory practice, the personnel of the analytical department preferred those ones that were mainly numerically based (e.g. CAMEL
). According to Csoor, a former head of the Agency, this was the case as the CAMEL system was rather similar to the former numerical qualities of the socialist plan. Thus, the personnel that was well trained to handle large data sets was more favorable to a familiar, numerical system.
 

The incorporation of international standards into off-site supervision in the case of the Central Bank was more self-evident. Although until 1997 (a new Central Bank Act), the Central Bank legally was not responsible for the stability of the banking sector, it did, of course, have had an eye on the prudential business conduct of the banks. This was achieved through the data analyzing practice of the Bank Department of the Central Bank and the publication of its results. In the Central Bank, economists followed all the relevant international trends of the 1990s and developed their own analytical toolkits in reflecting to the international changes.
 In addition to this, when the IMF analyzed the prudential performance of the Hungarian banking sector, the personnel of the Department closely followed their methods and tools and later practiced them on their own confidential data sets.
 


In relation to the increasing role of numerical international standards in the Hungarian State supervisory practices, it is important to note that their use has largely depended upon the supervisory concepts of the actual head of the Supervisory Agency. For instance, Rusznák (head of Supervisory Agency, 1995-1997) based good quality bank supervision on the analysis of objective data that allows for making sound projections for the future. In contrast, Csoor and also Botos (heads between 1991-1994) thought that good quality bank supervision can be only achieved through a detailed analysis of the banks’ complex operation (Bognar 2003). 


In Slovenia, there was no comparable urge for the introduction of very new reporting and auditing schemes as the system inherited from Yugoslavia fulfilled the need present in the early transition years. “Bank supervision in Yugoslavia was responsible to ensure compliance of banks with the monetary, credit and foreign exchange policies decided upon by the Yugoslav government and implemented by the Yugoslav National Bank. This task was supplemented by the activity of the social Accounting Service, which audited banks for the purpose of preparing financial statements” (Borak and Lavrac 2002:105). However, on-site and off-site supervision had to be created anew in the then recently established Bank of Slovenia. The banking supervisory department was established on the 1st of July 1992. Thus, the department was created later than the independent Slovene central bank. Nevertheless, its personnel, who were recruited from other departments of the Central Bank and from other state institutions, were familiar with the old-Yugoslav reporting schemes. In the early 1990s, the Bank of Slovenia opted for keeping (with some modification) this in force until today. The CAMEL system for instance, that is widely used internationally, was introduced only later in the Slovenian market. “Bank supervision is largely based on a schedule of regular full scope examinations for each bank to be scrutinized at least once every two years irrespective from the fact that each bank reports in the statutory manner to the Bank of Slovenia, based on the CAMEL system.” (Borak and Lavrac 2002) 

The old Yugoslav reporting scheme, of course, prioritized certain banking activities as opposed to others. As the head of the Bank Supervisory department described: “We still today use the principles from Yugoslavia. The kind of data is more or less still the same. Of course there is increase in quantity but the basic reporting system is still the same.”
 In relation to newly established foreign owned banks, the Supervisory department did not encounter major difficulties as according to the head of the Supervisory Department: “We have an indexation, foreigners cannot understand, so local people had to do the accounting. The foreigners did not understand the reporting.”
 This also indicates that the Bank of Slovenia was very successful in getting its own solutions accepted by its international private and public partners. 


In relation to on-site and off-site examinations the Slovene supervisors just like their Hungarian counterparts, also had to go through a very intensive learning process. In this, the USAID was just as helpful in training bank supervisors and supporting them to formulate an on-site examination handbook as in Hungary. 


Overall, the internalization of international standards and forms of bank reporting and auditing came with substantial delay in the two countries. The institutional location of bank supervision has also had an impact on its performance.  

2.3 The involvement of private firms in evaluating banks according to international standards

The involvement of private firms in the application and assessment of local practices with their internationally developed benchmarks occurred more often in Hungary than in Slovenia. In both countries, international auditing companies have been quick to establish reputations and thus gain a considerable share in the market of bank auditing. As both states’ legislation, in line with international practice, prescribe that banks audit their balance sheets at least once a year by an independent auditor, these companies (Big Six, Big Five, now Big Four
) have practically covered the whole market in both countries.

In the early 1990s in Hungary, as the Supervisory Agency was small (in personnel), sometimes one of the Big Six auditing companies were entrusted to carry out on-site supervisions on behalf of the Agency. Furthermore, as mentioned above, because the Hungarian policy makers lacked reliable auditing and reporting schemes that can be used to evaluate the prudential conduct of banks, Hungarian supervisors in the early 1990s, often contracted private auditor firms (international as well as Hungarian e.g. Bankárképző) to use their own internally developed, but internationally applied auditing schemes.

In Slovenia, this was less often the case. Although the government did contact personnel from the Big Six for advice on certain matters, the Slovene government and central bank rather got in touch with individual experts as opposed to companies. Besides, the Slovenian state administration had greater experience in on-site examination than its Hungarian counterpart and, thus, needed less advice on these matters. Not to forget also, that Hungary was indebted and as such closely examined by International Organizations that all influenced the state policy makers to use international audit and advising companies. This big business of the audit companies shrunk in the later 1990s, as the transition economies’ state administration more and learned into the role of the state under capitalist circumstances. 

Nevertheless, private firms are contracted today for a different reason, namely to bear responsibility for the proposed solutions in front of the government as opposed to the state administrator, to whom the task was delegated. Therefore, I found cases when law drafting was contracted out from the Supervisory Agency to a private firm, which, of course, bears interesting legitimacy consequences. 

To sum up, in this section, I have considered three issue areas within the general theme of the introduction of international standards of bank supervision in Hungary and Slovenia. I considered the ways in which the two countries related to the Basel Capital Accord, the different institutional solutions they developed for the conduct of auditing and reporting and finally the ways in which private firms were involved in the two countries to apply international standards (private and public) to evaluate banks’ business activities. In doing so, this section not only drew attention to the fact that although there are a growing number of international standards, states relate differently to their requirements. But it also tried to show how the historically differently developed institutional set up of the two countries accommodated these international standards. In this respect, it emphasized the quicker and more rapid abiding of liberal standards by the Hungarian state, and the slower and reluctant accommodation of these standards by the Slovenian state. 

International standards, however important they are, are but one important way in which International Organizations and other actors operating on the international level try to influence small states’ conduct of bank supervision. A similar way is to formulate recommendations more broadly and less strictly as for “the best way” in which to organize supervisory institutions. The next section will consider this issue. 

3. The diverging ways of organizing bank supervision: inside/outside the political field - what is legitimate basis? 

In this section, I will investigate how the two states have reacted to two major tenets of the IOs’ recommendations: To provide a high level of stature and degree of independence to bank supervisors from other government agencies and provide the supervisory institutions with high quality of staffing, remuneration and training in order to accomplish their missions. In the next step, I will also consider the relation between the supervisory institutions and other state agencies in order to show more subtly the degree of their independence from politics. In the last section, I will turn again to the question of the source of legitimacy of the political decisions.  

3.1 Formal institutional independence of the supervisory tasks

In discussing the first issue, in order to better grasp the essence of the requirements of first recommendation, that is institutional independence, I will focus on three issues: (1) the legal status of the head of the agency compared to the actual changes in the position, (2) the toolkit of the agency to fulfill its mission: whether or not it has a decree issuing power and sanctioning power. And finally, (3) the status of its financial independence from the government. 

According to these criteria, from a first glance the Hungarian banking supervisors seem to be far less independent than their Slovenian counterparts. The picture is, however, not that clear. In Slovenia banking supervision remained within the frame of the Central Bank, thus it enjoyed all the high level of formal independence as the Central Bank’s other policies did. However, this independence of the Central Bank in Slovenia is in need of qualification given the all-too cooperative nature of the Slovenian public and private institutions. In the following, I will investigate the legal status of bank supervisors as of the late 1990s, early 2000s.

In Hungary, as mentioned above, bank supervision is exercised jointly by the Supervisory Agency and the Hungarian National Bank. The head of the Supervisory Agency in Hungary is appointed by the Prime Minister upon the joint recommendation of the Minister of Finance and the President of the National Bank of Hungary. The head of the National Bank is appointed by the President upon the recommendation of the Prime Minister. The tenure is four years for the head of the Supervisory Agency and six for the President of the National Bank. The head of the supervisory authority in Hungary can be removed by the Prime Minister, while the head of the National Bank cannot be legally removed except for a very limited number of reasons. The Supervisory Agency is accountable to the Ministry of Finance, while the National Bank of Hungary is accountable to Parliament. 

In contrast to this state of affairs, in Slovenia the same regulations apply to the bank supervisors as for other Central Bank employees as banking supervision is organized as one of the departments of the Bank of Slovenia. The Governor of the Bank of Slovenia is appointed by the President of the Republic and he/she is accountable to the Slovene Parliament. The Governor can be removed from the position only in a very limited number of cases. Within the Bank of Slovenia, the deputy governor of the Bank is responsible for bank supervision, who is also the head of the bank supervision department.
 It is, however, not the head of the bank supervision department, who makes far-reaching decisions individually but rather the governing board of the Bank of Slovenia is the decision making body in the bank.
 

Against this remarkable difference in the legal independence of supervisors in the two countries it is also interesting to see the actual changes in the leading positions. In the 1990s, in Hungary, there were numerous leaders to the various Supervisory Agencies (6 between 1990-2000) which conducted bank supervision, while in Slovenia until today there has been 2 subsequent Governors of the Central Bank and only 1 deputy governor in place for the whole examined period who has been responsible for bank supervision: Mr Samo Nucic. 


Concerning the toolkit of supervisors, the main difference between the Hungarian and Slovenian supervisory toolkit is that the Hungarian supervisors had a decree issuing power only until 1997, while the Slovenian central bank enjoys this right even today. In the following, I will consider the decree issuing power of the two institutions and their sanctioning rights. 

First, throughout the 1990s, as in Hungary the Supervision Agency lacked legal instruments to exercise power over the all-too powerful bank presidents, the subsequent heads of the Agency tried to organize informal talks in order to draw the attention of the bank leaders to the potential danger in the operation of their banks. It was Rusznkák who formally introduced the institution of prudential talks: this was a talk between bankers, representatives of the National Bank of Hungary and the Agency. The informal talks were, however, in practice for long in the Agency (Bognar 2003). 

In Slovenia there was one important change in relation to the decrees or sub-laws issued by the Bank of Slovenia, namely that since 2002, the Governor of the Bank of Slovenia is not allowed any more to issue a decree, but, the Governing Board has to be involved in such a decision.
 However, the more important measures were always discussed in the Board. 

Second, in relation to sanctioning, although more difficult to assess both its use to achieve financial stability as well as its various forms, it seems from the interviews with bankers that again the Slovenian Central Bank was held to be very strict throughout the decade, while the Hungarian Supervisory Agency was reported to become stricter and more efficient in law enforcing in the second part of the 1990s. Finally, in relation to budgetary independence, the Hungarian Supervisory Agency since the No. 106 Minister Council Order of the late 1980s enjoys budgetary independence from the government. Its financial basis comes from the banks annual contribution to its functioning. However, legally the Agency functioned on separate budget from the state administration, it did not always receive all the funds the banks paid into its budget. The government on its own discretion fairly unlawfully curbed the budget of the Agency. The Agency did not talk about this restriction they experienced from the government (Bognar 2003: 238). The Slovenian Central Bank receives its budget from the state budget and reports on its use to the Parliament.
 

Moving further in studying the international organizations’ recommendations concerning the independence of bank supervision, the second factor International Organizations held important is the qualities of staffing, remuneration and training supervisors, I found the following in Hungary and Slovenia:

In the 1990s, in Hungary the Supervisory Agency for long had very little personnel, that was little educated and badly paid. In Slovenia, the employees of the Bank of Slovenia had considerably higher level of training and comparably good salaries. 

In more detail, in Hungary, in 1988 there were only 6 people at the Ministry of Finance supervisory department to supervise the whole banking sector. The head of the department of the time, Dr Karoly Radnotzi, explained that it was very difficult to get through the Ministry that the department needed more personnel and a sizable budget (Bognar 2003: 19). After the formation of the Bank Supervisory Agency in the Ministry of Finance in 1991, the personnel of the Agency was not newly recruited, moreover the staff kept the status of state administrator. Being a state administrator of the time meant, to be severely underpaid compared to the banking sector employees, which further caused high fluctuations. Moreover, only one third of the whole staff spoke a foreign language and the average age was around 40-50. In the mid-1990s, when Rusznák became the head of the Agency, he observed an extreme turnover of employees. He tried to fight against it and introduced a study contract scheme and an obligatory benefit system that helped to decrease the distance between the salaries in the banking sector and in the Agency (Bognar 2003: 185). 

When Tarafás came to the Agency in 1997, he still found that the quality of the personnel was “rather painful” (Bognar 2003: 224). The majority of the staff had not worked for the Agency for a year, many of them had no formal positions but were contracted to the Agency on a fixed-term basis, and the level of salaries was very low. At that time, in 1997, already 150 people worked for the Agency however, there were only a few better-educated people. Tarafás (enjoying the political support of the government) managed to quickly change the situation, since 1997 the salary in the agency got higher (Bognar 2003: 227). All in all, the supervisors in Hungary did not at all enjoyed the high level of status that IOs have required. 

In Slovenia, in the Bank of Slovenia the supervisors as mentioned above have enjoyed an incomparably better status than the Hungarian ones. Although not as dramatically as in Hungary, the number of supervisors has increased in Slovenia as well throughout the decade from 17 people of the early 1990s to 54 of today. To illustrate the current situation in the box bellow, I list the findings of a recent World Bank study of bank supervision (World Bank 2001).
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In relation to the Slovenian situation of supervisors, there is one important thing to emphasize: (Slovenia Co.) The Slovenian state as an Owner is far more involved in the banking sector than the Hungarian one today. As in Slovenia the two largest banks have been in state hand and their share in the market has only been shrinking from over 90% to 45%, the Bank of Slovenia has a very different relation to the banking sector than the Hungarian National Bank. Not that it legally enjoyed a different level of independence as compared to the Hungarian Central Bank, but it practically functioned in a way to assure the state banks profitable and smooth operation in the banking market. This special role of the Bank of Slovenia is rather clear from the analysis of its monetary policy, its particularity in relation to its supervisory role is far more difficult to assess. Moreover, the governing board of the Bank of Slovenia consists of people that are not only politically allied to certain parties, but also extremely influential economist experts who often influenced the governments economic strategies. (e.g. Joze Mencinger, Ivan Ribnikar) It might be also interesting to mention that when the Governor of the Bank of Slovenia (France Arhar), who fulfilled the position for more than 12 years, resigned he immediately became a presidential candidate in the then current elections. Later he became a CO of the Ljubljana based office of Bank Austria Creditanstalt. 

3.2 Supervisory institutions and their relation to other state institutions 

The second issue here to be discussed, namely the relation between the Agency and other state institutions, is a rather complex one. The aim of discussing this issue is to assess the influence of other state institutions on the supervisory task and thus to assess the degree of independence of the agency/department from politics more clearly. I start out by  discussing the Hungarian case and then turn to Slovenia. 

In Hungary, as it now becomes clear, the Supervisory Agency was a particularly weak institution among the other governmental agencies. In the field of finance there have been two other institutions, The Ministry of Finance and the National Bank of Hungary. Although at times in the early 1990s, the Agency was less independent in its decisions than a department within the Ministry, this situation had gradually changed. By the late 1990s, the Agency after the subsequent mergers, became, if not strong, at least a politically important state organ. While in the early 1990s, it happened that for 8 months the Agency had no appointed head, in 2002 the president of the Agency (who was appointed by a former government) after the step into power of a new government, was a central figure in the politically heated debates.   

The relation between the banks and the Agency has changed also remarkably in the 1990s. While in the early 1990s, in the hierarchical order of decision making, above the Agency functioned the so-called Council of Bank Supervision, this Council was abolished in the later parts of the 1990s. In the early 1990s, the Council of Bank Supervision comprised of the delegates of all the important players of the Hungarian banking sector: The Ministry of Finance, National Bank of Hungary, the Bankers’ Association, the Savings and Loan Undertakings’ Association, and the Agency. In the times of bank scandals of the early 1990s, the Council of Bank Supervision made the most important decisions. However, in this rather unclear hierarchy the responsibility for the decisions rested with the Agency. A particularly important difficulty, the Agency had to fight with was the extreme slowness of the state apparatus. It happened at times to Rusznák (head 1995-1997), that he did not get back any answer for the official letters he wrote to Ministers. 

In the early 1990s, it was also not clear what the lines of authority were between the Ministry of Finance and the department of bank supervision. The Ministry often behaved as if the department (later Agency) would be only a part of its own greater bureaucratic organization. 

The Agency’s relation to the National Bank of Hungary was also rather ambivalent. On many forums the NBH announced that it is more competent to deal with the banking system than the Agency. Also the central bank did act sometimes in relation to the banks without coordinating with the Agency. Moreover, there were marked differences in the way in which the two institutions looked at the banking sector. According to Csoor (former head of the Agency) the various presidents of the National Bank send the message towards the banks, that the fittest will survive and that the Hungarian financial market is a laissez faire market.
 Contrary to this liberal attitude, the Agency was much more protective and willing to help more the banks to live up for the requirements of the market and most importantly to get time to learn the rules of the game.

There is another important state institution with which the agency had some contact, namely the Hungarian police forces. However, the cooperation between these two institutions was far from ideal, especially in the early 1990s. A good example to illustrate the lack of cooperation between these agencies is the case when in the 14th of November 1994, the Policy forces imprisoned the president of the AgroBank, without any previous consultation with the Agency (Bognar 2003: 175). 

All in all, each leader of the Agency fought for more independence from state bureaucracy. As Rusznak recalled: “I wanted that the agency was not supervised by the Ministry of Finance or the government. I could have imagined that the institute be supervised by the Parliament. The World Bank was very supportive in relation to this aim of mine…. The fact that the Agency was under the control of the Ministry of Finance was a very bad solution, as in the operation of the two institutions, the conflicting goals of fiscal policy and bank supervision become immediately evident” (Bognar 2003: 187). Typical for the status of the Agency, this aim of Rusznak was received by not a bit skeptics: “It seems you want to place the Agency under the control of the United Nations” (Bognar 2003: 198) 

In Slovenia, there seems to be a much more harmonious collaboration among the various state institutions. As bank supervision is located within the Central Bank it is really hard, in fact impossible to assess its independent relations to other state organs. There are two things though that can be assessed, one is the independence of the Central Bank from other state institutions and the other is the relative independence/importance of the Bank Supervisory department within the hierarchy of the Central Bank.  

The Independence of the Slovene Central Bank was assessed by Sandra Dvorsky in a detailed study of CB independence of five countries of the region: She found that the Slovene central bank enjoys a relatively lower degree of independence than other Central and Eastern European cases, except for Slovakia. As is shown in Chart 1.

  Source: http://www.bof.fi/bofit/fin/6dp/abs/pdf/dp1300.pdf
Two things might be emphasized; one concerns the importance of the low turnover of central Bank Governors for high independence in the investigated period. On this measure Slovenia scores high because there was only one person fulfilling this position from 25 June 1991 until August 2000 (with a reelection for 6 years in 1995): France Arhar. However, as she discusses it in the Annex to her paper: “ In the weak of the government crisis early this year rumor spread that he was offered a position in the newly founded conservative party, meanwhile Governor Arhar repeatedly reaffirmed his intention to remain central bank governor until the end of his second term.” 

That is Arhar, while he stayed in power as the Governor of central bank, he was not a politically unbiased figure. It becomes even clearer if we see that later in 2001, Arhar changed his point of view to politics and he accepted to be a candidate of a joint coalition of two conservative parties as Prime Minister (SBW No.41/2000). A year later Arhar decided to become a candidate for the President of the Republic of Slovenia (SBW No.23/2002). And finally, as mentioned above he ended up in a CEO position of an Austrian bank, based in Ljubljana, BACA. In sum, the story suggests, that Arhar, while a Governor of the independent Central Bank, developed important ties with political actors. 


  The position of the supervisory department in the bank in relation to other departments is very difficult to assess from the outside. It seems clear that the issues regarding bank supervision dominated the agenda of the Central Bank Governing Board meetings.
 Also as mentioned above the major decisions regarding bank supervision were made at the level of the Governing Board. The independence of the Governing Board members from political circles is hard to see. One of the former member Joze Mencinger, was also a Minister of the Economy n the early 1990s, Andrej Rant was a key figure in the EU negotiations, Ivan Ribnikar, professor at the University of Ljubljana, also seemed to be an important public figure. 

So far the second part of the paper has discussed in relation to Hungary and Slovenia (1) the connections of the two states to the various international organizations, (2) the ways in which standards of bank supervision have been introduced in the two countries, and (3) finally this last section was concerned with the materialization of one important recommendation the of International Organizations, namely to increase independence of bank supervisory authorities. The findings of these sections can be summarized in the following way.  


Regardless of the nature of the contacts to International Organizations, by the late 1990s, both states introduced into practice the most important international standards of bank supervision. However, their application was met with difficulty in both cases. The Hungarian way out of the problem was the quick sell of the majority of the banks, while the Slovenian solution was a firmer control of the largest banks (nationalization). The intricacy with complying with the recommendation of the IOs to organize bank supervision outside the political field also prevailed. The materialization of global norms in local institutions generated conflicts in both cases. The internationally solicited norm of independent bank supervision has only partially been realized in Hungary in the frame of an independent supervisory agency and a rather independent central bank. In Slovenia, although formally bank supervision enjoys a higher degree of independence from politics as its Hungarian counterpart, its politic independent operation is somewhat shadowed by the fact that the banks it is supposed to supervise are in majority state hands.   


In order to better understand the ways in which international norms and rules has become visible in the two countries, I suggest considering a further important shaping dynamic of states’ decision with regards to the institutional organization of bank supervision. That is the riddle of deciding between separated or integrated supervisory bodies of the various sectors of finance.    

4. Cross-sectoral financial supervision – Merged or separated?  

Stepping further in the discussion of the changing role of the state in bank supervision, in this section I will consider International Organizations’ recommendations together with other pressuring factors that influenced the changes in Hungary and Slovenia. Most importantly, I will consider here the radical changes in the segmentation of financial markets brought about by globalization. In the 1990s, there was an enhanced cross-sectoral operation of financial actors and financial conglomerates emerged. As a result it is today increasingly difficult to see which actors take, what risk, at what time and location. These changes in the structural organization of financial market activities had numerous repercussions on individual states’ supervisory conduct. 

In this section I would like to handle two issues concerning cross-sectoral supervision: The actual changes in the institutional structure of financial supervision and the changes in the actual integration of supervisory practices in Hungary and Slovenia. In the case of Hungary, the issue of merging bank supervisory state bodies together with other state institutions came remarkably early in 1992 and finally was fully realized in 1999. Whereas in Slovenia today, the bank supervision functions within the frame of the Central Bank and other segments of the financial market (stock exchange, insurance, and pension funds) are supervised by separate state agencies.

In Hungary, already in 1992 Katalin Botos, then head of the Agency, prepared a proposal on the merger of the supervisory agencies of the different financial markets segments: the banking, insurance and securities. This decision, however, was not taken until 1997 following a heated debate between politicians, central bank experts and presidents of the Agency. The head of the Agency, Rusznák, who so weakening his position, was of course of the opinion that there was no professional reason behind merging the institutions. However, as is becoming clear from this analysis, the Supervisory Agency was rather weak in the Hungarian matrix of state institutions and it could not in this case as in many other instances get its own views through. One of the reasons why Rusznák was against merging the institutions was that he thought a bigger institution would be more interesting for politics. 

Tarafás, the newly appointed head in 1997, in the time of the merging of the bank supervisory and the securities market supervising agencies, felt that the employee of the two agencies lived it as if power had been exercised over them. Therefore, Tarafás, although a head of a merged Agency, did not start any integration in the actual functioning of the agencies, only the service departments were merged. Nevertheless, he facilitated joint on-site supervisions, where the supervisors were going from both departments. 


A year later, the preparation has started for merging the insurance sector supervisory body into the Bank and Securities market supervisory institutions. However, this was realized under Dr István Szalkai (head March 1999 – March 2000) because Tarafás had to leave the Agency connected to the scandal of the Posta Bank (the second largest whole sale bank of the market) and for the change in political power in 1998. The merged Agency that now included the insurance and pension fund’s supervisory departments, started its work on the 1st of April 2000. In 1999, the fist two integrated institutions the Bank Supervisory Agency and the Securities Market Supervisory Agency were almost without any coordination (Bognar 2003: 238). The first major institutional changed occurred under Szalkai, who developed a Matrix type
 organizational form for the Agency. Later Szász (head from 2000 – today) revised the Agency matrix organization and applied for and achieved the ISO 9001 certificate in 2002. This is however not to indicate that the within the Agency now there is a full integration of the supervisors working on different market segments on the contrary there is still remarkable separation and antagonism between the departments.  


In Slovenia, merging state supervisory agencies has not been an issue until recently. When asked the head of the Supervisory department of the Bank of Slovenia, Nucic, stated that “Merging institutions is a kind of a fashion, and it is always a political decision.” Further he assured that the Department has very close cooperation with other supervisory agencies. The various agencies have signed a memorandum of understandings in which they specified the particular forms of cooperation. “We meet on regular basis, we communicate”


Finally, the prerequisite of merged supervision would be frequent reporting of banks on a consolidated bases, that gives a picture of the banks activities at one on many different segments of the financial market. Although banks are required to report in consolidated basis once or twice a year, a frequent reporting system (that would allow effective supervision on a daily or weekly basis) is missing in both countries. 


Summing up this section, the first thing to note is that, although I started out with a mark on the changes in the structure of the global financial market, it turned out to be very hard to find the exact links of this structural change to the institutional developments in the two states. This may be the case, because empirically it is very difficult to trace the kinds of informal influence bank managers and owners may exercise on state actors. But it also might be the case that keeping the supervisory bodies independent or merged is so far not that tightly linked to economic developments as to political consideration. 

III. Conclusion

The aim of this paper was to assess the transition process in the framework of global changes in the two countries of Central and Eastern Europe. In this social construction process a special emphasis has been put upon the role of International Organizations in framing the political course of events and actions taken by local actors. 

In the introduction the paper set out three hypothetical assumptions to study – at the meta-level – while analyzing the process of internalization of global norms in the state throughout the transition process. These three assumptions concerned the increased trans-nationalization of state institutions, the greater involvement of private actors in to the development and execution of the state’s role. And finally, the paper formulated an assumption about the changing source of legitimacy of state actions. 


Here in the conclusion, I would like, thus, to assess the validity of these assumptions as well as to draw out the major characteristics of changes in the two countries. I will start with the second step and then come back to the assumptions. 

In pulling out the major characteristics of bank supervision in Slovenia and in Hungary, I found the following four more general points, which can be plausibly assessed on the basis of the many details the paper presented. 

In Slovenia, probably the most important characteristic of the process of transformation of the state role as bank supervisor in Slovenia is that the actors involved placed a very important role on the prevalence of historical solutions inherited from Yugoslavia. History of market socialism was seen as a viable form of the market and transformation of the economy was only seen as needed in the importance of the individual entrepreneurial spirit. Second, there are many institutional solutions that can traced back to this general view of transition from the socialist market economy to the capitalist one. A first issue concerns sustaining the banking supervisory department in the framework of the Central Bank, a second is the preserving of the auditing and reporting schemes used in former-Yugoslavia. 

 
Third, and connectedly to the first point, in Slovenia the Central Banks’ view on the transition to market economy was dominated by a gradualist path to market economy and thus allowed the banks to learn how to work under the new conditions. The fact that the Slovenian policy makers did not disentangle many of the barriers of entries to the financial market as well as that they were reluctant to privatize, epitomize the view on a more state dominated less open market that they aimed to build up. Fourth, the authority lines in between politics, state institutions of bank supervision and state owned banks are not all too clear cut. The Governing Board of the Central Bank comprised of actors that were also politically motivated at one point in the 1990s. The Governor of the Central Bank, himself, after the completion of two terms was a candidate for the President of the Republic of Slovenia. Also throughout the 1990s, the two largest banks (Nova Ljubljanska Bank and Kreditna Banka Maribor) were in state hands. The conflicting aims of the various state institutions and functions: the Central Bank’s monetary policy aim (stable currency), the state’s fiscal policy aim (high budget revenue) and the bank supervisors’ aim (prudential bank management) were played out in a rather narrow circle of actors. 

In Hungary, there has been a strong politically and economically motivated aim of the state actors to cut as many lines and in as many ways with the past as possible, thus allowing for a greater scope of the emergence of a liberal, private actors dominated market economy. While this view was not that of all actors, it can still be safely spelled out as the most dominant one. In line with this relation to the past of the most powerful actors, the former institutions of bank supervising and auditing were amended various times and in various ways. Bank supervision was organized outside the Central Bank and the various supervisory bodies by the end of the 1990s. Furthermore and connectedly, bank auditing and reporting schemes were amneded various times. In the uncertanity of the early 1990s, private audting companies were hired to execute this task. 


Third, in Hungary the dominant view on the transition to market economy was defined within the circles of the Central Bank and economist experts. They stood for a liberal, laissez faire principle, that held that in the long-run the fittest would survive. The Supervisory Agency put an emphasis on the learning process of how to become a player in the market economy at times. Yet, as the Agency has been under the control of the Ministry of Finance its views on the nature of the market could not be openly implemented without the admitting decision of the Ministry of Finance and the Central Bank. Conclusively, the lines of authority although clearer than in Slovenia, in the course of debating the role of the state as supervisor, the weakest institution was the Banking Supervisory Agency. Moreover, it seems that there has been little coordination among the various state institutions, the Hungarian banking sector can be more characterized as a playground for power. One type of actors that was missing from the authority lines of the Slovenian case is the private which is present and active in the Hungarian financial market supervision. Nevertheless, observing less deep formal cooperation among the state institutions and actors in Hungary does not mean that it was not present in the informal background. The bank scandal of Posta Bank in 1998, is a case of the various murky links between politics, banking and the wider terrain of economy. 

Finally, turning back to the hypothetical assumptions stated in the introduction we may conclude in the following way. 

 Regarding the question about the forms and extent the state has been internationalized (incorporation of global norms, rules and standards), I considered three issues in the paper. The first is being the connection of the two states to the increasing number of IOs active in finance. In respect of the contact with the increasing number of International Organizations active in bank supervision, it can be observed that Hungary had far more and more profound links to these agencies than Slovenia, in the early 1990s. In the early 1990s, the activity of IOs in Hungary can be characterized as strong consultative, while in Slovenia they remained critical outside observers of the processes. In the second part of the 1990s, however, there has been an increasing similarity in the connection of the two states to IOs. This is the case because, on the one hand, the Bretton Woods institutions acted less actively in Hungary and thus their general influence on bank supervision paralleled in the two countries. On the other hand, there has been a shift in the balance of influence between the European Union and other IOs on the two states’ conduct in finance in general. In both candidate countries, the EU has developed closer links to the state administrations in the area of finance as other International Organizations did. However, the particular influence of the EU in the area of bank supervision still remained limited. This is because the EU has not developed common policies and strong institutions in the area of bank supervision. Therefore, in the second part of the 1990s, while it was observed that more and more IOs and especially the Bretton Woods institutions turn with an interest in playing more active role to the area of bank supervision, this role is less and less characterized by an activist stance. 

Second, regardless of the nature of the contacts to International Organizations, by the late 1990s, both states introduced into practice the most important international standards of bank supervision. However, their application was met with difficulty in both cases. The Hungarian way out of the problem was the quick sell of the majority of the banks, while the Slovenian solution was a firmer control of the largest banks (nationalization). The intricacy with complying with the recommendation of the IOs to organize bank supervision outside the political field also prevailed. The materialization of global norms in local institutions generated conflicts in both cases. The internationally solicited norm of independent bank supervision has only partially been realized in Hungary in the frame of an independent supervisory agency and a rather independent central bank. In Slovenia, although formally bank supervision enjoys a higher degree of independence from politics as its Hungarian counterpart, its politic independent operation is somewhat shadowed by the fact that the banks it is supposed to supervise are in majority state hands.   

In sum, in relation to the internationalization of the state we can conclude that it is not an immediate process and takes quite a bit of time. Its shape and form depends not only on the number of connections to International Organizations but more importantly to the historical past of a state as well as domestic political struggles, which involve various agents. Lastly, the internalization of global norms banking by a Central and Eastern European state occurs through the social construction process of market economy.

Second, in relation to private institutions expanded their involvement in domains that were under the auspices the states. The involvement of private firms into the application and assessment of local practices with their internationally developed benchmarks occurred more often in Hungary than in Slovenia. The big business of the audit companies of the early 1990s has shrunk in the later 1990s, as the transition economies’ state administration more and more learned into the role of the state under capitalist circumstances. Nevertheless, private firms are contracted today for a different reason, namely to bear responsibility for the proposed solutions in front of the government as opposed to the state administrator, to whom the task was delegated. Therefore, I found cases when law drafting was contracted out from the Supervisory Agency to a private firm, which, of course, bears interesting legitimacy consequences.
And finally, evaluating the change in the source of legitimacy in the two states’ action I found very difficult. It is quite clear that in the EU in both cases gained importance over time as a source of legitimizing state actor’s action. However, other aspects of legitimacy I found in disarray and thus I aim at studying them further,  carefully. 
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Basic data on bank supervisors of Hungary and Slovenia in 2003





The total number of bank supervisors in Hungary was 30 in Slovenia 21.


The number of bank supervisors per bank in Hungary is 1 Slovenia is 1.14


The number of on-site examinations in the last 5 years in Hungary was 2, in Slovenia 5.


The average tenure of supervisors in Hungary is 5 years in the National Bank of Hungary and around 2 in the Supervision Agency, in and in Slovenia is 5.5 year.


The frequency of supervisor employed by a bank is very frequent in Hungary and occasional in Slovenia.

















� I wish to thank for comments and criticism Anna Leander, Nicole Lindstrom, Mihaly Laki, Anna Khakee, and Derek Lutterbeck. 


� This would be the concept of the “international” of authors like Helen Milner, Robert Keohane, Barbara Stalling for instance.  


� This kind of conceptualization of the relation between internal/external is more common to sociological approaches to globalization. Saskia Sassen, Pierre Bourdieu, or Anna Leander would subscribe to such concept of the “international” for example. 


� See: Basel Committee on Banking Supervision “International Convergence of Capital Measurement and Capital Standards”, Basel Committee Publications No. 4, July 1988 (www.bis.org/publ/bcbs04a )


� See: Basle Committee on Banking Supervision “Core Principles for Effective Banking Supervision”, Basel Committee Publications No. 30, September 1997. ( www.bis.org/bcbs )





� Dr. William Witherell: Strong Financial Systems, The OECD Approach and Its Relevance for Emerging Markets, Conference proceedings PECC Finance Forum Conference Issues and Prospects for Regional Cooperation for Financial Stability and Development, Hilton Hawaiian Village, Honolulu August 11-13, 2002 


� ibid. 


� � HYPERLINK http://www.gapresearch.org/finance/Governance%20of%20the%20World%20Bank.pdf ��http://www.gapresearch.org/finance/Governance%20of%20the%20World%20Bank.pdf�


� Interview with Samo Nucic, Bank of Slovenia, head of Bank Supervision Department May, 2003


� Interview with Dr. Henrik Nagy, PSZAF (Hungarian Financial Supervisory Authority), April, 2003


� For a discussion on indebtedness and debt management of the two countries see (Piroska 2003) 


� In Hungary, throughout the 1990s, bank supervision was carried out subsequently by a number of institutions. These institutions came about as a result of the a range of mergers of different agencies working in the various segments of the financial market. In this paper, I will refer to these various agencies as Bank Supervisory Agency or Supervisory Agency. I believe this is a more practical solution than recalling always the actual name, as in that way, it could be quite complicated to follow my discussion of the changing content of the bank supervision function.  


� Interview with Dr. Klara Csoor, PSZAF (Hungarian Financial Supervisory Authority), April, 2003


� Interview with Dr. Klara Csoor, PSZAF (Hungarian Financial Supervisory Authority), April, 2003


� Interview with Samo Nucic, Bank of Slovenia, head of Bank Supervision Department, May 2003


� When calculating the Basel Capital Adequacy Ratio, Capital adequacy is determined by the Aggregate risk-based capital ratios, that is the ratio of regulatory capital to risk-weighted assets. This is an important ratio as capital adequacy and availability ultimately determine the robustness of financial institutions to shocks to their balance sheets.  


� No. 106 Ministerial Council Decree


� This means that if industrial firms are highly indebted to banks then the banks can not meet the pre set 8 per cent ratio. In order to meet this criteria the banks would need to possess extremely high regulatory (own) capital so that if divided with the risk weighted (in this case extremely risky) loans, still yield 8 per cent.


� Interview with Samo Nucic, Bank of Slovenia, head of Bank Supervision Department, May 2003


� Consider e.g. Wade's discussion of the Asian model in the wake of the crisis and the conditionality discussion following it. (Wade 1996).


� At the early 1990s not only Hungarian State owned banks, but also some of the new foreign banks did not fully comply with the Hungarian reporting and auditing systems. The greenfield investors preferred to use their own reporting schemes of the mother banks. (Interview with Marta Klemencsics, Ministry of Finance, April, 2003.) This of course changed later and now all foreign owned banks report according to the Hungarian standards (it is also true these standards are now very similar to their internal ones).


� Law on Financial Institution 1992. 


� The Agency at the time lacked personnel (6 to 8 people worked for the Agency in the early 1990s) and the Central Bank used to, anyway, carry out on-site supervision, and it have also kept its large personnel of bank supervisors till 1995.


� Interview with Dr. Klara Csoor, PSZAF (Hungarian Financial Supervisory Authority), April, 2003


� This move of the President of the Central Bank, Gyorgy Suranyi, was regarded in the Hungarian expert circles as a logical step on the way of decreasing the burden of tasks on the Central Bank and thus increasing its independence form central authorities. However, on-site supervision, although rather technical, is still the most “sensitive” proof of prudential management of banks. Delegating it to an Agency with a lesser degree of independence from the political circles, means that there still remains an important site of interconnection among political actors and bankers.  


� Interview with Dr. Henrik Nagy, PSZAF (Hungarian Financial Supervisory Authority), April, 2003


� The Agency consisted of two main departments: the legal office (that was active in banking sector related to law drafting) and an analytical office (that was mainly concerned with data analyses of the banking sector).


� According to Csoor, a former head of the institution, instead of performing active and preventive supervisory roles the Supervisory Agency in the early 1990s was a statistical and law drafting entity.


� Acronym for Capital adequacy, Asset quality, Management, Earnings and Liquidity


� Also according to Csoor the most important characteristics of the work moral of the personnel was that they were used to report to higher authorities and not accustomed to initiate new projects or inquires on their own.


� Interview with Dr. Katalin Mero, National Bank of Hungary, Deputy Director, Banking Department, February, 2003


� Interview with Dr. Katalin Mero, National Bank of Hungary, Deputy Director, Banking Department, February, 2003


� Interview with Samo Nucic, Bank of Slovenia, head of Bank Supervision Department, May 2003


� Interview with Samo Nucic, Bank of Slovenia, head of Bank Supervision Department, May 2003


� The Big Six audting and consulting companies of the early 1990s were: KPMG, Price Waterhouse, Arthur Andersen, Deloitte & Touche,  Coopers & Lybrand, Ernst & Young see for a critical overview: 


� HYPERLINK "http://multinationalmonitor.org/hyper/issues/1994/12/mm1294_09.html" �http://multinationalmonitor.org/hyper/issues/1994/12/mm1294_09.html�


� The trustworthiness of the Big Six companies in Hungary was very high in the early 1990s. The first major sign of distrust emerged during the crisis of the Posta Bank, in 1998. This bank was auditied by Deloitte and Touch, yet its balance sheet contained questionable itmes. (ÓSZABÓ ATTILA & VAJDA ÉVA (1998): Bank Bán III. Átnyálazott bankók (1998. 45. szám, november 6.), www.es.hu) 


� Act No. CXX0IV of 1999 on the Hungarian Financial Supervisory Authority and Act No. LVII of 2001 on the National Bank of Hungary


� Bank of Slovenia Act, 2001


� Interview with Samo Nucic, Bank of Slovenia, head of Bank Supervision Department, May 2003


� Bank of Slovenia Act, 2001


� Bank of Slovenia Act, 2001


� Interview with Dr. Klara Csoor, April 2003


� Interview with Ivan Ribnikar, May 2003, and with Joze Mencinger, May 2003


� more flexible organization, less hierarchical 


� Interview with Samo Nucic, May 2003





1
2

