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IS IT POSSIBLE TO ADJUST ‘WITH A HUMAN FACE’?  
DIFFERENCES IN FISCAL CONSOLIDATION STRATEGIES BETWEEN HUNGARY AND ICELAND 

Bruno Martorano*  
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Abstract. Hungary and Iceland were among the countries most affected by the recent macroeconomic 

shock. Although they suffered a similar GDP drop and started from much the same fiscal conditions, their 

respective governments decided to follow different strategies of adjustment. Each country cut public 

spending according to different priorities. However, the most important differences are related to the 

revenue side. While the Hungarian government implemented a flat tax reform, the Icelandic government 

replaced the previous flat tax system with a progressive one increasing the participation in the fiscal 

consolidation process for high income groups. These two opposite adjustment strategies produced 

different economic and social outcomes. In both countries, the primary balance turned positive and the 

level of debt on GDP started to decrease. Nonetheless, while Iceland fully met the objectives of the IMF 

programme, the worsening of economic conditions forced the Hungarian government to ask for additional 

help from the EU and the IMF in 2012. In terms of distribution, social transfers contributed to reduce 

inequality in both countries, while the different tax strategies operated in opposite ways. Indeed, the 

results show that the Hungarian tax system became more regressive while the 2010 Iceland’s Tax Reform 

contributed to reduce inequality by nearly two points. 
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‘The human face’ indicates the need for the human implications of an adjustment policy to be 

made an integral part of adjustment policy as a whole, not to be treated as an additional 

welfare component. (Cornia et al, 1987: 2)  

 

1. INTRODUCTION 

Before the recent economic crisis, Hungary and Iceland were considered to be two excellent 

models of development. Following the suggestions of the neoliberal economy, both countries 

promoted economic liberalization and privatization, reducing as much as possible the role of the 

state in the economy.  

Nonetheless, something changed during the recent Great Recession. Indeed, Hungary and Iceland 

were among the countries affected earliest and most by the recent macroeconomic shock, 

suffering a similar drop in GDP (Carey, 2009; IMF, 2012). In contrast to the other developed 

countries that reacted to the crisis introducing a stimulus package (Martorano et al, 2012), both 

countries soon went into a fiscal adjustment process. Starting from generally similar fiscal 

conditions, they introduced several measures such as cuts in public spending in order to achieve a 

consolidation of public finances. However, the main differences were related to the revenue side 

and to the role played by taxation in their adjustment strategies. While the Hungarian government 

implemented a flat tax reform in order to stimulate economic activity, the Icelandic government 

replaced its flat tax system with a progressive one increasing the participation of high income 

groups in the adjustment process.  

The aim of this paper is to compare the opposite adjustment paths followed by Hungary and 

Iceland on selected outcomes. For this purpose, the analysis is developed in two stages. First, it 

compares their performance on fiscal and economic indicators at a macro-level. Second, this work 

presents an evaluation of their distributional consequences – with a special look at households 

with children. The paper is organized in the following way: Section 2 discusses the impact of the 

crisis and policy responses in Hungary and Iceland; Section 3 illustrates the results of the fiscal 

consolidation strategies in both countries; Section 4 shows the progressivity and redistributivity of 

the measures implemented in Hungary and Iceland; Section 5 concludes.    

 

2. THE IMPACT OF THE CRISIS AND THE RESULTING POLICY RESPONSES IN  
HUNGARY AND ICELAND 

2.1 Hungary 

During the transition toward a market economy, Hungary was one of the best performing countries 

in the CEE/CIS group.1 Many scholars agree with this point arguing that … “it seemed to be in the 

best position to converge fast with the European Union, both in terms of income level and 

institutional quality” (EEAG, 2012: 115).  

Nonetheless, many problems began to be evident during the mid-2000s. In particular, the 

sensitivity of fiscal policy to the business cycle and to the electoral cycle fueled persistent high 

                                                                                                                                                                                     
1 For a detailed performance comparison among the CEE/CIS group see Cornia (2010). 
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fiscal deficits in the years before the recent economic crisis. As a consequence, Hungary was placed 

under the Excessive Deficit Procedure after its formal entrance into the European Monetary Union. 

Moreover, the new and growing banking system considered that it was more convenient to 

provide loans to the private sector denominated in foreign currency increasing in this way the 

country’s exposure to external shocks (EEAG, 2012). As a result, the depreciation of the national 

currency against the Euro and the Swiss Franc between late 2008 and early 2009 dramatically 

increased the cost of foreign-denominated debt. This situation increased the country’s risk 

assessment by international markets and reduced access by the Hungarian government to the 

bond market. So, the arrival of the international crisis “pushed an already fragile and highly 

indebted Hungarian economy towards recession” (OECD, 2012: 126). 

Due to the bad economic conditions and the low credibility of its fiscal policy, the government 

requested support from the IMF and the EU to obtain a stand-by loan of about EUR 20 billion in 

late 2008. In return, the Hungarian authorities were required to implement measures necessary to 

achieve macroeconomic stabilization. To strengthen and increase the credibility of fiscal policy, the 

government quickly implemented a Fiscal Responsibility Law that introduced procedural rules to 

contain the growth of public expenditure, some constraints on debt and deficits,2 and established 

an independent fiscal council for monitoring and evaluating the government’s actions3 (Hagemann, 

2011). However, this institution was abolished after the election of the new government in the 

spring of 2010 and replaced by a less independent authority. 

Beyond this, the Hungarian authorities introduced some expenditure measures concerning the 

pension system, the freezing of public wages, the reduction of unemployment benefit duration 

(from 12 to 3 months) but also cuts in employee contributions for vulnerable worker groups (e.g. 

younger workers) and on the Employee Tax Credit for low income workers (OECD, 2012). On the 

other hand, the government tried to support households modifying their loan contracts and 

allowing them to pay off their debts according to more favourable conditions (EEAG, 2012).  

Many reforms on taxation were implemented over the period 2009–2013. In order to reduce the 

cost of efficiency without impairing budgetary necessity, the tax burden was shifted from labour to 

consumption. In particular, the government increased the VAT rates and other taxes on specific 

goods. Furthermore, it implemented cuts on corporate taxes to improve the competitiveness of 

firms and tried to make a more family-friendly tax structure expanding the family tax allowance 

system (Tóth and Virovácz, 2013). Lastly, new taxes were levied on the banking sector and on other 

predominantly foreign-owned sectors (e.g. telecommunication and retail sectors). 

Personal income taxation was also modified many times after the crisis. However, the most 

emblematic policy measure was represented by the flat tax reform. Promising less austerity, the 

new government implemented a reform in January 2011 replacing the old progressive tax system 

with a 16 per cent flat tax rate on personal income (Table 1). The aim of this reform was to boost 

economic activity via positive effects on labour supply and household consumption. An additional 

                                                                                                                                                                                     
2 “The debt rule adopted in the fiscal responsibility law of 2008 specified that the budget should be consistent with a debt-to-GDP ratio 
constant in real term [sic]... A cardinal law adopted in late December 2011, which repealed the law on fiscal responsibility, specified that 
public debt can increase only by expected inflation minus half of expected real GDP growth from 2016 onwards” (Beynet and Paviot, 2012: 
5). 

3 “The council had three members nominated by the President of the Republic, the Governor of the National Bank of Hungary, and the 
President of the State Audit Office and confirmed by the parliament for a non-renewable tenure of nine years” (EEAG, 2012: 122). 
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effect expected from the introduction of the flat rate was the broadening of the tax base due to 

the increasing participation of taxpayers in the labour market, but due also to its positive effects on 

tax compliance (Hogye, 2011).  

Table 1. Hungary: Income taxation in 2009 and 2011 

2009 2011 

18 % for income between HUF 0 - 1,700,000  flat tax rate 16 per cent 

36 % for income between HUF 1,700,000 - 7,446,000 + HUF 306,000 
 

+ 4% for income exceeding HUF 7,446,000 
 

Source: author’s elaboration 

 

2.2. Iceland 

Until some years ago, Iceland was considered to be an excellent model of development. However, 

the boom recorded by this small economy hid an intrinsic fragility related to the unbalanced 

growth driven by the banking system. 

Since the mid-1990s and especially during the 2000s, the government embarked upon important 

free-market reforms. Several policy measures such as the openness of the capital account, tax cuts, 

privatizations and de-regulation were implemented in order to promote the competitiveness of the 

economic system. The banking sector gained more than others from these reforms recording a 

disproportionate growth. Icelandic banks started to expand their activities abroad especially in the 

United Kingdom and Nordic countries taking advantage of the difference between the national and 

foreign interest rates. As a result, the three biggest banks – i.e. Glitnir, Kaupthing and Landsbanki - 

recorded before the crisis an asset value about nine times higher than Iceland’s GDP. 

However, the strong ties with the political system, the lack of stringent supervision and the easy 

access to international markets fueled a speculative bubble (Ólafsson, 2011a). “The government, 

through the state-owned Housing Financing Fund, played its part in starting the mortgage boom by 

raising the maximum loan-to-value ratio to 90 per cent and raising the maximum nominal loan 

amount in the initial phase of the upswing” (Ólafsson and Vignisdóttir, 2012: 8). On the other hand, 

banks started to offer private sector loans denominated in foreign currency and to offer mortgages 

up to the total price of the house. Thus, the level of indebtedness of households grew dramatically 

since nine out of 10 households held a loan in the mid-2000s. 

Despite positive comments on Iceland’s economic conditions (e.g. Mishkin and Herbertsson 2006), 

some doubts about the solidity of the banking sector emerged before the crisis. After that the 

outlook of Iceland was downgraded by Fitch at the beginning of 2006 “the krona fell sharply, the 

value of banks’ liabilities in foreign currencies rose, the stock market fell and business defaults 

rose, and the sustainability of foreign-currency debts became a public problem” (Wade and 

Sigurgeirsdottir, 2012: 136). However, the majority of the problems for the Icelandic banking 

sector occurred later, after the collapse of Lehman Brothers in October 2008. The strong 
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depreciation of the krona led the three biggest banks – i.e. Glitnir, Kaupthing and Landsbanki – to 

an insolvent condition because of the inability to finance their high debt level denominated in 

foreign currency. Since the Central Bank was not in a condition to operate as lender of last resort, 

the government could not bail out the banking sector. While the three biggest banks came into 

state ownership, “the stock market, bank bonds, house prices and average income went into free-

fall, along with the currency” (Wade and Sigurgeirsdottir, 2012: 138). As a consequence, people 

started to protest and to demand the government’s resignation.  

The IMF tried to support Iceland’s economy via a conditional loan of $2.1 billion. In contrast to the 

past, the IMF did not push the government toward a strong fiscal consolidation path without 

contrasting the decisions to introduce temporary capital controls and to avoid that the cost of the 

banking sector failure fell on household incomes.  

The adjustment process was promoted via a severe devaluation of the national currency that 

provoked a marked cut in living standards.  Beyond this, several measures were implemented in 

order to pursue macroeconomic stabilization, to promote economic activity and to protect 

households, especially those with lower and middle incomes. In particular, government introduced 

cuts in capital investments as well as in current expenditures – e.g. compensation of employees 

(OECD, 2012). Furthermore, some savings came from cuts to education and health care services 

(Ólafsson, 2012) as well as from the social protection system through cuts in services and 

administrative costs and through improvements in targeting resources to the most vulnerable 

groups (e.g. for children). Finally, housing expenditure increased sharply due to the policy of debt 

relief introduced by the government for helping households in economic difficulties (Ólafsson, 

2011b).  

As in other developed countries, government acted on indirect taxation increasing the VAT rate a 

little and also levying higher excises on items such as fuel, vehicles, alcohol and tobacco (OECD, 

2012). Moreover, it used direct taxation implementing new taxes on wealth and increasing that on 

capital income, inheritance and social security. However, the most emblematic reform was related 

to taxation of personal income. If the Hungarian flat tax reform was thought to promote economic 

activity more than macroeconomic stabilization, taxation played a crucial role in the consolidation 

strategy followed by Iceland. Reflecting the idea of the necessity to contribute to the adjustment 

according to the “ability to pay”, the flat rate set at 37.2 per cent in 2007 was replaced with a 

progressive tax structure based on three rates (Table 2). 

Table 2. Iceland: Income taxation in 2009 and 2011 

2009 2011 

Flat rate at 37.2  per cent 37.32 % for income below ISK 241,475 per month 

 40.22 % for income between ISK 241,476 - 739,510 per month 

 46.22 % for income exceeding ISK 739,510 per month 

Source: author’s elaboration 
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3. THE IMPACT OF THE FISCAL CONSOLIDATION STRATEGY 

3.1 The performance of fiscal indicators 

Despite the measures implemented to consolidate public finance, the level of public spending 

initially increased in both countries as a consequence of the dramatic drop in GDP. In particular, it 

rose by two percentage points in Hungary and by about five points in Iceland between 2008 and 

2009 (Table 3). In contrast, public expenditure decreased in both countries by about three 

percentage points between 2009 and 2012 (Table 3). Furthermore, the different strategies 

followed by Hungary and Iceland generated different impacts in public spending composition. First, 

social protection expenditure decreased in Hungary, while it kept stable in Iceland. Second, 

spending on economic measures rose in Hungary while it dropped dramatically in Iceland 

compared to the 2008 level. However, both countries cut spending on general public services more 

than other spending.      

The austerity measures also affected the revenue side. In Hungary, the revenue/GDP ratio kept 

stable around 45.5 per cent over the period 2008-2010 but rose more than eight points in 2011 

(Table 3). However, this result was mainly driven by the implementation of a one-off revenue 

measure (OECD, 2012). In particular, “to support this drastic tax cut, private pensions were 

nationalised at the beginning of 2011, and the assets of the pension funds, among others, were 

used to cover the revenue shortfall in 2011” (EEAG, 2012: 126). As a consequence, the 

revenue/GDP ratio dropped to 46.5 per cent in 2012 (Table 3). The scenario in Iceland was 

completely different. In particular, the revenue/GDP ratio decreased by about three points from 

44.0 per cent in 2008 to 41.2 per cent in 2009, while it increased to 43.1 per cent in 2012 thanks 

also to the 2010 Tax Reform (Table 3).  

In this case too, the different strategies followed by Hungary and Iceland generated opposite 

results in tax composition. In the former country, the different attempts to shift the tax burden 

from labour to consumption favored a significant reduction of the share of direct taxes on total 

taxes. In particular, the contribution of taxes on income, profits and capital gains on total taxes 

dropped by 9 points between 2008 and 2012, while that on goods and services increased by 8 

points. In contrast, the 2010 Icelandic tax reform worked in the opposite way since the ratio of 

taxes on income on total tax revenue – excluding social security contributions – rose by nearly 4 

points over the same period (Table 3).      

As a result, Table 3 shows that the primary balance turned positive in both countries during recent 

years. In Hungary, it went up to 8 per cent of GDP in 2011 due the nationalization of private 

pensions and decreased to 2.0 per cent of GDP in 2012. In Iceland, the primary balance has 

improved continuously since 2009 turning positive in 2012 (Table 3). 
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Table 3.  Fiscal indicators (% of GDP) in Hungary and Iceland over the period 2007 to 2012  

Country Subject Descriptor 2007 2008 2009 2010 2011 2012 

Hungary 

revenue  45.6 45.6 46.9 45.4 53.8 46.5 

Expenditure 50.6 49.2 51.5 49.8 49.6 48.5 

Balance -5.1 -3.7 -4.6 -4.4 4.2 -2.0 

primary balance -1.2 0.0 -0.5 -0.5 8.0 2.0 

           

Iceland 

revenue  47.7 44.2 41.0 41.5 41.7 43.1 

Expenditure 42.3 44.7 49.6 47.9 46.7 46.9 

Balance 5.4 -0.5 -8.6 -6.4 -5.0 -3.8 

primary balance 5.7 -0.6 -6.5 -2.7 -0.8 0.6 

Source: WEO database 

 

Thanks to the good performance recorded in the primary balance, the level of indebtedness also 

started to decrease in both countries (Figure 1). Between 2011 and 2012, the Hungarian debt 

dropped by about 2 percentage points to 79 per cent of GDP. In Iceland, the debt/GDP ratio rose 

from 90.6 per cent in 2010 to 102.3 per cent in 2011, but it decreased by more than 3 percentage 

points to 99 per cent in 2012. Figure 1 also shows the debt/GDP ratio evolution according to the 

projection of the IMF. While Hungary’s debt level is expected to be constant in the next years, the 

IMF’s estimation shows that the Iceland’s Debt/GDP ratio is expected to continue decreasing. 

Figure 1.  General government gross debt (% of GDP) level in Hungary (dark blue) and Iceland (light 
blue) over the period 2008 to 2018 (estimates start after 2012) 

 

Source: IMF WEO database 

As a result, 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 (OECD, 2012). In contrast, the outlook for the Hungarian economy appeared less optimistic 

and doubts about the fiscal consolidation process were also advanced by the financial markets 

(Figure 2). “Reflecting the higher sovereign risk, the rating agency Moody’s downgraded Hungarian 
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government bonds below investment grade on 25 November 2011, which was followed by a 

downgrade by Standard & Poor’s on 22 December 2011” (EEAG, 2012: 127). As a consequence, the 

Hungarian government asked for additional help from the IMF and the EU in 2012. 

Figure 2. Long-term interest rate in Hungary and Iceland over the period 2007 to 2012 

 

Source: IMF WEO and OECD database 

 

3.2 Performance on other macroeconomic variables 

The success of a fiscal consolidation strategy is also related to the evolution of other 

macroeconomic variables. In particular, Table 4 compares the changes of the unemployment rate 

and private final consumption expenditure in Hungary and Iceland over the period 2008 to 2012. In 

both countries, unemployment sharply rose as a consequence of the macroeconomic shock. In 

2009, it increased by 2.5 points in Hungary and more than 6 points in Iceland (Table 4). While the 

unemployment rate kept stable in 2010, Hungary and Iceland performed differently in the 

following years: in Hungary, the unemployment rate remained stable at around 10 per cent; in 

Iceland, it dropped by 0.7 percentage points in 2011 and by about 2 points in 2012 (Table 4).   

Table 4 also shows that the initial drop in private consumption was more important in Iceland than 

in Hungary. In Iceland consumption dropped by 8 and 15 per cent respectively in 2008 and 2009, 

while in the latter it dropped by 0.7 and 6.7 per cent over the same period. However – similarly to 

the unemployment rate – the recovery of consumption was faster in Iceland than in Hungary. 

Although consumption in Iceland kept stable in 2010, it started to recover in the following years 

growing by 2.6 per cent in 2011 and by 2.4 per cent in 2012 (Table 4). On the other hand, 

consumption in Hungary continued to increase by about 3 per cent in 2010, remained stable in 

2011 and dropped again by 1.6 per cent in 2012 (Table 4). 

In recent years, both countries showed signs of recovery (Table 4). In particular, the Hungarian 

economy turned positive in 2010 while Iceland’s GDP returned to a positive growth rate only in 

2011. However, Iceland also recorded a positive GDP growth rate in 2012 while the majority of 

European countries as well as Hungary still fought with the ghost of a default. 

4

6

8

10

12

14

16

Jan-2007 Jan-2008 Jan-2009 Jan-2010 Jan-2011 Jan-2012

Hungary Iceland



 13 

Table 4. The impact of fiscal consolidation in Hungary and Iceland over the period 2007 to 2012 on 
selected macroeconomic variables 

   2007 2008 2009 2010 2011 2012 

Hungary 

Gross domestic product, 
constant prices 

Per cent change 0.11 0.89 -6.77 1.32 1.65 -1.73 

Unemployment rate 
Per cent of total 
labor force 

7.70 8.00 10.50 10.90 10.94 10.94 

Inflation rate Per cent change 7.94 6.07 4.21 4.85 3.90 5.70 

Private final consumption 
expenditure growth (volume) 

Per cent change 1.05 -0.69 -6.61 -2.99 0.37 -1.58 

         

Iceland 

Gross domestic product, 
constant prices 

Per cent change 5.99 1.19 -6.57 -4.10 2.89 1.64 

Unemployment rate 
Per cent of total 
labour force 

1.01 1.65 8.02 8.13 7.43 5.77 

Inflation rate Per cent change 5.06 12.68 12.00 5.40 4.00 5.19 

Private final consumption 
expenditure growth (volume) 

Per cent change 5.7 -7.82 -14.99 0.09 2.60 2.36 

Source: IMF WEO and OECD database 

 

4. THE DISTRIBUTIONAL IMPACTS OF THE FISCAL CONSOLIDATION STRATEGIES IN         
HUNGARY AND ICELAND 

The success of a fiscal consolidation process is also related to its capacity to reduce the cost for the 

most vulnerable groups. Indeed, Cornia and Stewart (1990) highlight that the poor tend to suffer 

more than other groups during a phase of adjustment. Moreover, Stewart (2001) explains that it is 

also crucial to understand the effects of adjustment policies in terms of horizontal inequality since 

they have social, economic and political consequences. Thus, the second aim of this work is to 

analyze the distributional impacts of the fiscal consolidation strategies followed in Hungary and 

Iceland. In particular, this section shows how adjustment policies impact on vertical as well as on 

horizontal inequality. For this purpose, we extracted data from the European Union Statistics on 

Income and Living Conditions (EU-SILC) for both countries over the period 2009 – 2012.4 

4.1 The progressivity of the measures on social protection 

As reported above, some measures focused on social protection. In particular, they also affected 

the money transferred by government to households. Indeed – between 2009 and 2012 – the 

share of monetary transfers on disposable income rose by about 20 points up to 30 per cent in 

Iceland, while it slightly declined by 2 points from 45 to 43 per cent in Hungary. According to Figure 

3, these changes were equally distributed across the different age groups in both countries. While 

                                                                                                                                                                                     
4 The data on income are equivalised applying the modified-OECD equivalence scale. In particular, “this equivalent scale gives a score of 1 
to the household head. Each of the other household members aged 14 and more receives a score of 0.5, while each child with age less than 
14 receives a score of 0.3. The sum of the individual scores gives the equivalent household size” (Bradshaw et al., 2012: 4). 
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the situation before and after the reforms was much the same in Hungary, the different groups 

experienced a similar increase of share of transfers on disposable income in Iceland. 

Figure 3. Social transfers incidence according to different age groups in Hungary and Iceland, over 
the period 2008–2012 

Hungary Iceland 

  

Source: Author’s calculations based on EU SILC data 

Nonetheless, the most interesting differences are related to the impact of these changes on 

income distribution. Table 5 shows that in Hungary, the share of transfers on disposable income 

kept stable only for the first and second quintiles. In contrast, it dropped by more than two points 

for the third and fouth quintiles and by nearly five points for the highest quintile. In Iceland, all 

quintiles experienced an increase in the share of social transfers on disposable income. However, 

fiscal policy changes favoured especially people living in the bottom of the distribution, considering 

that the share of transfers on disposable income rose by 13, 15 and 12 percentage points in the 

bottom three quintiles (Table 5).  

 

Table 5. Change in the share of social transfers in disposable income for each income quintile in 
Hungary and Iceland between 2009 and 2012 

quintile 
  Hungary   Iceland 

  2009 2012 Diff   2009 2012 Diff 

1  60.6 60.6 0.0  35.5 48.7 13.2 

2  50.9 50.6 -0.3  25.6 40.4 14.8 

3  44.0 41.9 -2.1  15.3 26.8 11.5 

4  37.7 35.3 -2.4  12.4 18.1 5.8 

5  29.2 24.5 -4.7  10.4 14.9 4.5 

Average   44.5 42.6 -1.9   19.8 29.8 10.0 

Source: Author’s calculations based on EU SILC data 
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As can be seen in Figure 4, the results are quite similar considering only people living in households 

with children. In Hungary, the share of transfers slightly increased for children in the first two 

quintiles, while it kept stable for the others. By contrast, the measures implemented in Iceland 

promoted progressivity in the distribution of social transfers. Figure 4 shows that the share of 

transfers on disposable income increased for the majority of children and especially for those living 

in poor households, while they decreased and remained stable for those in the highest quintile 

(Figure 4). 

Figure 4, Change in the share of social transfers on disposable income for each income quintile (only 
households with children) in Hungary and Iceland between 2009 and 2012. 

Hungary Iceland 

  

Source: Author’s calculations based on EU SILC data 

 

4.2 The progressivity of the measures on taxation 

The reforms on taxation also generated important distributional consequences. In Hungary, the 

share of taxes paid dropped from 24 per cent in 2009 to 17 per cent in 2012. In contrast, in Iceland 
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Figure 5 illustrates how the reforms affected the different age groups. In Hungary, the share of 

taxes paid dropped for children and people of working age, while it slightly decreased by one point 

for those aged over 65 (Figure 5). In contrast, all age groups experienced an increase in the share of 

taxes paid in Iceland. The tax burden rose by about three points for children, while it rose by more 

than four percentage points for people of working age and those over 65 years (Figure 5).  
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Figure 5. Impact of the tax measures across the different age groups in Hungary and Iceland 
between 2009 and 2012 

Hungary Iceland 

  

Source: Author’s calculations based on EU SILC data 

 

Table 6 shows how the average effective tax rates changed across the different income quintiles 

resulting from the implementation of tax reforms. In Hungary, the winners were clearly taxpayers 

in the top of the distribution. In particular, Table 6 shows that taxpayers in the fourth and fifth 

quintiles paid respectively 6 and 15 percentage points less than before the reforms. The reduction 

in the tax burden was less important for taxpayers in the middle and at the bottom of the 

distribution since the average effective tax rate decreased by around 4.5 points (Table 6). 

In Iceland, the shift from a flat rate to a progressive tax system provoked significant changes in the 

average effective tax rates for all quintiles. On one hand, the tax burden rose by three points for 

taxpayers in the lowest quintile while it kept stable for those in the second and third quintile (Table 

6). On the other hand, the tax burden rose for taxpayers in the top of the distribution and 

especially for those in the highest quintile. As can be seen in Table 6, taxpayers in the fifth quintile 

paid about 12 percentage points more after the 2010 tax reform. 

Table 6. Average effective tax rates according to the different income quintiles in Hungary and 
Iceland between 2009 and 2012 

quintile 
  Hungary   Iceland 

  2009 2012 Diff   2009 2012 Diff 

1  13.9 9.5 -4.4  24.5 27.5 3.0 

2  17.1 12.9 -4.1  30.3 29.8 -0.5 

3  21.5 16.9 -4.5  36.8 37.3 0.5 

4  27.1 21.4 -5.7  40.0 43.5 3.4 

5  41.3 26.4 -14.9  38.8 50.8 12.0 

Average   24.2 17.4 -6.7   34.1 37.8 3.7 

Source: Author’s calculations based on EU SILC data 
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Figure 6 illustrates the impact of tax reforms in terms of progressivity considering only people 

living in households with children. In particular, the analysis confirms that the Hungarian tax 

reform reduced the progressivity of the tax system. As reported above, the winners were rich 

taxpayers while tax burden for households with children living in the bottom of the distribution 

decreased less (Figure 6). In contrast, the 2010 tax reform in Iceland promoted the progressivity of 

tax system reducing the tax burden for children living in poor households and increasing the 

participation in tax payment for those living in households in the top of the distribution (Figure 6).  

Figure 6. Average effective tax rates according to the different income quintiles (only households 
with children) in Hungary and Iceland between 2009 and 2012 

Hungary Iceland 

  

Source: Author’s calculations based on EU SILC data 

 

4.3 The impact of the policy responses in terms of redistribution  

Table 7 illustrates the impact of the social protection and taxation measures in terms of 

redistribution over the period 2009-2012. For this purpose, we consider the Reynolds-Smolensky 

index that is given by the difference between the Gini index before and after government 

interventions. With regard to social transfers, the Reynolds–Smolensky index kept stable in 

Hungary, while it rose by about 5 points in Iceland. The changes in the tax system also affected the 

ability to redistribute in both countries. Indeed, Table 7 shows that the implementation of the 

Hungarian tax reform led to a drop in the Reynolds–Smolensky index by about two points from 

5.97 to 3.48. In contrast, Iceland’s tax reform increased the ability of government to redistribute by 

about three points from 1.67 to 4.42 (Table 7).  
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Table 7. Gini indicators and Reynold-Smolensky index in Hungary and Iceland, over the period 
2009–2011 

  Hungary Iceland 

  2009 2012 2009 2012 

      

Gini Private income 51.81 51.54 38.11 39.87 

 Gross income 30.65 30.40 31.26 28.39 

 Disposable income 24.68 26.92 29.59 23.97 

      

Reynolds - 
Smolensky 

transfers 21.16 21.14 6.85 11.48 

taxes 5.97 3.48 1.67 4.42 

Source: Author’s calculations based on EU SILC data 

 

While the Reynolds-Smolensky index provides only a static picture of the ability of government to 

redistribute, the Shapley decomposition could be the appropriate strategy in order to measure the 

marginal contribution of each income component on inequality change (see Shorrocks, 1999). 

Applying the methodology developed by Azevedo et al (2013), we measure the specific 

contribution of three main components - i.e. private income, social transfers and taxes - to the 

change of income inequality over the period 2009 – 2012.5  

Figure 7 reports the results of our Gini decomposition over the period 2009–2012. In Hungary, 

changes in market income promoted an increase of inequality by about one point while they 

provoked a ruction of 1.4 points in Iceland. On the other hand, changes in social transfers slightly 

reduced inequality by more than three points in Iceland while they did not have distributional 

consequences in Hungary (Figure 7). However, the most interesting results are related to the 

contribution of tax reforms: on one hand, the changes in the Hungarian tax system contributed to 

increase inequality by 1.5 points; on the other hand, Iceland’s tax reform of 2010 contributed to 

reduce income inequality by about one point (Figure 7). As a result, 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 7). 

 

 

 

 

 

 

                                                                                                                                                                                     
5 To measure the specific contribution of each component, we carry out a simple comparison between the distribution at the time t+1 and 
a hypothetical counterfactual distribution. The latter distribution is given by replacing the component value at the time t+1 with its value at 
the time t (Martorano, 2014).  
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Figure 7. Gini Decomposition in Hungary and Iceland, 2009 - 2012 

 

Source: Author’s calculations based on EU SILC data 

 

5. CONCLUSIONS 

Hungary and Iceland were among the countries most affected by the recent macroeconomic shock. 

Although they started from much the same fiscal conditions, their respective governments decided 

to follow different strategies of adjustment. Both countries cut public spending according to 

different priorities. While spending on general public services decreased in both countries, the 

Hungarian government preserved spending on economic affairs, while the government in Iceland 

preserved that on social protection, especially transfers to households.  

However, the most important differences are related to the revenue side. On the one hand, the 

Hungarian government implemented a flat tax reform to stimulate economic activity and 

nationalized private pensions 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 consolidation process for high income groups.  

As expected, these two opposite adjustment strategies produced different economic and social 

outcomes. In both countries, the primary balance turned positive even though in Hungary the 2011 

result was mainly driven by the implementation of a one-off revenue measure. As a consequence, 

the level of debt on GDP started to decrease in both countries in 2010. Nonetheless, while Iceland 

achieved the objectives of the IMF programme, the worsening of economic conditions pushed the 

Hungarian government to ask for additional help from the EU and the IMF in 2012. In terms of 

distribution, social transfers contributed to reduce inequality in Iceland but not in Hungary. 

Nonetheless, the Icelandic government decided to increase the value of child benefits at the 

beginning of 2013 since the measures implemented did not completely compensate for the cut in 

living standards suffered by households during the crisis. In contrast, the different tax strategies 

operated in opposite ways. Indeed, the results show that the Hungarian tax system became more 

regressive and inequality increased by nearly two points. In contrast, Iceland’s 2010 tax reform 

increased progressivity in the tax system and reduced inequality by one point.  
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All in all, these two case studies provide good policy lessons. First of all, they highlight the central 

role of fiscal policy in macroeconomic stabilization, especially in a situation such as that 

experienced by rich countries during the Great Recession. Second, the success of a fiscal 

consolidation programme is strictly related to the implementation of credible and sustainable 

measures. The introduction of one-off measures generated only short-term relief without assuring 

the achievement of good results in the long term. Third, the Icelandic 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 represent the future of 

society. Participation in the adjustment 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.  
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