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Abstract 

This paper is intended to demonstrate how Schoenmaker’s financial trilemma took hold in Hungar-

ian history of supervision between 1867 and 1924, an era divided into three distinct periods. In other 

words, which factors enjoyed priority over others in the individual periods. The financial trilemma 

states that financial stability, financial integration and national supervisory and regulatory policies 

are incompatible; any two of the three can be combined at a time, but not all three. The trilemma 

described above are not limited to our time; they can be also interpreted in the context of economic 

history; issues related to the trilemma and the trade-offs associated with its elements had manifested 

themselves before. 

We compare episodes of the impossibility trilemma in three prominent periods in Hungarian eco-

nomic history, primarily as they relate to the evolution of financial supervision. It was in the first 

period (1867–1899) that early initiatives and proposals were formulated about setting up a system 

of financial supervision. This period falls within the second half of the operation of the Austrian 

National Bank: from the 1867 Compromise to 1878. Next, we give an overview of the period span-

ning from the establishment of the Austrian National Bank to 1899. The gold korona was introduced 

at the beginning of the second period (1900), with a perceivable effect on the stability of the ex-

change rate. This period ends with the outbreak of World War I (1914). Although these years had 

already seen the establishment of the predecessors of supervisory organisations, there was no inde-

pendent and integrated supervisory body in Hungary at the time. The third part covers the organi-

sation and initial operation of the independent Hungarian financial oversight (1915–1924). Promi-

nent events of the era include the establishment of the Central Corporation of Banking Companies 

(CCBC), the destabilisation and subsequent stabilisation of the korona and the foundation of the 

independent Hungarian central bank, the Central Bank of Hungary (MNB). 

We also intend to detect the existence of any trade-off inside the trilemma and to pinpoint the area 

in which it took place. Each element of the trilemma is presented separately, including the interac-

tion between them. According to our results, a trade-off could not be observed in this specific period, 

whilst it could be experienced that the elements of the trilemma materialized at the same time only 

in the short-term due to the specificities of the trilemma. 
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Introduction 

The elaboration of the elements of financial trilemma is not without any impediment. It hampers the 

assessment that currently there is no consensus about the definition of financial stability; one thing, 

however, is certain: it is closely related to systemic risk which, if it materialises, may trigger a loss 

of economic value or confidence among numerous financial participants with significant adverse 

effects on the real economy (Schoenmaker, 2011). In any event, there is no doubt that it is a public 

good, as financial stability “is a state in which the financial system, including key financial markets 

and financial institutions, is capable of withstanding economic shocks and can fulfil its key functions 

smoothly, i.e. intermediating financial resources, managing financial risks and processing payment 

transactions” (MNB, 2016:3); pursuing it, therefore, is of key significance. 

In our study, the achievement of financial integration primarily means financial embeddedness, ac-

cess to credit and the appearance of foreign interests, while independent supervisory policy means 

that these factors are shaped by the nation, independent of the rest of the world. Obviously, when 

facing the trilemma, economic policy should opt for solutions that consider both short-term and 

long-term goals and offer such optimal (acceptable) compromises between the individual goals that 

can be achieved over the short run while contributing to the sustainability of the economy in the 

long run. In our paper, we mostly aim to show the contemporary economic conditions and the situ-

ation of the financial architecture, in line with contemporary thinking and on the basis of the relevant 

opinions of the experts from that era. 

In the next chapters, we describe how the individual elements of the financial trilemma manifested 

themselves in specific periods, including the trade-off within the trilemma. 

Manifestation of the elements of the financial trilemma upon the formulation of the proposals 

and initiatives for organising financial supervision in the period of the Austrian value forint 

currency system (1867–1899) 

The first proposals and initiatives about arrangements for domestic financial supervision were born 

at a time when a regulatory union had yet to be established against the monetary union in place 

within the Monarchy; consequently, the independence of the supervisory policy was therefore im-

pertinent. Despite early initiatives for the organisation of financial supervision, initial proposals in 

that regard proved to be unsuccessful. Although, even before the Compromise, proposals urging for 

national autonomy had come forth as early as 1860 in numerous areas of the economy, the profound 

changes in constitutional law after the Compromise failed to pave the way for independent financial 

supervision (Kautz, 1868). This reflected, among other factors, a resistance on the part of financial 

institutions, considerable – often unfounded – confidence in the existing financial institutions, and 

a lack of consensus with respect to the operation of financial oversight. In this era, there were two 

factors that exerted an adverse effect on financial stability. On the one hand, although the main task 

of the imperial representative body was to provide the cash required for the government’s operation, 

in the lack of sufficient instruments and room for policy manoeuvre, policymakers primarily resorted 

to increasing the quantity of money (government notes) to address the arising crises and to finance 

the wars (Somogyi, 1976). On the other hand, mainly because of the wars waged and the economic 

policy implemented, by the second half of the 19th century sizeable public debt had built up owing 
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to the bonds issued in foreign markets (in the mid-1860s, debt repayment accounted for 45–50 per 

cent of net revenues), which not only increased the external vulnerability of the country, but also 

entailed a severe exchange rate risk as the country’s resilience to the economic shocks it frequently 

had to face weakened. 

With respect to financial stability, we should take mention of the Hungarian Credit Aid Society 

established in 1873 in order to facilitate the intermediation of financial resources, which, following 

its liquidation, was replaced by the First National Savings Bank of Pest in 1874. Until the early 

1890s, the latter acted as an intermediary between the Austrian National Bank and certain rural credit 

institutions under a rediscount facility agreement, assisting in the loan organising activity of the 

central bank (Kövér, 1993). Risk management was not entirely effective either as speculative en-

deavours were rampant in the Gründerzeit period from the second half of the 1860s. Against this 

background, financial institutions flourished excessively and at times lacked any economic justifi-

cation (Alföldi, 1928). Speculative activities were retrenched considerably by the currency regula-

tion of 1892, when foundations for speculative purposes diminished and financial institutions “re-

turned” to more traditional operations, with loans and debentures gaining an increasing share among 

their instruments. Throughout the period of 1867–1899, the full financial integration prevailing in 

the Monarchy fostered the free movement of capital, which was also supported by the use of the 

single currency. Appearances in European (e.g. French, German) money markets mark the onset of 

financial integration outside the boundaries of the Monarchy. 

Manifestation of the elements of the financial trilemma upon the establishment of supervisory 

predecessor organisations in the period of the gold korona currency system (1900–1914) 

In terms of financial oversight, although a number of organisations with supervisory functions were 

established during the years of the turn of the century – such as the Central Mortgage Bank of Hun-

garian Savings Banks or the National Association of Hungarian Financial Institutions –, independ-

ence was not a meaningful category in their case either, as they can only be considered, based on 

their activity, as predecessor organisations (the financial supervision performed by these institutions 

was not binding and financial oversight was not a prominent part of their activity). Although the 

moderation of the speculative activity as observed in the early 1890s benefited financial stability, 

stability was not achieved yet. The effects of the stock market crash of 1895 and the European cur-

rency crisis that followed 1907 were indicative of low resilience to economic shocks (Alföldi, 1928). 

Consistently with the above, financial integration was still ensured in this period, although the 1905 

Moroccan crisis and the crash of the New York Stock Exchange in 1907 demonstrated the difficul-

ties of financing. 

Impossibility trilemma in the period marked by the establishment of an independent, inte-

grated financial supervision and the faltering of the gold standard (1915–1924) 

The first domestic integrated supervisory body was set up in 1916. This is the year of the foundation 

of the Central Corporation of Banking Companies, the activities of which focused primarily on su-

pervisory functions in order to foster the long-term development of the economy; it inspected banks, 

cooperative societies and savings banks alike. The independence of financial supervision was 
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ensured both in the periods of the Károlyi regime and the Hungarian Soviet Republic (Jenei, 1970), 

and even subsequently, the operation of the CCBC was not influenced by external circumstances. 

The country failed to achieve financial stability in this period, although no major Hungarian banks 

faced bankruptcy during these years (Tomka, 2000). From its establishment to 1924, the CCBC 

participated in the liquidation of around 30 financial institutions. During the years of prolonged 

inflation, the CCBC functioned as the main resource of financial institutions; consequently, the num-

ber of their inspections rose to 514 from 109 during the period (Jakabb et al., 1941). 

During the years of the war, the execution of payment transactions – the basic function of the finan-

cial institutional system – was not ensured. The economy faced a shortage of banknotes and drafts 

in general, even though currency issues amounted to around 1 billion koronas in 1918, while bank-

notes in circulation in the Monarchy amounted to 1.3 billion koronas in total in 1913. Owing to the 

monetary shortfall, emergency money was issued in numerous regions of the Monarchy, and at the 

time of the Monarchy’s dissolution (1919), in many cases drafts did not reach their destination for 

rediscounting, or sometimes the buildings of banks or savings banks and some branches of the Aus-

tro-Hungarian Bank were temporarily occupied during military actions. The central bank’s situation 

became critical due to the large withdrawal of deposits and the redemption of war bonds, and upon 

the outbreak of the Aster Revolution, there were disruptions even in cash transactions. 

During the Hungarian Soviet Republic, official foreign exchange trade was suspended, and the stock 

exchange ceased to operate (Pogány, 1993). The deficiencies of risk management are aptly demon-

strated by the upswing in the foundation of risky enterprises in 1918, while currency speculation and 

black-market activities burgeoned (Láng, 1960). Parallel to the massive depreciation of the korona, 

a series of new speculative activities emerged, taking advantage of the repayment of loans with the 

depreciated korona. Act XVI of 1916 was intended to foster financial stability: as a response to the 

large number of – often unwarranted – foundations of financial institutions of previous times, the 

Act banned the foundation of new financial institutions altogether. The severity of this provision 

was only eased by Act XV of 1918. 

With the acceleration of inflation, however, a number of new financial institutions were founded 

(e.g. for the execution of stock exchange transactions or for financial intermediary activities). These 

foundations were restricted by the stipulations of Regulations No. 1300 and 6700 of the Minister of 

Finance (Alföldi, 1928). Although the creation of independent financial supervision benefited finan-

cial stability, the financial institutional system was prevented from performing its key tasks by the 

world war and its consequences, the measures brought during the period of the Hungarian Soviet 

Republic and the emergence of speculative activities; therefore, despite the establishment of inde-

pendent supervision, financial stability failed to materialise. World War I had a negative effect on 

currency regimes adopting the gold standard and contributed to the shunning of the participating 

countries by European states, ultimately leading to the contraction of foreign money markets and 

the drying up of Hungary’s sources of credit; consequently, financial integration was not in place 

after 1914 (Kovács-Varga, 2018). 
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Summary 

In the period of formulating the initial proposals and initiatives for the establishment of supervisory 

activity and establishing predecessor organisations, in the absence of a supervisory body, the inde-

pendence of financial supervision was impertinent; independent financial supervision only materi-

alised after the establishment of the Central Corporation of Banking Companies in 1916. With re-

spect to the Monarchy, financial integration was in place, providing the Monarchy with access to 

the European money and capital markets. However, the inadequate level of financial stability was 

reflected in the country’s low resilience to economic shocks. 

In the years following World War I, the only element that was achieved of those of the financial 

trilemma was the independence of financial supervision. The lack of financial stability was primarily 

demonstrated by the large number of liquidations. Against the backdrop of faltering gold standard 

regimes and the drying up of foreign money markets, financial integration was not accomplished. 

As regards the elements of the financial trilemma in later years, policy failed to achieve financial 

stability but managed to ensure the independence of financial supervision. Regarding the elements 

of the trilemma, we found that all factors of the financial trilemma were temporarily in place for a 

short period of time; maintaining this state, however, was not possible due to the specificities of the 

trilemma. Trade-off between the trilemma hasn’t been occurred during this period. 
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