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Before the recent economic crisis, Hungary and 
Iceland were considered to be two excellent 
models of development. Following the sugges-
tions of the neoliberal economy, both countries 
promoted economic liberalization and privatiza-
tion, reducing the role of the state in the econo-
my as much as possible. Nonetheless, something 
changed during the recent Great Recession.    
Indeed, Hungary and Iceland were among the 
countries most affected by the recent macro-
economic shock, suffering a similar drop in GDP.  
Although they started from similar fiscal condi-
tions, their respective governments decided to 
follow different adjustment strategies. Both 
countries cut public spending according to dif-
ferent priorities. While spending on general pub-
lic services decreased in both countries, the  
Hungarian government preserved spending on 
economic matters, while the government in Ice-
land preserved that on social protection, espe-
cially transfers to households. However, the most 
important differences are related to the revenue 
side. On the one hand, the Hungarian govern-
ment implemented a flat tax reform to stimulate 
economic activity and nationalized private pen-
sions to overcome the drastic fall in revenue. In 
contrast, the Icelandic government replaced the 
previous flat tax system with a progressive one, 
increasing participation in the fiscal consolida-
tion process for high-income groups.  

As expected, these two opposite adjustment 
strategies produced different economic and    
social outcomes. In both countries, the level of 
debt on GDP started to decrease. This was also 
due to the fact that primary balance turned    
positive even though in Hungary the positive   
result in 2011 was mainly driven by the imple-
mentation of a one-off revenue measure. Iceland  

 

 

fully met the IMF programme objectives in 2011 
– restructuring the financial system, achieving 
stabilization of the exchange rate and above all 
the consolidation of public finance. In contrast, 
the outlook for the Hungarian economy ap-
peared less optimistic and doubts about the fiscal 
consolidation process were also advanced by the 
financial markets. As a consequence, the Hungar-
ian government asked for additional help from 
the IMF and the EU in 2012.  

In terms of distribution, the measures introduced 
by the Hungarian government provoked a slight 
decline of the share of transfers on disposable 
income. By contrast, the measures implemented 
in Iceland partially compensated the drop in pri-
vate income. Moreover, these changes favoured 
especially households with children living in the 
bottom of the distribution. As a result, social 
transfers contributed to reduce inequality in   
Iceland but not in Hungary. 

However, the most interesting results are related 
to the contribution of tax reforms. The analysis 
shows that the Hungarian tax reform reduced the 
progressivity of the tax system. The winners were 
rich taxpayers while the tax burden for house-
holds with children living in the bottom of the 
distribution decreased less. In contrast, the 2010 
tax reform in Iceland promoted the progressivity 
of the tax system, reducing the tax burden for 
children living in poor households and increasing 
participation in tax payment for those living in 
households in the top of the distribution     
(Figure 1).  

 

 

 



 

Source: Author’s calculations based on EU SILC data 

 

As a result, tax reforms affected income distribution 
in these two countries in different ways. On the one 
hand, the changes in the Hungarian tax system con-
tributed to increased inequality by 1.5 points; on the 
other hand, Iceland’s tax reform of 2010 contributed 
to reducing income inequality by about one point. 
Overall, it is interesting to see that while the overall 
Gini index rose by two points in Hungary, it dropped 
by about six points in Iceland (Figure 2).  

These two case studies produce interesting policy 
implications. First, they highlight the central role of 
fiscal policy in macroeconomic stabilization, espe-
cially in a situation such as that 
experienced by      rich countries 
during the Great Recession. Sec-
ond, they show that the success of 
a fiscal consolidation programme 
is strictly related to the imple-
mentation of credible and sus-
tainable measures.  

 

 

 

 

 

 

                       

 

 

The introduction of one-off measures generated 
only short-term relief without assuring the achieve-
ment of good results in the long term. Third, the Ice-
landic story shows that it is possible to ‘adjust with a 
human face’. During times of crisis, social protection 
systems should be preserved, protecting the most 
vulnerable groups, and especially children, who rep-
resent the future of society. Participation in the ad-
justment process should be progressive, reflecting 
the ability-to-pay rule. In other words, it is difficult 
to ask people who received less during the good 
times to participate more in the bad times.   

 

Figure 2. Gini Decomposition in Hungary and  
Iceland, 2009 - 2012 

Source: Author’s calculations based on EU SILC data 
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Figure 1. Average effective tax rates according to the different income quintiles (only house-
holds with children) in Hungary and Iceland between 2009 and 2012  


