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Preface

by Karl-Heinz Grasser (Federal Minister of Finance, Austria)

The process of enlarging the EU by accession of central and east European countries is
based on satisfying specific political and economic criteria, formulated by the Copenhagen
European Council in 1993:

i) The existence of stable institutions guaranteeing democracy, the rule of law, and human
rights;

ii) a functioning market economy and the ability of the economy to withstand competitive
pressure and market forces within the European Union;

iii) the ability to take on the obligations of membership, including adherence to aims of
political, economic and monetary union.

| think, the papers presented at this conference and the discussions of them during this
meeting have shown that Hungary has fulfilled all three criteria, requested by the European
Union.

Some people may ask: "Why to organize this conference on Hungary? There are ten Central
and Eastern European Countries negotiating for the accession.” To answer, let me
emphasize that Austria is interested in the development of all accession countries but
Hungary is our closest and most important trading partner. To give you only one figure: The
level of exports from Austria to Hungary amounts to 5 % of total exports, which is nearly the
same as the export share to Switzerland (5.4 %) and to the UK (4.8 %). So, | am pleased to
have a group of distinguished Hungarian economists at this conference who gave a thorough
and fair analysis of the present Hungarian situation. | am personally strongly impressed by
the remarkable advances of the Hungarian economy in the last decade: By its gain in
competitiveness, its success in the process of budget consolidation, and by its economic
reform policy.

A few months ago there has been a parliamentary election in Hungary and, as we know, it
has brought about a change of the government. Although with a small margin, the
representatives of the socialists and liberals together obtained a majority in the Hungarian
parliament. | appreciate the opportunity to welcome at this conference Mr. Csaba Laszlo,
the minister of finance of the new government and | like to take the opportunity to express
my sincere hopes that the new government in its economic policy will go the same way as
the previous government, in other words, that the accession to the European Union will have
the same high priority as for the previous government.
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Preface
by Bernhard Felderer® |

From the present volume putting together opinions from experts specialised in aspects of the
Hungarian economy, it is easily seen that Hungary is preparing itself very well for accession
to the European Union. The economy of the country is — after certain problems in the middle
of the 90s — in excellent shape.

1. Economics Status

The real growth rate of the Hungarian Gross Domestic Product since 1997 is between
4.2 %and 5.2 %. Even in the year 2001 with very low growth of international trade and
recessions in some important countries e.g. in Germany, Hungary managed to come out with
a real growth rate of GDP of 3.8 %. Though exports in 2001 grew more than imports
(11.0 % / 8.7 %) a moderate deficit in the balance of trade still prevails. Growth forecasts for
the next years are excellent.

Gross fixed capital formation is increasing at a satisfactory rate and construction is booming
around 10 % in 2001. Real wage increased in 2001 by 7 % which should result in a fast
increase of consumption in 2001 and 2002.

The labour market in particular in the West of Hungary is in surprisingly good shape. Though
employment increases where not very high, unemployment is declining since many years
and is presently at a level of 5.5 % which is low by European standards.

The annual rate of increase of consumer prices declined sharply since 1999 from 28.2 % to
9.2 % in 2001. This can be considered as a very successful stabilization policy, however,
Hungary has to go a few more steps before entering the European Community.

As a conclusion we can summarize that the Hungarian economy is preparing itself
successfully for being considered a serious candidate for membership in the European
Union in 2004,

2. Economic Assessment of Enlargement

There is no doubt that Austria and Hungary would both profit in their economic development
from membership of Hungary in the European Union. Low factor prices will enhance Austrian
and foreign direct investment in Hungary and will further increase Hungarian exports and
Hungarian wages. Both economies will go through a period of adaptation to the new

§ Director, Institute for Advanced Studies, Stumpergasse 56, A-1060 Vienna, Austria, felderer@ihs.ac.at.
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situation. There is some fear in Austria that Hungarian production with low capital intensity in
particular simple services might represent a competition which the Austrian competitors
could not withstand. There is also fear that migration or commuting workers might disturb
Austrian labour markets. We know that there are also fears in Hungary. | believe that we
cannot build a decision which will influence the well-being of our two countries for decades
on fears of people without visions. The Institute for Advanced Studies was always pleading
for transition periods in the labour market and for small services. As we all know we will have
a transition period of 7 years for the labour market and we are convinced that we will see a
rapid adaptation of business to the new situation.

The main concern in Austria are consequences on the labour market. Though migration to
Austria is no longer seen as the main problem, commuting workers to the East of Austria in
particular to Vienna might be a more relevant problem. But as the West of Hungary is
developing rapidly, the number of commuters will probably be much less important than
feared today.

3. Unsolved Problems for 2004

From the beginning of the discussions about enlargement of the European Community the
EU decided to extend the Community geographically by accepting a whole group of
candidates as new members under the condition that they accept the Acquis Communitaire
and fulfil certain conditions for their economy.

This concept of a big bang-enlargement could become problematical because we are
running out of time if we want to complete enlargement by 2004. This is to say that not all
countries with which the EU has negotiated a possible membership are as well prepared as
Hungary for becoming a full member, There are economic and political problems that have
emerged. With some countries the negotiations about certain chapters of a possible contract
are stuck.

The worst reaction of the European Union would be to postpone the accession of all
candidate countries. However, the likelihood of this outcome of the negotiations is increasing
the closer we come to 2004. It seems that some European politicians are tempted to use the
problems in the negotiations with the accession countries as a pretext for not being able to
solve the constitutional problems of the European Union and of the European Central Bank.

If these problems cannot be solved in due course, Austria and Hungary should try to
convince the European Union to proceed with the accession of candidate members in a
sequential way and to drop the current concept of enlargement. This means that some
variation of a Europe with different speeds of integration seems to be a more realistic
concept for European integration.
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Introduction

Helmut Frisch® and Bernhard Boehm$®

Hungary belongs to the group of eastern European countries which, like Poland, Slovenia,
the Czech Republic and Estonia, have entered concrete negotiations for accession to the EU
since November 1998. Already with the year 2004 the first eastern European countries are
expected to join EU, in particular also Austria’s neighbour Hungary. With approaching
eastern enlargement of the EU it appears necessary to identify problem areas of economic
policy that result from the EU enlargement process for Hungary and Austria. In order to
promote a high level discussion of these ensuing problems Professors Helmut Frisch and
Bernhard Boehm, both of the University of Technology, Vienna, undertook the preparation
of a workshop which was organised by IHS with major financial support by the Austrian
Federal Ministry of Finance. Raiffeisen Zentralbank (RZB), Vienna, provided additional funds
for the conference.

Report: Conference

The conference on 6™ June presented six sensitive topics which were analysed by prominent
Hungarian economists and commented upon by Austrian discussants. After an opening
statement by the director of the institute, Bernhard Felderer, the first paper presented by
Gabor Oblath (Kopint-Datorg, Budapest) and Sandor Richter (WIIW, Vienna) was devoted
to an overview of the macroeconomic and sectoral aspects of Hungary's international
competitiveness and trade performance, in particular, the competitiveness of the country’s
manufacturing industry on EU-markets. Starting the analysis from the economic criterion
among the well-known “Copenhagen criteria” of EU membership, "the ability of the candidate
country’s economy to withstand competitive pressures within the enlarged Union", is was
stressed that this ability strongly depends on future conditions — in the year of accession and
afterwards — of the economies of old and new members which are extremely difficult to
predict presently. However, the review of Hungary's specific macroeconomic developments
in the recent past has shown considerable improvements in “real” and “nominal” components
of international competitiveness. In particular, labour productivity in manufacturing has grown
at outstanding rates as compared to other transition countries while labour costs only
increased modestly. The sectoral development appears somewhat unbalanced: strong
growth in traded-goods industries is paired with modest growth in non-traded goods sectors
and services. Recent changes in exchange rate policy and wage behaviour seem to point

SChalr, Institute of Economics, University of Technology, ArgentinierstralRe 8, A-1040 Vienna, Austria,

phone: +43/1/58801-17511, email: hfrisch1@pop.tuwien.ac.at.

% Institute of Econometrics, Operations Research and Systems TheoryUniversity of Technology, Argentinierstralie
8, A-1040 Vienna, Austria, phone: +43/1/58801-11945, email: bboehm@e119ws1.tuwien.ac.at.
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towards faster convergence of nominal wages and will make it harder for Hungary to improve
market shares in international trade. The presentation ended with cautious predictions on the
evolution of Hungary’s future competitiveness.

Judit Neményi of Financial Research Ltd., Budapest, continued the session with a review of
fiscal policy and government debt in Hungary in her paper on “Fiscal consolidation in the run-
up to EMU”. She maintained that the strategy of fiscal policy in this transition phase should
be based on two core principles: transparent medium term orientation, guided by well-
defined fiscal rules. Fiscal rules, if effective, might help creating fiscal discipline and meeting
requirements for sustainability in the long run, while they allow the budget sufficient flexibility
for addressing short term challenges stemming from the business cycle and shocks. In the
medium term the fiscal strategy should target fulfilling the Maastricht convergence criteria
and establishing conditions for compliance with the Stability and Growth Pact in a
sustainable manner.

The second morning session of the workshop focused on the Hungarian capital market and
the monetary system. Zoltan Térok presented a survey on the capital market in Hungary
and its perspective towards EU accession, produced together with his colleagues from
Raiffeisen Securities and Investment in Budapest and Vienna. The Hungarian capital market
meets the standards of developed markets in its regulatory and institutional framework. It has
been an efficient channel of finance for the state but needs further development to fulfil its
role as a source of corporate finance. The Hungarian stock market is deeply integrated in the
global equity markets with foreign investors playing an extraordinarily significant role in the
Budapest Stock Exchange. In terms of market capitalisation and liquidity it is comparatively
small. The Hungarian stock market exhibits a risk discount due to the relative size of the
companies and the market as well as the lower liquidity. The institutional framework of
Hungary's capital market (both equity and fixed income) is basically in line with international
standards. Concerning the regulatory framework the new 2002 January Capital Market Act is
already fully EU compatible. The stock market would take advantage from the easing of the
regulatory framework and some further privatisation through the stock exchange
transactions. Increasing capitalisation and improving liquidity, plus an anticipation of EU and
later EMU entry should bring about a decline of the risk premium. A positive market
sentiment in turn would attract private companies to list on the stock exchange, and the
Hungarian capital market could improve its role as a source of corporate finance.

The second paper in this session was given by Julius Horvath (Central European
University) on banking and exchange rate policy in Hungary which has successfully reformed
the banking sector. Today Hungary's banking sector functions well. A well-functioning
banking sector helps to enforce corporate control and hard budget constraints. Also effective
regulation and supervision of the banking and financial sector helps to moderate the
potential vulnerabilities and avoids unnecessary risk-taking in the presence of heavy capital
inflows. During the transition period Hungary introduced three exchange rate regimes, an
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adjustable peg, then a crawling peg, and currently (from October 2001) Hungary’s exchange
rate regime is a target zone with wide band of + 15 %, where the parity is determined in
relation to the Euro. Horvath concluded with a consideration of the current development of
the Forint, and an evaluation of the potential risks and vulnerabilities.

After a lunch break the workshop continued with a presentation by Karoly Fazekas (Institute
of Economics of the Hungarian Academy of Science, Budapest) on Hungarian labour market
developments. After the start of the transition period output reduction in Hungary was
accompanied by a serious decline in employment and a sharp upswing in unemployment.
After 1993, in parallel with expanding production, unemployment began to diminish but
employment showed prolonged stagnation whereas the ratio of the inactive population
continuously increased up to 1997. Employment started to increase after 1997 for the first
time in the decade of the transition to a market economy. The decline of unemployment was
remarkable in the most prosperous regions where not only full employment has been
reached but scarcity of labour has appeared in certain areas. Some western Hungarian
urban areas had less than three percent unemployment rates and the figure for the capital
was less than 2,5 percent. However, other labour market indicators a far less impressive: the
employment ratio of the male population in the optimum working age (between 35-45 years)
is the lowest in Europe; the participation ratio has been declining since the late 90’s;
Regional labour market differences have been continuously increasing. Fazekas provided an
analysis of the causes and consequences of regional labour market disparities during and
after transition and is convinced that regional factors have been playing a crucial role in
Hungarian labour market developments. ’

The final presentation by Peter Mihaly (Central European University) was devoted to reform
policy and new institutional developments and emphasised that the success of Hungary in
post-communist privatisation was achieved by being forced from the very beginning to divest
Hungary's most valuable state owned enterprises against hard currency. Although this was
then considered regrettable by many politicians, only around 1994-1895 Hungarian
privatisation officials understood that selling to foreign strategic investors was a blessing in
disguise. Only hindsight showed that this was the only conceivable way to put the Hungarian
economy firmly on an export-led growth path.
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Macroeconomic and Sectoral Aspects of Hungary’s
International Competitiveness and Trade Performance
on EU-markets

Competitive Positions and Sectoral Growth of the Hungarian
Economy

Gabor Oblath’ and Sandor RichtersS

1. Introduction

Our paper aims to present an overview of the macroeconomic and certain sectoral aspects
of Hungary’s international competitiveness: in particular, the competitiveness of the country’s
manufacturing industry on EU markets. Our analysis thus takes as its point of departure one
of the well-known ‘Copenhagen criteria’ governing EU membership which lay down both
political and economic conditions that have to be met. The economic criterion relevant to our
approach is the ability of the candidate country’s economy to withstand competitive
pressures within the enlarged Union. This ability is not easily proven; all the more so as it
hinges on currently unpredictable future conditions — in the year of accession and thereafter
— prevailing in the economies of both the old and new members (e.g. the business cycle, in
general, as well as sector- and branch-specific cycles; the new members’ external balances;
exchange rate-related issues; impact of possible transitional arrangements for adopting the
acquis, etc.).

That notwithstanding, the kind of analysis we intend to present in our paper, comprising a
review of recent specific macroeconomic developments in Hungary, as well as a comparison
of the country’s external economic performance and competitiveness with both other
candidate countries and an EU incumbent country (Austria}— may well provide a useful
basis on which to judge the ability of the Hungarian economy to withstand the increasing
competitive pressure in the European Union in the post-accession period.

In first part of the paper, we discuss the macroeconomic aspects and indicators of Hungary's
international competitiveness. In the second part, both the competitiveness and the trade
performance of the Hungarian manufacturing industry on EU markets are discussed. In the
third part, we turn to sectoral aspects of competitiveness and trade performance and
endeavour to identify those sectors that emerged as the main winners and losers in the
course of the radical structural changes that characterized Hungary’s manufacturing output

§ KOPINT-DATORG, Institute for Economics, Market Research and Informatics, Budapest, oblathg@kopdat.hu.
Vienna Institute for International Economic Studies (WIW), Oppolzergasse 6, A-1010 Vienna, Austria,
email: richter@wsr.ac.at.




6 — Oblath, Richter / Hungary's competitiveness and trade performance on EU markets —1H S

and exports during the 1990s. Finally, we draw our conclusions, including some cautious
predictions as to the evolution of Hungary’s competitiveness in the years to come.

2 Macroeconomic background to Hungary’s competitiveness and
structural changes in the domestic economy

Below we address three issues. First, we briefly review the macroeconomic and policy
background/environment governing Hungary' international competitiveness. Secondly, we
take a look at developments in terms of output, employment and productivity in the main
branches of the domestic economy. Thirdly, we analyse, and try to interpret, the evolution of
real exchange rate indices.

2.1 Macroeconomic and policy background

Our point of departure is a brief historical review of changes in output and components of
domestic demand. Figure 1 shows some cardinal features of Hungary's macroeconomic
history in the nineties. Like all transition economies’, the country experienced a very sharp
and deep recession in the early years of the decade (in the period 1989-1993 GDP fell by
18 %); investments slumped almost as much as output, while consumption also decreased,
albeit to a lesser extent. By 1993, the gap between the change in output and domestic
absorption resulted in a large external deficit. Output and investments started to rise in 1994;
the external imbalance, however, remained excessive, leading to a severe stabilization
package being introduced in early 1995. The stabilization measures brought about a further
steep drop in consumption and a temporary drop in investments; however, owing to the
increase in net exports, GDP did not fall. Since 1997, output has been increasing at an
annual rate of some 4-5 %, with extremely rapid investment growth and relatively modest
increases in consumption. In 1999, the volume of GDP reached its pre-transition level and
consumption was still much lower (by about 7.5 %), yet investments were 25 % higher than
they had been a decade earlier. By 2001, real GDP had risen 8.5 % above its level in 1989
and consumption returned to its pre-transition level, whereas investments stood at roughly
40 % higher than they had been in the last pre-transition year.
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Figure 1.

The change in GDP, h_ousehold consumption and investments, 1989-2000
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Between 1995 and 2001, the rate of investment increased from 20 to 24 %.' The contribution
of FDI-inflows to fixed capital formation was very significant in that period (see below). This
points to the importance of the external sector in Hungary's macroeconomic development.
Indeed, as shown by the following graph, the relative volume of exports and imports (of
goods and services) is large and has been increasing at an extremely rapid rate.

Figure 2.

Exports relative to GDP, imports relative to domestic absorption (left scale) and

net exports relative to GDP (right scale)
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Owing to shifts in relative prices, the increase in the share of investments in GDP was larger at constant prices (5
percentage points) than at current prices.
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Whereas exports/lGDP may be considered an indicator of the export-orientation of
production, imports/domestic absorption indicates the extent of ‘import-penetration’ or the
role of imports in final domestic demand. As shown in the graph, a significant gap emerged
between the two indicators in 1993-1994, accompanied by a sharp deterioration in net
exports. The gap was almost closed in 1995, whereafter both export-orientation and import-
penetration increased very rapidly (almost in parallel), while net imports fluctuated between 2
and 4 % of GDP. The recent apparent decrease in both export-orientation and import-
penetration is due to the nominal (and real) appreciation of the domestic currency in 2001%
an issue to be addressed later.

In order to understand the marked export- (or the more generally outward-) oriented
character of Hungary’s economic growth in the second half of the 1990s, particular account
has to be taken of three factors; (a) the size and role of FDI; (b) the behaviour of wages ; and
(c) the conduct of economic policy (in particular, exchange-rate policy).

As for the role of FDI, the official balance-of-payments (BOP) statistics are somewhat
misleading. The problem with measuring FDI is that Hungarian BOP figures do not include
reinvested earnings, an important component of foreign direct investments. In Table 1 we
present some calculations regarding the absolute and relative size of FDI, taking reinvested
profits into consideration, as reported by the cso.?

In real terms, both exports and imports continued to increase more rapidly than GDP in 2001.

Although several problems may arise with adding up figures from different sources, we had no choice in this
case. The NBH does not report data on reinvested earnings in the BOP: the CSO reports these figures when
presenting the components of the difference between GDP and GNI (gross national income). Cash-flow statistics
(prepared by the NBH) on FDI are based on data reported by commercial banks; reinvested earnings are based on
the tax returns of the corporate sector, Therefore, the FDI figures on ‘accrual-basis’ (AB) in Table 1 are only meant
to offer an approximate indication of the degree to which annual FDI due cash-flow statistics are underestimated.
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Table 1.

Indicators of FDI flows, 1995-2000
(EUR billion and per cent)

1995 1996 1997 1998 1999 2000
Gross FDI (CB) EUR bn 3.47 1.82 1.92 1.82 1.87 1.84
Net FDI (CB) EUR bn 3.44 1.82 1.53 1.39 1.61 1.23
Reinvested profits EUR bn 0.78 1.09 1.57 1.74 1.87 2.12
Gross FDI (AB) EUR bn 4.25 2.91 3.49 3.56 3.72 3.96
Net FDI (AB) EUR bn 4.21 2.91 3.10 3.13 348 3.35

In per cent of GDP
Gross FDI (CB) 10.1 5.0 4.7 4.3 4.1 3.6
Net FDI (CB) 10.0 5.0 3.8 3.3 3.6 2.4
Reinvested profits 2.3 3.0 3.9 4.2 4.1 4.2
Gross FDI (AB) 12.3 8.1 8.6 8.5 8.3 7.8
Net FDI (AB) 12.2 8.1 7.7 7.5 7.7 6.6
Current account/GDP (CB)  -5.5% -3.7 -2.1 -4.9 -4.3 -2.5
in per cent of gross capital formation

Gross FDI (CB) 50.2 23.6 213 18.4 17.2 15.0
Net FDI (CB} 49.7 23.8 17.0 14.0 14.8 10.1
Reinvested profits 11.2 14.1 17.5 17.6 17.3 174
Gross FDI (AB) 61.4 377 38.8 36.0 34.5 324
Net FDI (AB) 60.9 37.7 34.5 31.7 323 27.4

Note: CB: cash-flow basis; AB: accrual basis.
Source: NBH (CB-figures) and CSO (reinvested earnings). National Accounts.

By 1999, the volume of reinvested earnings, as reported by the CSO, was on a par with that
of gross FDI in the balance of payments. Even if we consider the CSO-figures to have
overestimated the volume of reinvested profits, there can no question that the actual volume
of FDI in Hungary (on an accrual basis) is much closer to the AB than to the CB (cfficial)
figures shown in Table 1. Thus, over the past few years, the actual ratio of gross FDI to GDP
is likely to have been closer to 8 %, rather than the official figure of around 4 %. The fact that
earnings were reinvested on a large scale in Hungary is indicative of an implicit inflow having
been ignored by official statistics.

While the interpretation of the calculated (AB) FDI figures relative to GDP do not involve
fundamental conceptual problems, their ratio to real investments do. The latter figures (in the
lower section of the table) have to be treated with caution* since up until 1999 about one-

In actual fact, measuring FDI flows at current exchange rates (just as with any item in foreign currency) relative
to GDP poses a problem: the official exchange rate is significantly undervalued relative to PPP. According to OECD-
EUROSTAT calculations, Hungary's GDP at the official exchange rate was about 40 % of its GDP at PPP in 1999,
Thus, the relative size of any foreign-currency item (in percent of GDP) would have to be scaled down significantly,
if expressed in proportion to GDP at PPP.




10 — Oblath, Richter / Hungary's competitiveness and trade performance on EU markets — I H S

third of the cumulative EUR 19,1 billion cash-FDI-inflow into Hungary consisted of
privatization revenue that had little do with real capital formation. The proceeds were mainly
used to redeem foreign public debt.

In order to assess the actual macroeconomic impact/importance of FDI, both BOP-statistics
and our rough adjustments of the official figures have to be put aside, and data based on tax
returns, as reported by the CSO (2002), used in their stead. As it turns out, the importance of
FDI in the Hungarian economy is much more significant than the picture revealed by BOP-
statistics. Table 2 below which relates to the non-financial corporate sector shows the
contribution to performance in that sector of companies with more than 10 % foreign
ownership.

Table 2.

Contribution of foreign-owned companies to indicators in the corporate sector
(in per cent)

Value-added Investments Exports Imports
1994 39 51 54 57
1995 39 60 58 63
1996 43 54 69 70
1997 48 60 75 74
1998 48 60 77 74
1999 49 59 80 76
2000 49 57 75 76

Source: CSO (2002).

Up until 1998-1999, the role of (partly or fully) foreign-owned companies had been increasing
almost continuously in all three respects presented in Table 2: output, investments and
foreign trade. In 1999-2000, the monotonous increase would appear to have come to a halt;
even a slight reversal would seem to have occurred in terms of exports and imports, but it is
too early to decide whether former trends have in fact been ruptured. However, the foreign-
owned sector displays two prominent features. First, it has had a higher share in investments
than in value-added, while its share in foreign trade is higher than in investments. Secondly,
whereas in the mid-1990s, this sector registered a higher share in imports than in exports,
the two ratios were reversed in 1997-99, only to be followed by yet another reversal in 2000.

It should be emphasized that the characteristics of the sector with more than 10 % foreign
ownership actually apply to companies with full (or at least more than 50 %) foreign
involvement since the latter provide the bulk of value-added, investments and foreign trade
generated by foreign-owned companies. We may thus conclude that: (a) investments from
FDI-flows have become an integral and extremely dyhamic feature of the Hungarian
economy; and (b) their current macroeconomic impact cannot be assessed on the basis of
the FDI-inflows recorded in the balance of payments.
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Although relative changes in investments and consumption have already indicated the type
of shift in income shares that took place in the second half of 1990s, it is worth taking a look
at wage developments in that period as well. Figure 3 shows developments in terms of net
wages. Since 1995, a large gap has emerged between nominal wages per wage earner on
the one hand, and nominal GDP per employed person on the other. The gap is more
significant, and has even been increasing in terms of real wages and GDP/employment.
Although the official data on real wages, presented in the figure, tend to overestimate the
actual decline in net wages, there can be no question that in the second half of the 1990s,
incomes have undergone a vast redistribution much to the detriment of wage-earners.

Figure 3.

Net nominal wages and nominal GDP/employed (left scale);
net real wages and real GDP/employed (right scale)
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As a final point, we should draw attention to the fact that at least up until 2001 (a pre-election
year), sustaining international competitiveness constituted a major goal of economic policy.
The cautious liberalization of (non-FDI) capital inflows, restraint in wage increases in the
public sector, prudence in increasing public expenditures and, most importantly,
maintenance of a crawling-band exchange rate regime — all contributed to the international
competitiveness of the Hungarian economy.

All in all, in the second half of the 1990s, autonomous developments and the
macroeconomic policy stance adopted lent firm support to improvements in international
competitiveness. The country witnessed a significant growth in output, a large inflow of FDI
and a considerable increase in the investment rate. Meanwhile, increases in real wages
were rather limited and a crawling exchange rate regime was maintained in order to sustain
the exporters’ competitive position.
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2.2 Sectoral output, employment and productivity

In this section, we review general developments on the supply side of the Hungarian
economy in order to identify the major shifts in sectoral output, employment and productivity.
Figure 4 shows the changes in real GDP and value-added in the main branches (agriculture,
industry, construction and services) relative to 1992. 1992 was taken as the year of
reference since it marked the end of the so-called ‘transformational recession’.’

Figure 4.
Real growth in value-added, by main branch
(1992 = 100)
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Source: Central Statistical Office (CSO).

Clearly, industry was the outright ‘winner’ and agriculture was the ‘loser’ during
developments after 1992, While gross value-added (GDP at factor cost)’ increased by
almost 30 % in the economy as a whole, and by more than 70 % in industry, it fell, amid
fluctuations, by 10 % in agriculture. In services, the increase was about 20 %, roughly the
same as in construction.

The next figure shows trends in employment.

° Onthe meaning of ‘transformational recession’ see Kornai (1994).

It should be noted that output (and its change), measured as the value-added of all sectors, does not match GDP
(and its change). The reason is that the sum of the sectoral figures does not include two important adjustments
necessary to reach GDP: correction for FISIM (Financial Intermediary Services Indirectly Measured) and correction
for product taxes.
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Figure 5.
Changes in employment, by main economic sector
(1992 = 100)
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While overall employment fell by almost 6 % in the period 1992-2000, 1998 witnessed a turn
in the declining trend. Construction and services are the two sectors to have recorded an
increase relative to 1992; however, despite the increase since 1996, the level of employment
in industry is still far below the base period. Employment in agriculture was almost halved
over the eight years under review.

Figure 6 shows the effects of changes in output and employment on labour productivity.
While overall productivity increased by roughly 37 %, it doubled in industry and grew by
more than 60 % in agriculture. Productivity growth in services was much smaller (14 %) and
in construction it was negative (-5 %).

Figure 6.
Changes in productivity, by main economic sector
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Table 3 shows employment and output shares by main economic sector in 1992 and 2000,
as well as changes therein over that period.

Table 3.

Changes in employment and output shares, 1992-2000
(in per cent and percentage points)

Employment Output
Shares Changes  Shares at current prices  Changes in shares at Changes in shares
1992 2000 in shares' 1992 2000  current prices’ at prices of 1992

Agriculture 11.3% 6.5% -4.7 7.2% 4.2% -3.0 -2.2
industry 29.7%  26.8% -3.0 27.3% 28.7% 1.4 8.7
Construction 5.3% 7.0% 1.6 5.9% 4.6% -1.2 -0.5
Services 53.7% 59.7% 6.0 59.6% 62.4% 2.8 -4.4
Total 100% 100% - 100%  1000% - -

Note: ¥ Percentage points.

Source: Calculations based on CSO.

There was a clear shift from agriculture and industry fowards services in terms of
employment, but the changes were far less in terms of output shares — at least, as long as
shares are considered at current prices. However, if production shares in 2000 are
considered at base-period prices, the picture is entirely different (cf. the last two columns of
Table 3). At constant prices there was a very marked shift in output shares from all other
sectors, including services, towards industry. This points to two important developments.

— First, the nature of Hungary's economic growth (following the transformational recession)
has been based much more firmly on industrial expansion than that implied by the minor
shifts in output shares. In fact, the country’s overall development over this period can be
characterized as something akin to ‘reindustrialization’. The reason for this type of
development not being self-evident is that prior to political transformation in 1990, the
country's economy was rightly considered as ‘over-industrialized’ and ‘under-serviced'.
This initial state of affairs could also have led to a different growth path: one more firmly
based on the emancipation and expansion of the service sector. What actually
happened, however, was an enormous drop (30%) in industrial value-added in the period
1989-1992; the output-loss in services over that period, however, was much smaller.
Thus, in the initial years of economic transformation, the adjustment in output shares
came about via differential losses in production. That period was followed by a rapid (and
accelerating) increase in industrial output which was pronouncedly export-oriented and
mainly based on foreign direct investment. Developments in the period 1892-2000, and
especially in the second half of the decade, can thus be accurately described as a
process of reindustrialization: the characteristics of the evolving new industrial structure
had little in common with the structure that marked the pre-transition period.




I H S — Oblath, Richter | Hungary's competitiveness and trade performance on EU markets — 15

— Secondly, the relative prices of industrial output and services underwent a radical
change. The difference between changes in output shares at current and constant prices
is a clear indication of the magnitude of relative price changes (industry: -7.3; services
+7.2). This indicates that services achieved their ‘'emancipation’ via significant increases
in their relative prices; a process facilitated by the differential increase in productivity in
the respective sectors. Thus, the so-called ‘Balassa-Samuelson effect’, which also has a
bearing on movements of the real exchange rate (an issue to which we return in section
2.3.) can be seen to have worked rather powerfully in Hungary during the 1990s.

Developments affecting overall productivity are summarized below. For the sake of simplicity,
branches have been aggregated into two broad sectors: one supplying traded goods and the
other supplying non-traded items (services).8

Table 4 presents changes in output, employment, and productivity relative to 1992 in the
traded and non-traded goods sectors, as well as for both sectors as a whole.

Table 4.

The cumulative change in value-added, employment and productivity
in the traded and non-traded goods sectors

(1992 = 100)
Annual growth rate
(per cent)
1993 1994 1995 1996 1997 1998 1999 2000 1992-1998 1992-2000
GDP - traded 1004 1049 1112 1149 1252 133.3 1414 1515 4.9 5.3
GDP - non-traded 100.7 104.8 102.8 1044 1071 1111 1148 119.2 1.8 2.2
GDP - total 100.6 104.8 1054 107.7 1128 118.0 123.1 1293 2.8 3.3
Employment ~ traded 857 815 762 761 762 784 785 766 -4.0 -3.3
Employment - non-traded 99.4 991 998 985 984 99.0 103.7 106.6 -0.2 0.8
Employment - total 937 919 901 894 893 906 934 943 -1.6 -0.7
Productivity ~ traded 117.1 128.7 145.9 151.0 1642 170.0 1803 197.8 9.2 8.9
Productivity -~ non-traded 101.3 105.7 103.0 106.0 108.8 1122 110.7 1118 1.9 1.4
Productivity - total 107.3 1141 117.0 1206 1263 130.3 1319 137.1 4.5 4.0

Source: Own calculations based on CSO data.

Since 1994, output in the traded-goods sector has increased continuously; with the
exception of one year (1995), the non-traded goods sector has shown a continuous increase
as well. This exception indicates that the stabilization programme of 1995 did not just involve
a change in relative prices, income shares and relative output, but it also incurred a
downward adjustment in output in the non-tradable goods sector.

See Balassa (1964) and Samuelson (1964).

Industry and agriculture are included in the traded goods sector, and all other branches in the not-traded sector.
Of course, this is a simplification since agricultural output is ‘semi-tradable’, while several types of services are
internationally traded (e.g., by travel). This categorization serves as a rough approximation,
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In the period 1992-2000, total value-added increased by 3.3 % per annum (by 2.8 % in the
period 1992-1998); value-added in the traded goods sector rose by 5.3 % (4.9 %); and in the
non-traded sector by 2.2 % (1.8 %). Up until 1997, total employment showed a continuous,
albeit gradually slower decline (by almost 10.5 %), whereafter it began to increase gradually.
The loss in employment was primarily due to the major fall in the traded goods sector. In the
other composite sector, the number of employed persons did not change significantly until
1998, whereafter it started to increase rather rapidly. As a result of these developments, by
2000 labour productivity in all sectors was 37 % higher than in 1992: it doubled in the traded
goods sector, yet increased by a mere 12 % in the non-traded goods sector. The divergence
in productivity growth was the result of different changes in both output and employment in
the two sectors. However, in order to establish the relative importance of those factors, we
made a very simple calculation.

First, we calculated the contribution of output and employment growth in the traded and non-
traded goods sector, respectively, to the change in total output and employment. Then, we
took the differences in the respective contributions of output and employment growth as an
approximation of contributions to total labour productivity growth.9

Table 5 shows the contributions of changes in output and employment in the traded and non-
traded sectors to total productivity growth in terms of both percentage points (‘absolute
contributions’) and per cent (‘relative contributions’).

Formally: (AX"Xo + AXVT1Xo) = (ALT/Lg +ALN/Lo) = P = [(AX/Xo+1)/(AL/Le+1) 1], where X is output (at constant
prices), L is employment, P is labour productivity (=X/L); 4 and ', respectively, indicate an absolute and relative
change, T and NT (upper) indices, respectively, are the indicators of the traded and non-traded goods sectors;
characters without upper-case indices refer to the economy as a whole. The lower-case index ‘0’ refers to the base
period. We stress that this is not an exact formulation of the respective relationships (We omitted the ‘correction
term’ linking first differences to growth rates). However, the empirical importance of the correction term is negligible:
the cumulative difference between the total growth rate of productivity calculated from the right-hand side and the
left-hand side is only 2 percentage points for the period 1992-2000 (35 vs. 37 percent; 0.2 percentage points per
year). Therefore, we have used the formula on the right-hand side to decompose the components of productivity
growth in the period 1992-2000.
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Table 5.

The contribution to total productivity growth of changes in output and employment
in the traded and non-traded goods sectors, 1992-2000

(percentage points and per cent)

T NT p)
percentage points
X 16 13 29
L -10 4 -6
P 26 9 35
Per cent

X 46% 37% 83%
L -29% 1% 7%
P 74% 26% 100%

Notations: T — traded goods; NT — non-traded goods; X ~output; L ~ employment; P - labour productivity.

Source: Calculations based on CSO data.

The increase in productivity in the tradable sector contributed to growth in overall productivity
(roughly 35 %) by about three-fourths (26 percentage points); the productivity increase in the
non-tradable sector contributed about one-fourth (9 percentage points). In the tradable
sector, the decline in employment played a very significant role in expanding productivity in
that sector; its contribution to total productivity growth was almost 30 % (10 percentage
points). In the non-traded goods sector, employment increased, contributing -11 %

(-4 percentage points) to total productivity growth.

Overall, the increase in total output and the loss in total employment, contributed to the
increase in productivity by 83 % (about 29 percentage points) and 17 % (6 percentage
points), respectively. Thus, over the period as a whole, the non-traded sector could make up
for about one-third of the employment loss in the traded goods sector. This development,
however, is solely due to changes in 1999-2000 with the onset of employment growth.

2.3 Real exchange rate changes

Having reviewed developments affecting Hungary's international competitiveness, viz.
productivity-growth, we now turn to indicators reflecting actual changes in the price and cost
competitiveness of the economy, viz. real exchange rate (RER) indices. RER-indices are
meant to express the net effect of changes on three factors: the home country's price/cost
levels, the exchange rate and the trading partners’ price/cost levels.

Before presenting the figures, attention is drawn to the policy environment governing nominal
exchange rate changes on the one hand, and ceftain data-related problems on the other. As
for the first issue, three distinctly different exchange rate regimes were applied over the
period 1989-2001. Up until March 1995 a ‘fixed, but adjustable’ exchange rate system was
the rule; in the period March 1995-May 2001, the policy of a crawling peg with a narrow band
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was pursued; since spring 2001, a floating rate with a +/~ 15 % band has been in force. Until
the band was widened, the domestic currency depreciated in nominal terms (inflation, albeit
at a declining rate, was, and still is, above that of Hungary's trading partners). However,
following the recent change in the exchange rate regime, the HUF has appreciated in
nominal terms; this, as we shall see, has led to significant real appreciation.

As for the data-related problems, we have two sets of data on RER-changes from the
National Bank of Hungary (NBH): one is based on earlier issues of the NBH Annual Report
(the series lapsed in 2000), the other one provides more recent figures, yet has different time
spans and is not entirely compatible with the longer series. Given the importance of obtaining
as clear a view as possible of recent changes in competitiveness when judging the country’s
economic prospects, both series are presented; however, attention is called to the fact that
the two sets do not bear exactly the same implications.

The notion underlying Figure 7 below is that there is no such thing as the real exchange rate.
There are several RER-indicators, of which four have been selected. The first two are based
on relative price indices (CPI and PPI relative to the weighted average of partner countries’
CPI and PPI, adjusted for the change in the nominal effective exchange rate). The third is
based on relative unit labour costs, ULC (i.e., the relative ratio of gross labour costs per
employed persons to value-added per employed person). The fourth is a ‘hybrid’ indicator:
the ratio of the RER based on PPI to that based on ULC. It can be shown that the latter
corresponds to the relative ratio of the producers’ real wage to productivity; under certain
assumptions, this is an indication of relative profitability.'®

Figure 7.

Indicators of the real effective exchange rate”
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1% Eor details on the RER based on relative profitability, see e.g., Lipschitz, L. and McDonald (1993).
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The first point to make is that Figure 7 shows the path of various RER indices, but nothing
definite is known about the ‘correct level/path of those indicators. Hence, simple
observations alone cannot indicate whether a change in a certain direction was economically
justified (put loosely, whether it moved towards equilibrium). This can only be inferred from
other pieces of information.

The second point is that while the behaviour of indices based on relative prices is relatively
consistent, RER indices based on ULC and relative profitability display enormous swings.
The RER based on CPI shows an almost continuous and significant real appreciation (with a
temporary reversal in 1994-1996); that based on PPI, however, displays no discernible any
trend (even though it also includes the cycle of 1994-1996). The variance in the longer-run
behaviour of the two types of RER can be explained in part by real factors and in part by
policy measures. The PPI includes traded goods, the domestic prices of which — in a very
open economy after complete trade liberalization — are strongly affected by foreign prices for
similar goods and the nominal exchange rate. Hence, the RER based on PPI does not
contain much information on changes in a country’s international competitiveness.

Since it includes the prices of non-traded goods with a large weight, the RER index based on
CPI could be a better indicator of excessive {(economically unjustified) changes in the real
exchange rate. However, in Hungary, as in other transition economies, the RER index based
on CPI, as well as its difference relative to that based on PPI, was influenced by two major
factors unrelated to international competitiveness: (a) the gradual removal of subsidies and
administrative controls on consumer prices, an ongoing process; and (b) the Balassa-
Samuelson effect (see also section 2.2.). The latter involves a differential in the growth rate
in the productivity of sectors supplying traded/non-traded goods and an equilibrium real
appreciation of the RER based on CPL"" This factor has been of relevance to Hungary since
1996.

One is thus left with RER indices based on ULC and relative profitability: indices which
displayed major movements in the period under review. The two indices generally moved
together, as the RER based on PPI did not change significantly. In the period 1989-1993,
according to the RERs based on ULC and relative profitability real appreciation was massive
(almost 40 % and 35 %, respectively) and certainly excessive. However, a very sharp
reversal in the latter two RER indices was to be observed after 1993. A similar reversal was
also to be seen in the RER indices based on relative price indices: adjustments to correct the
overshooting (excessive real appreciation) were introduced in 1994 as borne out by all real
exchange rate indicators. It is also clear that the stabilization package in 1995 simply
reinforced adjustments to the RER that had been initiated earlier, but had proven insufficient

B See e.g, Halpern ~Wyplosz (1997) and ECE (2001), Chapter 6, on its relevance to the Balassa-Samuelson effect
for the transition economies.
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to offset the negative effects that ultimately led to the deterioration in the trade balance
shown in Figure 2.

Finally, it should be noted that since 1994, the real exchange rate based on ULC (similarly to
the one based on relative profits) has been depreciating almost continuously. It is quite
possible that just as real appreciation in the period 1989-1993 turned out to be excessive,
the real depreciation in the period 1994-2000 may have also led to overshooting, albeit in the
opposite direction. However, before rushing into judgment, we should also take a look at the
other (more recent and shorter) time series.

Figure 8 shows a somewhat different picture of recent developments. According to these
indicators, the depreciation in the RER index based on ULC was less significant, and the
turnaround had already begun in 2000, prior to widening the band (and the corresponding
nominal appreciation) in 2001. The fact that the (relative) profitability-based RER index
showed no change in 2001 is not truly revealing from the point of view of competitiveness.
Indeed, it may well be an indication of a rather slow pass-through of nominal exchange rate
changes to those in domestic prices (see the sharp appreciation in RER PPI), rather than an
indication of genuinely stable competitiveness based on relative profitability.

Figure 8.

Real effective exchange rate indices
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To sum up: simple observations of the past evolution of alternative RER-indices do not
provide any clues as to the interpretation of recent changes in those indices. It is, therefore,
too early to suggest whether these changes have a bearing on the prospects of Hungary
enhancing its international competitiveness. It is particularly uncertain whether weakening
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price/cost competitiveness is borne cut by earlier improvements in that field on the one hand,
and by favourable changes in non-price competitiveness on the other."

3 An international comparison of Hungary’s trade competitiveness in
the manufacturing sector

in the following section, the perspective of our analysis shifts in two respects: (a) we focus on
the manufacturing industry, the most important sector from the point of view of trade
competitiveness; and (b) we extend the scope of our enquiry to other countries in Central
and Eastern Europe so as to be able to assess Hungary's performance in an international
context.

3.1 Components of competitiveness

The four figures below (Figures 9-13) reveal different aspects/components of change in, and
the level of, international competitiveness in the manufacturing sector in the countries of
Central and Eastern Europe (CEECs). Figure 9 shows average growth rates in
manufacturing productivity for 10 transition economies after the initial collapse of industrial
output (generally after 1993). It should be noted that the productivity indices are based on
gross output, rather than on value-added (i.e., net production, which would be more
relevant), but comparable data on output were only available on a gross basis. As the figure
shows, the increase in Hungary's manufacturing productivity in the period 1993-2000
significantly exceeded that of other CEECs: its performance (15.4 % annual growth) is one-
third better than that of Estonia and Poland, ranked second and third best performers. The
productivity increase in Hungary was less rapid, yet still impressive (11 % per annum), if
output is measured in terms of value-added. As already mentioned, comparable data are not
available for the other countries; therefore, we cannot assess what effect an alternative
interpretation of productivity would have on the relative performance of the countries
compared in Figure 6."

Figure 10 presents the results of estimates on labour productivity levels (gross production
per employee) for the manufacturing industry in CEECs and, as a benchmark, for Austria. In
order to permit a comparison, national currencies were converted intc ECU with purchasing
power parities (PPP). The first data set (black bars, PPP_GDP) is drawn from national
productivity figures converted into a common currency unit with 1996 purchasing power

12 For want of space, we cannot treat issues related to non-price/cost (i.e., ‘qualitative’) competitiveness in detail;
we only refer to results of our former work in this field, according to which Hungary's qualitative trade
%)mpetitiveness improved significantly during the second half of the 1990s. (See Oblath-Pula-Szilagyi, 2000).

Gécs (2002) compared the cumulative difference between the growth of gross output and gross value-added in
total manufacturing for the period 1997-2000. He reports the largest difference for Hungary (33 percentage points);
the next is the Czech Republic with 17 % points, followed by Slovakia (7 % points) and Poland (6 % points). This
implies that productivity comparisons based on gross output should be treated with circumspection.
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parities for the whole GDP.' Conversion along these lines yields higher productivity
estimates for the candidate countries. In the second data set, the conversion factor used is
PPP for gross fixed capital formation in 1996 (grey bars, PPP_GCF), where the price levels
in the candidate countries are relatively high.'® This manner of conversion thus vyields lower
productivity estimates for the candidate countries.

Using either of the methods, the findings show Hungary to be the best performer among the
countries compared, attaining 72.8 % and 45.3 %, respectively, of the 1999 Austrian
productivity level in 2000. Productivity levels in the three countries behind Hungary were
about one third lower relative to Austria (according to the GDP-based PPP). This is
especially surprising in the case of Slovenia (which has a substantially higher per capita
GDP than Hungary) and the Czech Republic (a country with a traditionally highly developed
manufacturing industry). The productivity gap (relative to Austria) is remarkably wide in
comparison to the Baltic States, Bulgaria and Romania. According to the second
methodology, Hungary's advantage compared to the countries of Central Europe is
somewhat smaller, yet larger compared to the Baltic States, Bulgaria and Romania. (An
alternative calculation based on branch-specific unit-value ratios, which compared prices of
representative products, yielded similar results for Hungary, Poland, the Czech Republic
relative to Germany. In 1896 the level of productivity in Hungary was 41 % that of Germany;
the corresponding ratios for the Czech Republic (37 %) and Poland (34 %) were lower than
those for Hungary. (These are the results of a joint research project undertaken by the WIIW
and University of Groningen. See Monnikhof and van Ark, 2000).

Although productivity is an important ingredient in international cost-competitiveness, the
latter also depends on domestic costs — in particular /abour costs — and the nominal
exchange rate. Figure 11 shows that labour costs (defined as gross wages, including indirect
wage costs, per employed person in EUR at current exchange rates) were rather low in the
ten countries in 1999/2000 relative to the Austrian level. Even Slovenia, with the highest
labour costs in the group, attained only one-third of the level in Austria; the respective ratio in
Hungary was about 14 %. Wage costs in the Baltic countries, and especially in Bulgaria and
Romania, were even lower.

“ Purchasing power parities were adopted from the ECP 1996 — see Eurostat-OECD (1989).
This follows from the ‘static’ version of the Balassa ~ Samuelson (B-S) hypothesis referred to above.
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Figure 9.

Productivity: growth rates in the 1990s"
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Figure 10,

Productivity: levels in 2000/1999 compared at PPPs" -
(Austria = 100)

80

70

60 Il Prod(PPP_GDP)

50

Prod(PPP_GCF)

40

30

20

10

T T

CZ SLR HU PO SLOV ROM BG EST LAT LT

T

Note: 1} PPP for GDP and GCF: purchasing power parity for GDP and gross capital formation, respectively.




24 — Oblath, Richter / Hungary's competitiveness and trade performance on EU markets —IH 8

Figure 11.

Nominal labour costs in 1999/2000"
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The net effect of the two factors discussed above — productivity and labour costs — is
revealed by the indicators for unit labour costs (ULCs ~ labour costs per unit of output)
relative to Austria, as shown in Figure 12. The figure displays two indicators for each country;
they differ from one another owing to the difference in the PPP conversion factor previously
considered in Figure 10 (GDP-based, versus gross fixed capital formation, GCF-based).
(The CEEC ULCs for 2000 are compared to the Austrian ULCs for 1999.) The results are
highly favourable for Hungary; its ULC in manufacturing was among the lowest of the 10
countries. In the GDP-based ULC comparison, only Bulgaria and Romania had slightly lower
unit labour costs (17 %) than Hungary (19 %) relative to Austria. According to the ULC
comparison based on gross fixed capital formation, Hungary’s position was even more
advantageous. Its relative position (30 %) was considerably lower (i.e. better) than that of the
second best performing country, Slovakia (38 %), and the next best thereafter, Bulgaria
(41 %).

We should emphasize that in comparing ULC levels in CEECs relative to Austria, we
consider the comparisons based on GCF-PPPs to be the more relevant indicators. However,
it should also be pointed out that Hungary's position in terms of ULC may have deteriorated
substantially since 2000, the last year of comparison. First, as already mentioned, the forint
has continued to appreciate appreciably since May 2001 (when the intervention band was
widened to +- 15 % from +- 2.25 %); secondly, wages rose rapidly in 2001 and have
continued to do so in 2002. We shall return to these issues in the final section of this paper.

3.2 Hungary's relative trade position in EU markets

Having reviewed some of the factors contributing to international competitiveness, we now
turn to their revealed effects. While productivity and unit labour costs provide important
insight into the efficiency of the production process and related costs, it remains to be known
whether the market appreciates the commodities leaving the production process. Apart from
cost efficiency, foreign trade performance also reflects marketing efficiency and product
quality. This holds even more true for a small open economy such as Hungary than for
economies with large domestic markets.




26 — Oblath, Richter / Hungary's competitiveness and trade performance on EU markets —IH 8

Table 6.

EU-15 manufacturing industry imports from CEECs
(ECU million and growth in per cent)

2000/95

1995 1996 1997 1998 1999 2000 growth in %

Bulgaria 1678.3 1594.8 1940.2 2095.0 2008.7 2910.6 734
Czech Republic 8318.1 9105.8 10089.1 13898.9 16022.8 20575.8 147.4
Slovak Republic 2977.9 32071 3845.9 5230.2 5797.4 6761.5 1271
Hungary 7088.7 8215.9 110071 13790.6 16709.6 20978.1 195.9
Poland 10891.5 10992.4 12771.8 14763.4 16238.9 21686.3 99.1
Romania 3263.8 3488.6 4297.0 4890.7 5534.3 7395.2 126.6
Slovenia 4182.8 4208.2 4596.0 5131.6 5221.7 6071.8 45.2
Estonia 780.0 979.3 1337.0 1537.6 1664.6 2891.9 270.8
Latvia 868.3 967.5 1106.0 1160.4 1207.0 1630.5 87.8
Lithuania 904.4 1028.4 1238.8 1334.2 1519.6 2085.9 128.4
CEEC(7) 38401.2 40902.8 49447.3 59900.2 67623.4 86379.3 124.9
CEEC ( 10) 40653.8 43878.0 53129.2 63932.4 72014.5 92967.7 127.0
USA 89683.7 97004.2  116927.5 128774.9 141204.2 174391.0 04.7
Japan 53427.6 51638.1 58438.2 63788.5 69354.0 83477.8 56.2
EU total' 420876.9 452127.6  521519.6  574191.6  631469.5 797284.0 85.5

Note: 1) Without intra-EU trade.
Source: Eurostat COMEXT database.

Table 6 shows the levels and growth rates of manufacturing imports for the EU-15 in the
period 1995-2000. In those five years, total EU-15 manufacturing imports (without intra-EU
trade) increased by 86 %. Imports from Japan rose at a lower rate (56 %), while imports from
the USA (95 %) exceeded the growth rate for EU-15 external imports as a whole. The 10
CEECs registered an impressive growth record: an increase of 127 % or 41 percentage
points higher than the growth of EU-15 external manufacturing imports as a whole. Within
that group of ten countries variations were considerable. Manufacturing imports from
Hungary (i.e., Hungarian exports to the EU-15) displayed the second highest growth rate
(196 %) in the group. This was substantially higher (by 49 percentage points) than the
growth rate of all ten countries combined. The title of ‘best performer’ goes to Estonia with an
incredible manufacturing export growth rate of 271 % in the review period. Of the most
important reference countries, the Czech Republic also achieved an impressive growth rate
of 147 %, as did Poland (99 %), whereas Slovenia was substantially weaker (45 %).

The rapid export growth enjoyed by Hungarian manufactures was reflected in the
spectacular increase in the country’s market share in total EU-15 manufacturing imports
(without intra- EU trade). Data in Table 7 indicate that Hungary's market share in the EU-15
external imports of manufacturing products rose from 1.65 % in 1995 to 2.63 % in 2000,
ranking second highest after Poland (2.72 %) among the ten candidate countries. Alone the
increment in the market share of close to 1 percentage point over five years exceeded the
whole market share for 2000 of either Bulgaria, the Slovak Republic, Romania or Slovenia
and was greater than the whole market share of the three Baltic States combined. In 2000
Hungary's market share in manufactures of 2.63 % accounted for nearly one quarter of the
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ten candidate countries” combined manufacturing market share

the US share (see Table 7).

Table 7.

CEEC market shares of the EU-15 manufacturing industry imports

(without intra-EU trade, in per cent)

in the EU-15.
corresponded exactly to one quarter of Japan’s manufacturing market share and to 12 % of

it

1995 1996 1997 1998 1999 2000
Bulgaria 0.39 0.35 0.37 0.36 0.33 0.37
Czech Republic 1.94 2,01 2.1 242 2.54 2.58
Slovak Republic 0.69 0.73 0.74 0.91 0.92 0.85
Hungary 1.65 1.82 2.1 2.40 2.65 2.63
Poland 2.53 2.43 2.45 2.57 2.57 2,72
Romania 0.76 0.77 0.82 0.87 0.88 0.93
Slovenia 0.97 0.93 0.88 0.89 0.83 0.76
Estonia 0.18 0.22 0.26 0.27 0.26 0.36
Latvia 0.20 0.21 0.21 0.20 0.19 0.20
Lithuania 0.21 0.23 0.24 0.23 0.24 0.26
CEEC(7) 8.93 9.05 9.48 10.43 10.71 10.83
CEEC (10} 9.53 9.70 10.19 11.13 11.40 11.66
USA 20.84 21.46 22.42 22.43 22.36 21.87
Japan 12.43 11.42 11.21 11.11 10.98 1047

Source: UN, Eurostat COMEXT database, WIIW calculations.

It is interesting to compare the level and growth of the CEEC-10 manufacturing exports to
the EU-15 with their manufacturing imports on the same terms (see Table 8). For the ten
candidate countries combined, their export (127 %) and import growth rates (113 %) did not
differ greatly in the review period. In the case of Hungary, however, there is a difference; the
growth in manufacturing exports (196 %) to the EU-15 was 55 percentage points higher than
the import growth rate (141 %). Only two other countries, Estonia and the Czech Republic,

reported such a significant difference in favour of manufacturing export growth.
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Table 8.

EU-15 manufacturing industry exports to CEECs
(ECU million and growth in per cent)

2000/95

1995 1996 1997 1998 1999 2000 growth in %
Bulgaria 1891.4 1567.7 1674.1 2225.3 2479.8 2088.0 58.0
Czech Republic 10846.3  13000.1 14616.8 15853.8 17177.2  22260.8 105.2
Siovak Republic 2008.8 3754.8 4446.4 5347.3 5216.7 6159.9 105.4

Hungary 8191.7 93414 11819.0 143171 16021.8  19729.5 140.8
Poland 13906.1 17794.4 22634.4 25526.9 26641.8  30916.7 122.3
Romania 3559.0 4156.7 4708.8 59565.7 5950.0 8249.6 131.8
Slovenia 4902.1 5071.0 5922.2 6317.8 6498.6 7569.2 54.4
Estonia 1292.8 . 1605.9 2289.3 2578.0 2300.7 3060.4 136.7
Latvia 864.9 986.0 1416.2 1663.1 1546.6 1859.8 115.0
Lithuania 034.3 1333.1 1971.0 2182.6 1922.9 2298.9 146.0
CEEC(7) 4629565  54686.2 65821.9 75543.8 79985.9 97873.6 111.4
CEEC ( 10) 493876  58611.2 71498.5 81967.5 85756.1 105092.7 112.8
USA 93923.6 1041025 128291.2 1467021 1674004 2093154 122.9
Japan 30753.5  33269.1 33216.0 28869.6 32778.6 412134 34.0
EU total 522077.2 572636.4  649658.6 661128.6 6882454 845046.1 61.9

Source; Eurostat.

Hungary's rapidly improving trade balance in the review period followed on the diverging
export and import growth rates displayed by the country’s manufacturing industry (See
Table 9). For the CEEC-10 combined, the manufactures trade balance was deep in the red; it
worsened appreciably from ECU 8.4 billion in 1995 to ECU 18.4 billion in 1997, whereafter
things started to improve and the deficit dropped to ECU 12.1 billion by 2000. In the case of
Hungary, whereas the trade deficit with the EU-15 in manufactures had still increased'slightly
in 1996 compared to the previous year, it had gone on to decrease rapidly over the four
years thereafter before registering a surplus by 1999. In the period 1996-2000, the
manufactures trade balance continued to improve by more than ECU 2.3 billion. Apart from
Hungary, the Slovak Republic was the only country among the ten candidate countries to
register a shift from a manufacturing trade balance deficit to a surplus in the period under
review (Estonia also displayed considerable improvement.)
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Table 9.
CEEC trade balances in manufacturing industry trade with the EU-15
(ECU million)

1995 1996 1997 1998 1999 2000
Bulgaria -213.1 27.0 266.1 -130.3 -381.2 -77.4
Czech Republic -2528.2 -3894.3 -3627.7 -1954.8 -1154.3 -1685.0
Slovak Republic -20.9 -457.7 -600.5 -117.1 580.7 601.6
Hungary -1102.8 -1125.5 -811.9 -526.6 687.8 1248.6
Poland -3014.6 -6802.0 -9862.5 -10763.5 -10402.9 -9230.3
Romania -295.2 -668.0 -411.8 -965.0 -415.7 -854.4
Slovenia -719.3 -862.8 -1326.2 -1186.2 -1276.9 -1497 .4
Estonia -512.9 -626.6 -952.4 -1040.3 -636.1 -168.5
Latvia 3.3 -18.5 -310.2 -502.8 -338.6 -229.3
Lithuania -29.9 -304.7 -732.2 -848.4 -403.4 -232.9
CEEC (7) -7894.3 -13783.4 -16374.6 -15643.6 -12362.5 -11494.3
CEEC ( 10) -8433.7 -14733.2 -18369.3 -18035.1 -13741.6 -12125.0
USA 4339.9 7098.4 11363.7 17927.2 26196.2 34924.4
Japan -22674 1 -18368.9 -25222.2 -34918.9 -36575.4 -42264.5
EU total 92200.3 120508.8 128136.0 86937.0 56775.9 56775.9

Source: UN, Eurostat COMEXT database, WIW calculations.

Data in Table 10 show that the combined growth of the ten candidate countries’
manufacturing exports is attributable solely to two factors. First, one third of the growth is
attributable to the effect of overall EU-15 demand for manufactures and two thirds are
attributable to the competitive gains that the countries attained to the detriment of other
exporters to the EU-15. Secondly, the structural component was negative for both the ten
candidate countries as a group and each individual member of the group. In the case of
Hungary, competitive gain was responsible for the bulk of export growth (78 %); the overall
demand effect was less than for the group as a whole and the structural effect was slightly
negative. Over the four years, none of the 10 candidate countries, except for Estonia,
managed to secure competitive gains higher than those attained by Hungary. Lithuania, the
Czech Republic and Slovakia had nearly as good a record in competitive gains as Hungary
(a share of over 70 % for the competitive gain component).
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4 Sectoral aspects of Hungary’ competitiveness and trade
performance

In the following section, we wish to go beyond the general features of manufacturing
competitiveness and address some distinctive developments at the sub-sectoral level. We
shall follow the same order of analysis as in the foregoing sections. After reviewing
developments in productivity and unit labour costs, we turn to changes in sectoral trade
balances and market shares.

4.1 Productivity and unit labour costs

Table 11 shows the development of manufacturing productivity by 2-digit NACE industries in
1993-2000. The comparison of the sector indicators across countries refers to a
specialization pattern peculiar to Hungary. In none of the other candidate countries was the
productivity growth so one-sided or concentrated. Productivity grew much above the average
in two of the 14 industries in manufacturing, (electrical and optical equipment and transport
equipment); all other industries recorded below-average performance. That notwithstanding,
productivity grew appreciably in each industry, except coke, refined petroleum products &
nuclear fuels and chemicals, chemical products and man-made fibres where only modest
productivity growth was registered in the period under review."®

'® We must point out here that the expressions "winners" and "losers" in the fitle of Table 11 are somewhat
misleading, especially in the case of Hungary, where productivity increased at a formidable pace in several of the
"loser” industries. Only their relative position to the electrical an optical equipment and transport equipment with
extreme high productivity growth rates renders them to this apparently unfavourable ranking. We are grateful for J.
Gacs for his comment on this issue.
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Table 11.

Relative productivity gains, sub-sectoral winners and losers
(average annual change in % for total manufacturing (D) and relative gains in percentage
points)

1997-2000 1993-2000 1993-2000 1993-2000 1993-2000 1993-2000 1993-2000 1995-1999 1994-1999 1993-1998
BG (074 HU PO ROM SL.R. SLOV EST LAT LT

D 0.6 6.3 15.4 11.0 5.8 6.8 5.5 8.9 5.8 -6.6
DA 0.9 -4.4 -7.9 -4.2 -3.4 -4.6 -2.6 -7.6 -3.6 -0.5
DB -5.0 -4.7 -7.7 -4.1 -2.0 -11.7 -0.2 6.6 0.7 -7.0
DC -5.7 -10.8 -8.4 -1.8 -1.1 -2.5 -6.5 5.5 -10.4 -4.9
DD 8.3 -3.7 -6.9 -4.1 -7.4 -9.0 -5.7 12.4 -2.2 -9.8
DE -1.5 0.5 -2.4 0.8 0.3 0.9 -6.6 2.1 -0.8 -23.6
DF -7.5 -2.6 -9.9 -5.3 -2.3 4.5 -23.0 . . 1.0
DG  -29 -0.8 -10.8 -1.5 -3.1 0.3 1.1 7.4 -10.6 6.1
DH -0.3 0.6 -6.9 -1.1 -6.3 -3.3 -0.7 2.1 8.9 9.4
DI 4.5 -0.6 -5.3 1.1 0.9 -1.2 0.1 4.1 6.9 4.2

DJ 57 -3.7 -2.0 -0.3 0.7 -4.9 2.3 23 12.2 6.7
DK 52 2.0 -2.9 2.5 4.5 -0.2 -2.2 3.0 -8.3 -8.9

DL 7.4 9.9 18.9 6.3 1.0 2.1 6.8 9.3 5.1 12.1
DM -0.1 4.5 16.2 9.5 6.8 204 4.2 0.3 -6.4 15.8
DN 9.9 0.9 -6.4 -1.5 9.0 -1.0 0.6 2.5 . 2.6

Note: Calculations of relative gains: DA(93-00) - D(93-00) = relative gain DA,
Source: WIIW Industrial Database.

Notations to Table 11:

DA: Food products; beverages and tobacco; DB: Textiles and textile products; DC: Leather and leather products;
DD: Wood and wood products; DE: Pulp, paper & paper products; publishing & printing; DF: Coke, refined
petroleum products & nuclear fuel; DG: Chemicals, chemical products and man-made fibres; DH: Rubber and
plastic products; Di: Other non-metallic mineral products; DJ: Basic metals and fabricated metal products; DK:
Machinery and equipment n.e.c.; DL: Electrical and optical equipment; DM: Manufacture of transport equipment;
DN: Manufacturing n.e.c.

Table 12 and Figure 13 show the manner in which productivity levels in manufacturing
industry in Hungary developed relative to Austria over the period 1992-2000. Table 12 shows
comparative productivity levels based on PPP for GDP, while Figure 13 addresses the same
features based on PPP for gross capital formation (GCF). It should be clear that neither
presentation is based on actual (direct, industry-by-industry) comparisons. Both rely on
national statistics relating to productivity levels, the only difference being the conversion
factor for ‘transforming’ current price data into relative volume (productivity) figures. (In the
benchmark year (1996), the ratio of the PPP for GDP to the PPP for GCG was 0.62, or — in
other terms — the PPP for GCF was some 60 % higher than that for GDP as a whole.)
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Table 12.

Hungarian productivity (at PPP for GDP), 1992-2000

(Austria 1999 = 100)

NACE 1992 1993 1994 1995 1996 1997 1998 1999 2000
D Manufacturing total 258 304 385 405 43.2 499 574 600 728
DA Food products; beverages and tobacco 341 387 446 495 525 52.0 514 48.7 54.6
DB Textiles and textile products 16.3 183 20.1 213 21.0 208 215 224 273
DC Leather and leather products 122 137 185 172 158 172 193 182 196
DD Wood and wood products 19.0 243 203 294 30.9 328 373 264 27.1
DE Pulp, paper & paper products; publishing & printing ~ 26.0 30.3 33.0 37.5 381 459 584 449 508
DF Coke, refined petroleum products & nuclear fuel 108 11.1 13.0 138 142 148 170 149 166
DG Chemicals, chemical products and man-made fibres  39.0 41.6 456 459 447 521 502 462 53.8
DH Rubber and plastic products 38.8 48.3 635 65.6 634 683 675 627 68.9
Dl Other non-metallic mineral products 25.0 31.3 361 38.7 404 421 465 449 507
DJ Basic metals and fabricated metal products 26.7 33.9 453 492 523 57.0 653 509 61.1
DK Machinery and equipment n.e.c. 182 232 29,5 357 355 343 388 379 423
DL Electrical and optical equipment 129 17.0 239 26.2 36.0 57.8 77.5104.7 127.6
DM Transport equipment 166 22.1 28.9 47.2 580 820 97.8 119.6 136.5
DN Manufacturing n.e.c. 201 245 27.0 30.2 283 317 358 271 325
Source: WIIW Industrial Database.
Figure 13.
Hungarian productivity (at PPP for GCF), 1992-2000
(Austria 1999 = 100)
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Source: WHW Industrial Database.

The catching-up process in the eight-year period was indeed astonishing, regardless which
of the two versions presented above (Table 12 or Figure 13) is considered the more relevant.

If we accept the version shown in Table 12, the interpretation is as follows. The productivity
of the manufacturing industry as a whole was equivalent to hardly more than a quarter of that
of Austria in the first year of the comparison (1992). By 2000 it had attained 73 % of the
Austrian level, reducing the difference by 47 percentage points in less than a decade. The
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most dynamic catching-up process took place in the electrical and optical equipment and
transport equipment industries, where by 1999 Hungarian productivity had already
surpassed that of Austria, even though in the first year of comparison the gap between the
two countries’ productivity in those two industries was larger than in total manufacturing. By
2000 Hungary's productivity in those two industries was already about a third higher than
that of Austria.

if we consider the second interpretation shown by Figure 13 (the more relevant one to our
mind), the scale certainly changed (thus none of the Hungarian industries’ productivity
actually surpassed the level in Austria), yet the direction remained unchanged: all 14
industries started to catch up with Austrian productivity levels. Catching-up was minimal in
the leather and leather products, textile and textile products and coke, refined petroleum
products & nuclear fuels. The pace was modest in other manufactures such as chemicals,
chemical products and man-made fibres and wood and wood products. In the remaining nine
industries the pace was formidable.

Table 13a.

International comparison of ULCs in manufacturing industries
(year 2000, PPP96 for GDP, Austria 1999 = 100)

BG CZ EST HU LAT LIT PO ROM SL.R. SLOV

(1998) {1999) {1998)
Manufacturing total D 16.7 32.2 383 185 372 297 333 173 243 719
Food products; beverages and tobacco DA 163 30.0 372 29.0 364 354 357 9.7 266 608
Textiles and textile products DB 302 414 379 398 463 391 453 325 569 850
Leather and leather products DC 325 853 538 656 868 403 543 306 50.6 128.1
Wood and wood products DD 208 569 418 382 388 634 355 221 706 133.1
Pulp, paper & paper products; publishing & printing  DE 196 285 60.2 258 49.3 47.6 303 20.1 251 107.9
Coke, refined petroleum products & nuclear fuel DF 1929 221 77.2 60.2 23.6 20.0 2076
Chemicals, chemical products and man-made fibres DG 164 22.6 326 471 202 413 173 204 582
Rubber and plastic products DH 144 274 238 209 207 346 242 181 233 599
Other non-metallic mineral products DI 15,5 321 287 261 259 414 207 146 270 6550
Basic metals and fabricated metal products DJ 122 377 328 214 289 550 280 121 218 792
Machinery and equipment n.e.c. DK 23.3 335 539 29.7 711 501 404 320 307 629
Electrical and optical equipment DL 223 2984 471 97 549 307 349 23.0 421 890
Transport equipment DM 350 321 621 1718 628 739 357 310 107 363
Manufacturing n.e.c. DN 169 328 366 366 376 314 186 354 599

Source: WIIW estimates based on national statistics, OECD, EUROSTAT and UNIDO.
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Table 13b.

International comparison of ULCs in manufacturing industries
(year 2000, PPP96 for gross capital formation, Austria 1999 = 100)

BG CZ EST HU LAT LIT PO ROM SLR. SLOV
(1998) (1999) (1998)

Manufacturing total D 40.9 485 734 297 63.0 602 448 412 37.9 845
Food products; beverages and tobacco DA 388 452 713 466 617 717 480 21.8 415 715
Textiles and textile products DB 736 624 726 639 784 792 610 776 888 999
Leather and leather products DC 793 1286 103.2 1054 1471 817 730 73.0 79.0 150.6
Wood and wood products DD 503 858 80.1 614 658 1285 477 526 110.1 156.5
Pulp, paper & paper products; publishing &prining DE  47.8 43.0 1155 414 83.5 96.3 408 480 39.2 126.8
Coke, refined petroleum products & nuclear fuel DF 4886 333 124.0 81.0 56.2 31.2 3498
Chemicals, chemical products and man-made fibres DG 40.0 34.1 52.3 79.8 40.9 556 414 318 684
Rubber and plastic products DH 35.0 413 457 336 350 700 326 431 364 704
Other non-metallic mineral products Di 379 485 550 420 439 84.0 400 349 421 646
Basic metals and fabricated metal products DJ 207 56.8 629 344 489 1115 377 289 34.0 93.1
Machinery and equipment n.e.c. DK 56.8 50.6 103.3 47.7 1205 1015 644 764 479 739
Electrical and optical equipment DL 544 444 904 156 931 623 470 548 657 1046
Transport equipment DM 854 484 1191 18,9 1064 1497 480 741 16.6 427
Manufacturing n.e.c. DN 413 4985 588 621 762 422 445 553 704

Source: WHW estimates based on national statistics, OECD, EUROSTAT and UNIDO.

Consideration then shifts to the level of unit labour costs (in 2000) in manufacturing
industries relative to Austria as compared to the other CEECs. Table 13a shows comparisons
based on PPP for GDP, while Table 13b is based on PPP for GCF.

Here again, where the levels are concerned, it makes a great difference whether we accept
the results based on PPP for GDP (Table 13a), or those corresponding to PPP for GCF
(Table 13b). In the following brief overview, we refer to figures in Table 13a, but also cite the
corresponding figures in Table 13b (in parentheses).

Analysing Hungarian ULCs by sector, it is no wonder that in the two industries with extremely
rapid productivity growth the ULCs were also extremely low: 9.7 (15.6)% of the Austrian level
in the production of electrical and optical equipment and 11.8 (18.9)% in fransport
equipment. Other industries registered higher ULCs than the manufacturing industry
average. A relative good record — 20 to 30 % (35-60 %) of the Austrian level — was achieved
in food products and beverages; pulp, paper & paper products, publishing and printing;
rubber and plastic products; other non metallic mineral products; basic metals and fabricated
metal products and machinery and equipment n.e.c. Of the 14 industries, two recorded
substantially higher than average ULCs: leather and leather products and coke and refined
petroleum and nuclear fuels.
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4.2 Sectoral trade balances and market shares: industrial winners and losers

Overall trade balance indicators mask significant differences in terms of individual industry
trade balances. Figure 14 provides information on sectoral balances in the manufacturing
industry over the period 1995-2000.

Data in Figure 14 reveal the existence of three distinct groups within the 14 industries.
Transport equipment and electrical and optical equipment are those industries where the
trade balance radically improved from year to year over the review period. Chemicals,
chemical products and man-made fibres, rubber and plastic products, basic metals and
fabricated metal products and machinery and equipment n.e.c. are those industries where
the trade balance deteriorated continuously over the same period."” Within the latter group,
the deterioration of the sectoral trade balance in chemicals, chemical products and man-
made fibres and machinery and equipment n.e.c. bore much more weight than the other two
industries. In the remaining eight industries, no clear trend is apparent where a change in
direction in the sectoral trade balance is concerned.

The above data indicate that the marked specialization process in the transport vehicles and
electronics sectors is linked to an albeit weak, yet still formidable ‘de-specialization’ process
in chemicals and general engineering products.

Figure 14,

Hungary: sectoral trade balances with the EU, 1995-2000
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Source: WHW Industrial Database.

7 In the machinery and equipment n.e.c. industry 1999 and 2000 brought about a minimal improvement in the
trade balance.
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Finally, Table 14 attempts to give an indication (at the NACE-3 digit level) of the speed of
structural change in Hungarian manufacturing industry exports in the period 1985-2000 The
data are ranked according to the extent of competitive gains calculated in the framework of
the above described shift-and-share analysis. Mofor vehicles recorded the highest
competitive gain in the period under review; that particular commodity group registered a
remarkable market share of 11 % in EU-15 motor vehicle imports from all non-EU member
countries world-wide. Office machinery and computers came second, while TV, radio and
recording apparatus enjoyed the third highest competitive gain in the period under review. In
all three commodity groups, annual average export growth rates were very high: 37 %, 89 %
and 46 %, respectively. TV, radio transmitters and apparatus for line telephony registered the
highest annual export growth rate. In the latter commodity group, exports more than doubled
annually. Hungary attained a remarkable market share (8.1 %) in the EU-15 imports of TV,
radio and recording apparatus.

At the other extreme, labour- and energy-intensive commodities were exported by losing
industries, where competitive losses were recorded in terms of exports to the EU-15. The
nature of the restructuring process is best illustrated by comparing the highest competitive
gain [ECU 2,607 million] (motor vehicles) to the highest competitive loss [ECU 88 million]
(basic iron and steel, ferro-alloys). The highest competitive loss was equivalent to no more
than 3.4 % of the highest competitive gain in the period 1995-2000.
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Table 14.

Hungary: winner and loser industry exports to the EU-15, 1995 - 2000

Average

Competitive

NACE oporte . “annual  gain, 1995-  H1erelsrer
ev! " inilion  Changein 2000, ECU - Ton5n0, 00
% million
30 highest winners
Motor vehicles 341 38445 374 2607.7 11.01
Office machinery and computers 300 2313.3 88.6 2165.6 3.25
TV, radio and recording apparatus 323 1850.0 455 1420.0 8.12
TV and radio transmitters, apparatus for line telephony 322 747.5 126.0 725.3 3.04
Parts and accessories for motor vehicles 343 896.1 39.9 643.5 6.21
Electronic valves and tubes, other electronic comp. 321 398.7 57.1 3319 0.85
Electrical equipment n. e. c. 316 706.1 23.2 307.2 5.26
Electricity distribution and control apparatus 312 465.5 30.6 283.4 5.27
Basic chemicals 241 805.5 12.3 2141 2.34
Instruments for measuring, checking, testing,
navigating 332 237.5 47.86 187.3 1.50
Electric motors, generators and transformers 31 419.2 223 182.5 4.38
Isolated wire and cable 313 268.5 36.5 180.6 7.12
QOther general purpose machinery 292 2911 29.6 168.9 2.02
Domestic appliances n. e. c. 297 373.4 22,0 166.4 6.96
Rubber products 251 254.5 254 139.1 4.02
Furniture 361 338.9 19.4 117.5 3.26
Lighting equipment and electric lamps 315 377.6 16.7 111.0 10.65
Other special purpose machinery 205 273.7 18.6 103.4 1.71
Plastic products 252 2479 17.8 90.4 2.21
Railway locomotives and rolling stock 352 84.0 58.0 70.3 6.95
Optical instruments and photographic equipment 334 86.5 48.9 68.4 1.10
Machinery for production, use of mech. power 291 2423 16.1 67.3 1.35
Articles of paper and paperboard 212 924 37.9 65.7 4.26
Pulp, paper and paperboard 21 84.6 27.2 54.5 0.74
Other fabricated metal products 287 221.0 127 46.9 2.40
Basic precious and non-ferrous metals 274 484.2 7.6 44.1 1.25
Knitted and crocheted articles 177 141.1 16.7 43.2 1.93
Other textiles 175 62.7 28.2 40.0 1.68
Cutlery, tools and general hardware 286 78.1 19.2 31.7 1.30
10 largest losers
Publishing 221 20.0 0.6 -4.8 0.71
Coke oven products 231 9.0 -5.1 -5.3 1.10
Tanning and dressing of leather 191 21.0 -2.4 -8.0 0.81
Tubes 272 474 1.6 -8.5 2.57
Builders' carpentry and joinery 203 50.9 3.3 -8.5 3.21
Refined petroleum and nuclear fuel 232 271.0 8.5 -13.7 1.33
Games and toys 365 34.1 0.8 -13.8 0.46
Other food products 158 26.2 -10.6 -23.7 0.67
Made-up textile articles 174 80.1 1.8 -27.3 1.66
Other wearing apparel and accessories 182 855.0 4.9 -69.3 2.10
Basic iron and steel, ferro-alloys (ECSC) 271 265.3 0.2 -88.1 2.61
Total 20978.1 24,2 10857.6 2.63

Source: WIIW Industrial Database.
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5 Summary, conclusions and a rider

The objective of our paper was to present a broad review of the background, components,
indicators and revealed effects of Hungary's trade competitiveness at the macroeconomic
and sectoral levels. We aimed to describe and interpret those features of the Hungarian
economy in two respects: first, in terms of their evolution during the nineties (in particular
after 1995); and secondly, on the basis of an international comparison.

In common with all other transition economies, Hungary experienced a deep recession in the
early years of the political and economic transformation. Unlike several other countries in the
region, however, it underwent a serious stabilization crisis in the mid-1990s. Although
stabilization incurred significant social costs (a palpable drop in real wages and
consumption), the pattern of growth that evolved over the second half of the 1990s was
characterized by a remarkable improvement in the country’s international competitiveness
attributable to a number of interrelated factors. Economic policy was clearly biased towards
the growth of exports and investments vs. public and household consumption. While aiming
at disinflation, monetary policy accorded high priority to maintaining a competitive exchange
rate, while fiscal policy and autonomous developments in nominal wages also bolstered
trade competitiveness. At the same time, the inflow of FDI was appreciable and contributed
significantly to growth in fixed capital formation in the second half of the 1990s.

As a result of these factors, Hungary experienced considerable improvements in both the
‘real’ and the ‘nominal’ components of international compstitiveness. First of all, labour
productivity, particularly in manufacturing, grew at an outstanding rate, much more rapidly
than in other transition economies (in the period 1993-2000, annual average growth in
manufacturing productivity was 15 % in Hungary, 11 % in Poland and 6-7 % in the Czech
Republic and Slovenia).18 As for the ‘nominal’ side, labour costs expressed in foreign
currency terms increased modestly in comparison with both other transition countries and
gains in domestic productivity. As a consequence, the real exchange rate index based on
unit labour costs — perhaps the most relevant indicator of competitiveness — improved
markedly, especially in the period 1995-1999.

That notwithstanding, favourable changes in relative productivity and costs merely indicate
the potential competitiveness of a country. In the ultimate analysis materialization of that
potential has to be judged on the basis of actual frade performance. We thus approached the
question of ‘revealed competitiveness’ in two steps. First, we looked at changes in market
shares (in EU-15 imports); and secondly, using a ‘shift-and-share’ analysis, we decomposed
those changes into sub-components so as to be able to determine the size of the
‘competitiveness factor'. In both steps, we endeavoured to asses Hungarian performance

8 In terms of value-added, the difference is most probably smaller, see footnote 15 above,
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compared to ten transition (pre-accession) countries. The outcome of that analysis was
extremely favourable for Hungary.

In the second half of the 1990s, Hungary's trade share on EU markets increased by
1 percentage point. This represents the largest increment and the second highest growth
rate (after Estonia) among the transition countries. As for the components of that increase,
roughly 80 % can be attributed to improved competitiveness (once again, the second highest
after Estonia, where competitiveness accounted for 85 % of the increase).

The above findings indicate that, over the past few years, Hungary's economy — especially
its manufacturing sector — has clearly proven its ‘...ability... to withstand competitive
pressures’. However, recent changes in exchange rate policy and wage behaviour may have
had an unfavourable impact on the country’'s competitiveness. Before interpreting these
more recent developments, a brief characterization of sectoral differences would appear in
order.

The rapid growth in output and productivity was associated with an extremely uneven pattern
of development, at the level of both the macro-economy and manufacturing. On the one
hand, the growth in industry (or, more generally, in the traded-goods sector) was very rapid,
whereas the quantitative development of the sectors supplying non-traded goods (services)
was rather modest. It should be noted, however, that official statistics might not record some
improvements in the quality of services. On the other hand, the pronounced increase in
manufacturing output and productivity was based on profound structural changes - the most
profound of all CEECs'®; they involved exceptionally rapid expansion in a limited number of
branches/activities (viz. motor vehicles and office machinery) and relatively slow growth or
shrinkage in a number of others. The differences in growth rates are clearly associated with
differences in the extent of penetration of FDI (i.e. investor interest) in different sectors.

Finally, we recall recent developments that have been only partly covered by the statistics
reported in our paper: most importantly, the nominal appreciation of the forint (since May
2001), combined with a sharp increase in nominal wages (since the fourth quarter of 2001)
and a slow-down in productivity growth in the manufacturing sector (in 2001). These
changes, and further likely developments in 2002, are estimated to result in at least 15 %
real appreciation in the real exchange rate based on ULC during 2001-2002. The
interpretation of these sharp changes in the factors underlying Hungary's international
competitiveness thus becomes a major question.

One possible interpretation is that in the period 1995-1999, the increase in competitiveness
was ‘excessive’; there should thus be ample room for absorbing changes of the opposite
kind. If it proves correct, this interpretation bears two major implications. The first may take

® See Gacs (2002).
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on particular importance for those future EU-partners closest to Hungary: the rapid
convergence of nominal wages has already begun - even prior to Hungary's actual
accession to the Union. The second relates to prospective developments in trade shares:
after a period of achieving very large gains, the future may well see Hungary securing more
limited gains in market shares than in the recent past. This interpretation should be fairly
reassuring for both Hungary and its closest trading partner, Austria.

However, since we have no clue as yet about the effects of the real appreciation of the forint,
a different scenario should also be considered: during 2001-2002 the real exchange rate
may well have undergone excessive correction. If that is the case, Hungary may well go
through a difficult period of adjustment, in which economic policy faces a dual task: keeping
wage increases significantly down while implementing fiscal stringency.

It is not yet clear which of the two interpretations will prove correct. None the less, quite apart
from the outcome, we believe that a social agreement pertaining to prospective price and
wage changes could well assist the country to maintain/regain its competitiveness, while
helping it to reach a compromise where other conflicting goals are concerned, including the
nominal and real paths taken by macroeconomic variables as the country moves closer to
EU- (and later EMU-) accession.
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Annex

Methodology to Table 10

The shift-and-share analysis can be applied to decompose the increment in total exports of
country i (a given CEEC) to another country (in our case the EU) AXas follows:

AX, =Y A, = AM M)+ 3w [ aM, 1) =@M D)+ Y 5, lax, x,) - (M 1),

where x; is country i's exports of commodity/sector j; M; denotes EU's total imports of
commodity/sector j (in our case total imports from ‘extra-EU', i.e. non-EU member states); M
denotes EU's total imports (from 'extra-EU'} and A’ stands for increment.

> x,(aM /M) can be interpreted as a general demand component; S5 lan, raa,)- (ane 1a1))
is a structural effect component and 3} x, [(Ax,j /x,./.)—(AM M, )] is a component measuring the

competition effect.

The shift-and-share analysis makes it possible to decompose the total increment in CEEC
exports to the EU into three hypothetical components:

1. A general demand component, showing how a given country's exports would develop,
were it to grow at the same rate as total EU imports;

2. A component measuring the structural effect, showing whether the country's exports are
centred on commodities that are in above-average demand in the EU (i.e. they grew at an
above-average rate compared with total EU imports); and

3. A component measuring the competition effect that shows whether the country has
exported more in certain commodities to the EU than its competitors outside the EU (this
decomposition refers only to 'extra-EU' trade).

Source: Competitiveness of Industry in CEE Candidate Countries. Composite Paper, Final Report (WIIW 2001)
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Fiscal Policy and Government Debt in Hungary
Fiscal consolidation in the run-up to EMU

Judit Neményi®

1. Introduction

Hungary has made significant progress in comprehensive reforms of public finance during
the first decade of transition. Fiscal reforms comprised: redefining the role of the state in the
economy, downsizing the budgetary redistribution, institutional and procedural changes in
budgeting, restructuring of budget revenues and expenditures, transformation of the deficit
financing regime and facing such future challenges of sustainability like implicit indebtedness
stemming from the ageing problem. The overriding economic policy goal — that of shifting the
transitional economy to a balanced, high growth path — called for significant fiscal
adjustments that could be designed and implemented only by increasing transparency and
accountability of the general government.

Although major steps had already been carried out in the second half of 1990s, in order to
frame a fiscal stance for macroeconomic consistency, the fiscal consolidation remains the
most important ingredient of sustainable real and nominal convergence in the run-up to full-
fledged membership in the Economic and Monetary Union (EMU) and thereafter,

EMU accession is anticipated to exert pressures on fiscal policy via different channels. Fiscal
policy fulfils two very different tasks: while it will play a key role in maintaining balanced
growth path in the longer run, further structural transformation of the budget is essential for
increasing the speed of catching up. Thus the first task of fiscal policy is macroeconomic and
can be designed within the general investment-saving balance framework, based on the
principle of fiscal stance sustainability that is largely subsumed by the budget balance and
the public debt to GDP ratios. The second task of fiscal policy concerns the budgetary
redistribution and addresses structural issues: the size and aims of various spending items
and the structure of the tax system should be determined by considering development
policies and social aspects. Accession to the EU will be associated with increased level of
government spending for compliance with Union's standards (e.g. infrastructure and
environmental investments, costs related to the healthcare reform, transformation of public
administration etc.). These tasks, though co-financed by EU funds, might easily pry the
budgetary target open, as budget revenues cannot be easily raised to accommodate excess
expenditures without violating government's commitment to reduce tax rates. The
harmonization of these macro- and structural tasks raises new challenges for budget
preparation in the accession period. ;

§ Senior economist, Financial Research Lid, Address: Felévizi un 24, H-1023 Budapest, Postal address:
Kilincs u, 2/B, H-1028 Budapest, Hungary, Phone: +36-1-2757537, email: judit.nemenyi@freemail.hu.




46 — Neményi / Fiscal policy and government debt in Hungary — 1 H S

The strategy of fiscal policy in the run-up to EMU should be based on two core principles:
transparent medium term orientation, guided by well-defined fiscal rules. Fiscal rules, if
effective, might help creating fiscal discipline and meeting requirements for sustainability in
the long run, while they allow the budget of sufficient flexibility in addressing short term
challenges stemming from the business cycle and shocks. In medium term the fiscal strategy
should target fulfilling Maastricht convergence criteria and establishing conditions for
compliance with the Stability and Growth Pact (SGP) in a sustainable manner.

The paper deals with the macroeconomic aspects of fiscal consolidation in Hungary and it is
organized as follows. In Section 2 different indicators of fiscal stance will be presented. The
fiscal impact and sustainability of public finance during the last ten years will be analysed, in
Section 3. Section 4 discusses the main elements of fiscal consolidation required for meeting
the convergence criteria. Conclusions, in Section 5, relate to the main principles to be
followed in the run-up EMU.

2. Indicators of fiscal stance at the outset of the accession period

By the early 2000s Hungary has largely completed the task of transition from the centrally
planned to a market based economy and is facing the decade of accession to EMU. The last
ten years were characterised by radical economic reforms, growing liberalization of trade
and capital movements and establishing the basic financial markets. Transition was
accompanied by large-scale privatisation and fundamental changes in institutions and
regulation. Creating market conditions led to deep structural changes and macroeconomic
adjustments necessary for achieving a relatively high growth path. Microeconomic
restructuring and co-ordinated macroeconomic policies contributed to the restoration and
strengthening of growth potential and created equilibrium conditions for sustainable catching
up as well as for steady reducing of inflation rate. The transformation was aggravated by
external shocks: collapse and loss of basic markets (CMEA), in the early phase, and
contagion stemming from shocks in the emerging markets, over the second half of 1990s.

Hungary entered its sixth consecutive year of relatively high growth in 2002', driven by
investment and exports. Transformation of economic structure was supported by a large sum
of foreign direct investment (FDI) that Hungary has received since the end of 1980s.
Reduction of annual price increases — from close to 30 % towards low, one-digit inflation —
was more gradual than in other transitional economies due to the so-called ‘sustainable’
disinflation policy, aiming at minimizing the output loss. By 2002, however, the CPI inflation
could be reduced to around 6 %, a good starting point for going ahead with the nominal
convergence towards the inflation criterion of the monetary union. (Table 1) Hungary entered
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the transition period with a high level of public — especially external — debt and with a non-
transparent public borrowing system, which imposed serious financial constraints on both the
policy-making and the economic development. Reforming the system of public finance? has
been playing a key role in stabilisation and creating a base for sustainable catching up to the

developed European economies.

Table 1.

Main macroeconomic indicators

1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001
Growth rates at constant prices
preceding year = 100
GDP 1.5 1.3 4.6 4.9 4.2 5.2 3.8
o/w: domestic absorption -3.1 0.6 4.0 7.8 4.0 5.1 2.1
- private consumption -7.1 -3.4 1.7 4.9 4.6 4.1 4.1
- gross capital formation -4.3 6.7 9.2] 133 5.9 7.7 3.1
Exports 13.4 84| 264, 167, 132 21.8 9.1
Imports -0.7 6.2| 246 228 123 21.1 6.3
CPI {Dec/Dec) 28.3 19.8] 18.4| 103 11.2] 1041 6.8
CPI (annual average) 28.2 236 183 143 10.0 9.8 9.2
Current account 5.5 3.7 -241 -4.8 -43 -29 22
{cash flow, % of GDP)
Current account -1.9 -1.3 -0.8] -2.0 -2.0 -16/ -1.2
(in billion EUR)
FDI* (in billion EUR) 3.5 1.8 1.9 1.8 1.8 1.8 2.7
Memorandum ltem: '
GDP growth rate in EU-15 2.3 1.7 2.6 2.8 2.5 3.4 1.3

Source: Annual Reports of National Bank of Hungary.
* Foreign direct investment, including privatisation revenues and inter-company loans.

The public finance reforms implemented over the 1990s covered institutional, regulation and
policy changes and were based on re-definition and re-regulation of the role of the state® in
the economy according to the main principles prevalent in market economies. This required:*

! Although the GDP growth rates in 2001-2002 have been declining — affected by the worldwide siowdown — the
anticipated growth rate of Hungarian economy (around 3,5 %) is still high relative to the 1.3 % GDP growth of EU-12
grojected for 2002.

There are several studies dealing with different aspects of Hungarian public finance reform and fiscal adjustment
in 1995. The volume edited by Bokros and Dethier (1999) provides a complex presentation of related issues. It
would go beyond the scope of this paper to present even the most important steps and elements of the reform
process. Here, focusing on current problems and open issues in an EMU-accession perspective, only a brief
summary is given as a background for the evaluation of the fiscal position achieved by the early 2000s.

. Kornai (19899) discusses the philosophy of public finance reform.
LaszI6 (1999) gives an insight into stages and details of public finance reform in Hungary.
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e Clear definition of tasks and rights of the different sub-systems of the general
government (central budget, extra-budgetary funds, social security and local
governments); '

+ State’s withdrawal from the income redistribution;

¢ Reduction of borrowing requirement of the general government;
¢ Transformation of the system of financing the deficit;

o Creating transparency regarding the budget process;

e Creating new institutions for efficient execution of fiscal policy (Treasury offices, debt
management agency);

o Creating transparency of accounts.

The above sets of tasks were closely interrelated. Creating transparency of accounts was an
essential precondition for giving judgement on the actual fiscal position and designing budget
refrenchment, considering longer-run, debt sustainability prospects. The ‘traditional’ budget
{presented to the Parliament) has been prepared on a cash-flow basis in Hungary. The
coverage and content of budget accounts of the four sub-systems (central budget, extra-
budgetary funds, social security funds and local governments) has been improving over the
decade,’ but the size of non-deficit-related transactions and off budget obligations could not
be reduced substantially due to the relactance of political will. Others than cash balances
have not been officially produced until recently, despite the fact that it was recognised, that in
a macroeconomic context the accrual-basis balances would have been more appropriate for
the analysis of fiscal stance, since the economy underwent rapid structural changes and the
composition of budget financing experienced significant shifts (from foreign exchange to
domestic currency, from short term Treasury bills to government bonds etc.).

The implementation of a new regime of deficit financing was one of the fundamental
elements of Hungarian public finance reform. In the centrally planned regime the National
Bank of Hungary (NBH) carried out large-scale quasi-fiscal activity: the bank accommodated
the budget borrowing needs with no limit and at preferential interest rates. Moreover, the

° It took time until the consolidated balance of sub-systems and the government expenditures in a functional
classification became available for policy makers. Therefore the size of redistribution and the fiscal impact on the
economy could be estimated with low reliability in the early phase of transition. Developments in achieving fiscal
transparency in Hungary is discussed in P. Kiss (1998).
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external borrowing (for the government and financing the whole economy) belonged to the
tasks of the central bank. In order to distinguish clearly between fiscal and monetary
functions, according to the rules introduced in 19925, budget deficits have been financed by
marketable government securities (Tbills and bonds) and direct deficit financing by the
central bank is prohibited.” The reform of budget financing system was completed in 1996,
when a debt swap operation® phased out all the budgetary credit lines at below market
interest rates and the NBH ceased to borrow in its own name for the government in the
international markets.® The present regime of public finance is fully compatible with
European standards. Shifting to a market based deficit financing regime turned out to be a
efficient in provoking a substantial fiscal adjustment, postponed for long in the early nineties,
as the actual costs of government borrowing appeared gradually in budget expenditun—zs.10

Although necessity and main principles of public finance reform were already clearly
recognised at the very start of the transition and several instututional and regulatory changes
were set up during the first half of the 1990s, deep structural measures were not introduced
until the growing tension in external finance — deterioration of the current account —
anticipated a financial crisis in Hungary. Following the Mexican collapse, in January 1995,
doubts and distrust emerged in the international markets about stability of Hungarian
development, which made the radical fiscal adjustment unavoidable. The fiscal adjustment
‘package’, launched in March 1995, covered short-term measures and long-term strategic
decisions and consisted of the following blocks: (i) ‘austerity’ measures for 'prompt reduction
of the budget deficit; (i) measures for regaining and strengthening credibility; (iii) concerted
efforts for reducing the public debt to GDP ratio to a sustainable level; (iv) and transformation

of large social welfare systems (pension, healthcare).

Fiscal retrenchment, implemented in March 1995"!, served primarily to reduce public sector’s
borrowing requirement (PSBR) so as it could be financed from the market. Steadily growing

8 The legal and institutional framework was established by the Act on the Central Bank of 1991 and its successive
amendments,

Between 1993-1995, there were some ‘transitional’ rules, allowing of a gradually shrinking direct credit line
between the central bank and the budget.

The budget's preferential HUF credits at the central bank were swapped into loans denominated in foreign
currencies; the currency-composition and conditions were determined according to the liabilities denominated in
foreign currencies at the NBH's portfolio.

The central bank continued participating in the forex debt management in co-operation with the Debt Management
q\ogency.

; Barabas et al. (1999). ;

E.g. expenditure cuts and restructuring, introduction of import surcharge for a transitory period. Bokros and
Dethier (1999) provide a deep insight into the details. Fiscal measures were complemented by realignment of the
exchange rate, resulting in surprise inflation near to 30 %, and by introducing a pre-announced, crawling, narrow-
band exchange rate regime in order to increase predictability. Suranyi and Vincze (1998) discuss the monetary side
of the adjustment,
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primary budget deficit (deficit net of interest payments) had to be turned into a surplus.
Following the restrictive measures aiming at restoring macroeconomic equilibrium,
fundamental changes had gradually been introduced in the budget process. Budget
balances for the macroeconomic policy setting became to be determined on the basis of the
entire general government. It was decided that the privatisation revenues could not finance
current expenditures but debt repayment. The budget preparation was re-regulated,
infroducing the regime of medium term fiscal projection (see in Box 1) which provided a
regularly updated framework for the annual budget preparation and aimed at increasing
predictability and credibility of fiscal policy. As an additional measure of reducing the (implicit)
public debt burden, reforming the social security system started by the introduction of a ‘two-
pillar’ pension system in 1998 (Box 2.). Transformation of the healthcare system has been
progressing very slowly so far, it is a difficult issue left for the future still in 2002.
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Box 1. The transformation of budget process

The implementation of the Act on Public Finance (APF) — the central law governing the
operation of institutions belonging to the general government — has brought about major
changes in the budgeting process in Hungary during the 1990s. As a result the preparation
and regulation of the Hungarian budget has become largely conform to the European Union
standards. The timetable of annual budgeting process has been clearly established and
incorporates the elements of a medium-term budget framework as well. The Medium-term
Budget Guidelines (MBP), including the broad targets for fiscal policy that are consistent with
the macroeconomic conditions, are approved by the government in mid-year, followed by a
parliamentary resolution concerning the deficit and the level of government expenditure
relative to GDP. The MBP’s ‘corner figures’ should be respected as ceilings in the budgeting
process. The detailed budget and the assigned economic policy paper including a three-year
projection have to be submitted to the Parliament by mid-October. According to the APF, the
amendments by the parliament should respect the targets for total revenues and
expenditures for each chapter voted in the first round of Parliamentary procedure. Final
approval by voting is due by late-December each year.

In 1999 the government has amended the APF in order to allow for a system of two-year
budgeting devoted to ‘strengthening the role of the medium-term budget framework'.
Although the APF provided discretion to the government to submit a supplementary budget
at any time during the two-year period should there be significant deviations in the
macroeconomic and fiscal development, in practice, the modification of expenditure
directives was submitted for approval ex post to the Parliament, in November 2000. This
allowed the government of sizable (1 % of GDP) discretionary spending of the excess
revenues stemming mainly from higher than projected inflation. Thus the two-year budget
proved to be a tool for weakening the democratic parliamentary control over the government
spending, rather than increasing the fiscal discipline and predictability. The new government
— elected in Spring 2002 - intends to return to the previous regime of annual budgeting
within a medium-term rolling basis framework.
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Box 2. The pension reform

The problem of implicit debt arising from the aging population was addressed in Hungary by
pension reform implemented in 1996-1998. The reform was initiated by increasing the
retirement age and by introducing an indexation formula for regulation of pension payments.
The PAYG system was replaced in 1998 by a two-pillar system offering an option for PAYG
members to join fully-funded private pension funds, constituting the ‘second pillar’.* The
entry to the second pillar was mandatory for the new entrants to the labour market, while
older generations were allowed of free choice.

Although the reform was expected to reduce pension expenditures by about 3 % of GDP
relative to the no-reform baseline scenario over a ten-year period, the net financial saving
was estimated smaller — 1,25 % of GDP — due to the ‘loss’ of pension contribution paid into
the second pillar. Despite the overall net public saving, the transformation of the pension
system involves higher budget deficits in the short run. The ‘transitory loss could be
estimated around 0,5-1 % of GDP, declining to the extent of revenue loss becoming lower
than expenditure savings in the central budget. However, this ‘excess’ deficit does not reflect
a weaker fiscal stance, as it financed by the corresponding private savings redirected to the
private pension funds.

The introduction of the two-pillar system was thought to alleviate the implicit public debt
burden significantly. The estimations (Benczur (1998)), however, assumed that the
proportion of pension contribution diverted to the funded pillar (6 % of gross wages in 1998)
would have been gradually raised up to 8 % by 2000. The government, elected in 1998, was
reluctant to go ahead with the pension reform according to the original scheduling
(contribution rate remained 6 %). It was argued that the short-term revenue losses in the
central budget were too large. However, ‘revision’ of the pension system was relatively slowly
progressing, and the amendment was completed only at the end of 2001. According to the
new regulation those who opted for the second pillar can redirect their savings into the PAYG
system and the government took decision about a comprehensive reform of PAYG-pillar.
These decisions weakened the viability of the pension reform. However, it is expected that
the new government (elected in spring 2002) — according to its program — will return to the
original version of the pension reform.

* The voluntary pension funds, operating since 1993, constitute the third pillar of the system.

Looking at the fiscal indicators (Table 2), it can be realised that reforms of the second half of
1990s proved to be successful in reducing the general government deficit (in percent of
GDP) to the half of the level prior the 1995-adjustment, whatever of balances is considered.
According to the headline (cash flow) figures the deficit of general government has been
reduced to 3 % of GDP by 2002 from above 8 % of GDP in 1994. (Row 1 Table 2) However,
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considering the general government balance measured by ESA95 me’chodolcgy12 Hungary is
still running around 5 % of GDP public sector deficit, though these data reflect also that since
mid-1990s a large size adjustment was taking place in Hungary’s public borrowing. (Row 3
Table 2) It is also important to note, that due to the new pension system the general
government deficit in Hungary in 1999-2002 has been about 0.5 percentage points higher
(Box 2), than it would be in the ‘no-reform’ scenario, which should be taken into account
when making international comparison. This part of deficit does not represent an additional
pressure in the credit markets, as it is financed by pension contribution paid into private

pension funds.

Table 2.

Indicators of General Government Balance

1994 1993 1996 1997 1998 1999 2000 2001 2002F
1. Public Cash Balance (presented
to the Parliament) -8.4 -6.7 -3.1 -4.9 -6.3 -3.4 -3.4 -3.0 -3.1
2. Accrual-basis Balance -10.3 -7.3 -4.7 -4.7 -6.4 -2.9 -2.5 -2.8 -3.0
3. Net borrowing of the General
Government (ESA95 balance) -12.6 -8.0 -6.3 -7.4 -8.0 -5.3 -3.0 -4,1 -4.,9
3.a. Primary Balance (ESA95) -5.8 0.8 2.6 0.7 -1.1 1.5 1.9 0.2 -0.9
3.b. Interest balance -6.8 -8.8 -8.9 -8.1 -6.9 -6.8 -4.9 -4.3 -4.0
4. Change in general government
gross debt 14.4 17.9 2.2 5.1 7.0 6.3 2.7 4.0 5.6

Source: for 1994-1997 National Bank of Hungary. Description of data corrections can be found in Kiss and Szapéry
(1999). 1998-2002: Ministry of Finance March 2002 notification.

Over the last eight years the actual (ESA95) public sector deficits to GDP ratios have always
been substantially higher than the cash flow balances reported to the Parliament. The
discrepancy does not display a clear trend: in 1996-2000 it was reducing, then recently it
restarted to grow and the actual ESA95 deficit is anticipated exceeding the reported one by
1.8 percentage points in 2002, The gap between official reporting and actual budget could be
explained by the following factors (Table 3).

e Smaller and declining part of the difference between the ‘traditional’ and actual (ESA95)
deficits stems from the correction for accrual-basis indicators, being significant in years
when lengthening the maturity structure of the outstanding public debt — shift from T-bill
financing to long-term bond finance — took place.

e Correction by eliminating lending minus repayment added 0.2-1 percentage points to the
deficit to GDP ratios on the average. This item has substantially reduced over the last
three years.

12 Despite the efforis of creating transparency, the official general government's accounts have not yet become fully
compatible with the EMU-standards. Official reporting according to ESA95 methodology was first provided by the
Ministry of Finance in April 2002.
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¢ The gap could be explained to a large extent by the off budget transactions." The size of
expenditures financed via the intermediation of State Privatisation and Holding Company
(APV RY) fluctuated between 0.5-1 % of GDP over 1995-2001. Moreover, in 2001-2002
road construction, financed by the State Development Bank (MFB), contributed also to
the divergence of actual from the reported deficits by about 1.5 percentage points. This
practice of ‘escaping from the transparency’ should obviously halt and the profile of these
institutions should be cleaned by eliminating quasi-fiscal activities, so as public
expenditures appear transparently in the central budget.

Table 3.
Components of difference between ESA95 and cash flow defcits
1994 1995 1996 1997 1998 1999 2000 2001 2002F

1. From cash-flow to accrual data -1.9 -0.2 -1.6 -0.8 -0.1 0.5 0.9 0.2 0.1
2. Exclusion of lending minus repa -0.5 -0.2 -0.6 -0.3 -0.8 -1.1 -0.2 -0.2 -0.1
3. Off budget transaction -1.8 -0.9 -1.0 -1.4 -0.9 -1.3 -0.3 -1.1 -1.8
4, Difference between ESA9S5 and

cash flow deficits (14+2+3) -4.2 -1.3 -3.2 -2.5 -7 -1.9 0.4 -1.1 -1.8

Source: For 1994-1997 National Bank of Hungary, estimations according to European methodology. Description of
data correction is published in Kiss and Szapary (1998). For 1998-2002 Ministry of Finance March 2002 notification
for the European Commission.

Growing budget deficit in the early 1990s was fuelied by several ‘transitional’ and policy
factors. (Figure 1) Steadily deteriorating fiscal position of the government could not easily be
recognised as the ‘official’ cash-flow primary deficit was never reported higher than 2 % of
GDP. The interest payments to GDP ratio, approaching 9 % of GDP by 1995, reflected the
effect of shifting to a market based financing regime and the high risk premium that the
investors demanded with in view of the emerging ‘twin deficit’ — budget and current account
deficits — problem in Hungary. Primary deficits, off budget obligations and the increasing
interest charges led to the explosion of debt process. The measures taken in March 1995
had an instant and lasting effect on the borrowing needs of the general government. Turning
t0 a primary surplus became a policy priority in order to alleviate the debt burden, the surplus
jumped over 4 % in the official balance — approximately 2.6 % on ESA95 basis — in 1996 and
the primary balance remained positive until 2001.™

1 Changes of gross public debt measured in percent of GDP (Row 4 in Table 2) reflect that the off budget activity
was even more expanded than that covered by ESAS5 reporting, especially until 1996. E.g. the long-term
government bonds, covering bank-restructuring losses, were issued in 1993-1995 by private placement to the
‘consolidated’ banks, increasing the stock of ‘off budget obligations’. These liabilities, though they did not have an
immediate macroeconomic impact, contributed significantly to the increase in the public debt to GDP ratio and
%;‘?nerated some excess borrowing requirements in later years.

In 1998 this trend was apparently broken, because the consolidation of the last ‘weak chain’ of the banking
system, the state-owned Postbank was carried out by a direct budget subsidisation.
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Figure 1.

Fiscal adjustment in Hungary

per cent of GDP

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002F

Primary Balance (ESA95)
] Interest balance

In the first half of 1990s Hungary belonged to the group of highly indebted countries: the
general government debt to GDP ratio (debt ratio) was rising, it was 86.5 % in 1995. The
contribution of non-deficit-financing debt to the growing indebtedness was significant: the
proportion of the off budget (so-called ‘non-deficit-financing’) liabilities had increased to
above 25 % of GDP by 1895, which played a key role in the intensification of the public debt
burden. Since in the centrally planned economy the budget received unlimited financing from
the central bank at below market interest rates'® and foreign borrowing was carried out by
the NBH, the general government debt position could not be evaluated on the basis of the
outstanding liabilities of the general government. Decomposition of the general government
debt ratio shows that more than half of the public debt stock was non-marketable (Figures 2)
and the proportion of foreign debt (borrowed directly by the government) was negligible,
though it is well known that Hungary's external debt to GDP ratio was above 65 % in 1990
and almost hundred per cent of it was sovereign debt.

15 Large part of credits was at zero interest rates and with no maturity. See details in Neményi (1988).
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Figure 2.

General government debt to GDP ratio in Hungary

Maastricht reference value

1994 1995 1996 1997 1998 1999 2000 2001 2002F

[ HUF liabilities at below market interest rate B Forex liabilities
HUF liabilities at market interest rate

The NBH borrowed abroad in its own name, therefore, in order to see the level of public
indebtedness and the composition of budget financing with the related interest costs in a
historical view, it was necessary to produce consolidated accounts and (gross and net) debt
indicators."® (Table 4) The so-called consolidated public debt includes liabilities of both the
general government and the central bank to the markets. The net consolidated debt is
computed by reducing gross consolidated debt by all the financial assets of the budget and
the bank (e.g. foreign reserves held by the NBH). The gross consolidated debt (Row 2 in
Table 4) exceeds the general government debt as domestic financial institutions held foreign
currency deposits at the central bank and the marketable sterilization instruments at the NBH
add also to the consolidated stocks.” It has to be emphasized, however, that the
convergence (Maastricht) debt criterion refers to the gross general government debt to GDP
ratio (Row 1 in Table 4) and looking ahead, this indicator might be appropriate for measuring

16 The so called ‘consolidated’ debt indicators can be produced by netting out the credit lines between the central
bank and the budget, that is by adding the liabilities (the monetary base excepted) of the central bank to the general
g;:vemment outstanding debt. Barabas et al. (1999) provide details about this exercise.

in the quasi-fix, pre-announced crawling exchange rate regime, the NBH defended the exchange rate by
intervening, most of the time, at the strong edge of the band and it sterilised the excess liquidity by issuing HUF-
denominated instruments.
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the change in indebtedness of the government“’, since reforming the regime of public
finance resulted in establishing transparency of general government debt position.

Table 4.
Indicators of public indebtedness

1995 1996 1997 1998 1999 2000 2001 2002F

1. Gross public debt (ESA95

definition) 86.5 72.6 63.7 61.9 61.0 554 53.3 54.2
2, Consolidated public debt* 99.7 83.6 743 73.8 75.8 74.7 67.8

o/w: HUF denonimated/GDP 24.9 29.3 33.1 35.3 37.0 41.1 43.0

Forex denominated debt/GDP 74.8 54.3 41.2 38.5 38.8 33.6 24.8

3. Consolidated net public debt** 56.8 49.1 43.5 437 40.6 40.9 40.3

* Liabilities of the general government and the central bank {interest bearing only} to the domestic private sector and

foreign investors.
** Gross consolidated debt minus financial assets of general government and the central bank.

Source: Ministry of Finance and National Bank of Hungary.

The debt ratio — that should be compared with the EMU reference value ~ has dropped by
more than 30 percentage points since 1996 in Hungary, from above 86 % in 1995 to 53.3 %
in 2001. Thus, by the end of the first decade of the transition, the public indebtedness was
reduced in Hungary to a level that can be managed safely in a fast growing economy and
since 1997 the changes in the pattern of general government's debt corresponds to the
actual structure of financing.

In the second half of the last decade there were marked changes in domestic versus foreign
currency financing: the share of HUF (Hungarian forint) — denominated financing has been
expanding and the foreign currency debt has been shrinking. The proportion of external
sovereign debt to Hungary's total has been reduced to 46 % (EUR 13 Billion) by the end of
2001. The net foreign currency debt decreased as well and the share of the public sector has
dramatically declined. (Table 5)

1 The ‘inconsistency’ between Maastricht deficit and debt indicators is wellknown, namely, the Maastricht (ESA)
definition of deficit corresponds to the changes in net, and not in gross public debt.
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Table 5.
Hungary’s external debt and debt service indicators

1995 1996 1997 1998 1999 2000 2001
1. Gross external debt*
(in EUR billion) 24.0 22.0 22.7 20.1 24.4 26.9 28.2
in % of GDP 69.5 58.0 49.6 48.1 53.7 54.2 48.8
in % of XGS 134.8 89.3 84.8 94.5 78.2
ow: government &
NBH 75.0 69.3 61.9 56.0 54.9 49.3 46.3
2. Net external debt (in
EUR billion) 11.7 10.8 10.7 7.9 6.9 6.3 2.6
in % of GDP 34.9 28.2 21.8 18.8 15.0 12.7 4.4
ow: government &
NBH 69.0 59.4 47.1 35.5 19.3 -3.0 -53.8
3. TDS/GDP** 15.1 14.8 14.4 9.3 9.2 9.5

* Liabilities denominated in foreign currencies, excluding inter-company loans.
** Amortization of medium and long-term liabilities (excluding prepayments) plus interest payments to GDP.
Sources: National Bank of Hungary.

The government securities market has experienced a spectacular development during the
last decade in Hungary. As a consequence of cutting the public borrowing needs, after 1996,
the budget deficits could be financed from the market and the average maturity of securities
has substantially been lengthened by issuing government bonds up-to 15-year maturity. The
gradual liberalization of the market served increasing liquidity and deepening . the
government securities market, while it contributed to improving cost-effectiveness of public
financing as well.” According to the financing plan for 2002 maturing foreign-currency debt
will be refinanced by issuing HUF government securities.

3. The fiscal stance in macroeconomic perspective

In the short run fiscal policy can play a useful output and inflation stabilization role, while in
the longer run the determination of fiscal stance should be subordinated to sustainability
considerations. In the long run the main task of fiscal policy in Hungary, starting from an
over-indebted position in the early 1990s, has been to support the relatively rapid growth —
experienced since 1996 — by keeping the public indebtedness under control, in line with the
sustainability requirements. This task requires an investment-saving approach in order to
determine the fiscal stance consistent with a sustainable external balance. The analysis of
public debt dynamics can be used to derive a primary surplus requirement for avoiding public
debt explosion. In the short run budgetary policy needs enough flexibility to cope with
pressures stemming from the business cycle and shocks. The main challenge of fiscal policy
is, therefore, to find an effective and credible combination of long-term discipline with short-

1 See in Csajbdk and Neményi (1998).
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term flexibility. Both aspects of fiscal policy is equally important: overiooking long run might
lead to debt explosion, experienced not only in Hungary prior 1995 but in many of the euro-
zone member countries in previous decades. On the other hand, running pro-cyclical fiscal
policy might easily erode the results of stabilization.

In Hungary, following a long period of disequilibria, the radical monetary and fiscal
adjustment, launched in 1995, established the preconditions of an export- and investment-
driven, sustainable economic growth and disinflation, evolving since 1996. The investment —
saving balance reflects fundamental changes: the cut of PSBR resulted in recovery and
development of industrial capacities financed from private sources, without pushing the
foreign imbalance to an unsustainable range. The twin — budget and current account —
deficits have been reduced to levels that could be financed in full from capital markets.
(Figure 3) This was accompanied by a reasonable improvement in the trade balance; growth
rate of exports rised to double-digit. Improving assessment by the capital markets appeared
in declining spreads on HUF denominated securities.

Figure 3.
Investment - saving balance and fiscal adjustment
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l‘l"'__! Households net saving £ Corporate sector net saving EZ2 General government net saving = Net foreign borrowing* I

* Net foreign borrowing has been computed from the current account data making corrections for accrual
accounting.

One of the main objectives of public finance reform was to reduce the size of the budgetary
redistribution in the economy. In early 1990s the tax burden was very high in Hungary in an
international comparison: the budget revenue to GDP ratio was close to 60 %. Heavy
taxation of labour and profits reduced Hungary's competitiveness and worked against the
expansion of economic activity. The government's programs of tax reduction, however, could
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be implemented very slowly due to the shrinking tax bases, falling GDP. Alleviating the tax
burden had to be preceded by spending cuts in order to respect the deficit targets consistent
with stabilisation goals. As a results of a series of reforms, restructuring both revenue and
expenditure sides of the budget®, the primary revenues to GDP declined from above 50 % in
1994 to 45.6 % in 2001, while the expenditure to GDP ratio dropped by more than ten
percentage points over the last decade, to 45.4 % in 2001.

Table 6.
Budgetary redistribution
1994 1995 1996 1997 1998 1999 2000 2001
1. Total revenue (ESA9S) 517 48.9 477 45.0 45.8 46.0 46.2 46.3
2. Total expenditures (ESA95) 64.3 56.9 54.0 524 53.8 51.2 49.2 50.4
3. Primary revenues (ESA95) 50.6 48.0 45.9 43.3 44.7 45.1 454 45.6
4. Primary expenditures (ESA95) 56.4 47.2 43.3 42.6 45.8 43.6 43.5 45.4
o/w: Investment expenditures 8.9 6.5 6.1 6.7 9.0 6.2 8.0 7.2

Source: Ministry of Finance and Kiss and Szapéary (1999).

The fiscal impact of the government cannot be easily measured®' under the transitional
circumstances. In a high and changing inflation environment the interest payments contain
high and fluctuating compensation of investors for inflationary losses. Since Hungary has
been characterized by moderate inflation over the 1990s, the impact of government’s fiscal
position could be better evaluated by examining the real (operational®®) deficit over time than
by focusing simply on changes in the primary balance. The operational deficit requires
eliminating the component of inflation compensation from interest payments and it measures
the cyclically unadjusted real impact of fiscal policy on aggregate demand. Moreover, it
would be necessary to identify the effects of the business cycle, which is difficult under
transitional circimstances in Hungary, having no sufficiently long historical background of
market-based operation and as the growth potential of the country has been gradually
restored after transitional shocks. Nevertheless, we tempted to estimate the exogenous (i.e.
cycle-related) part of primary expenditures by using the “Dutch method” of cyclical
adjustment.”® This indicator measures the actual change in the primary budget balance
against its ‘normative’ change. The cyclically neutral budget was computed by assuming that
every year, potential current revenues are related to the previous year's current revenue to
GDP ratio and to the actual growth rate of GDP. For non-interest expenditures, we took the

20 The structure of adjustment is essential for the success of stabilisation. The saving achieved in expenditures on
wages and transfers can guarantee a longer lasting effect of fiscal retrenchment, while increases of tax rates or one-
off cuts of investment expenditures — though resulting improving balances -may hinder the recovery of economic
activity. Hungarian fiscal adjustment had a ‘mixed' and permanently changing character. See in P. Kiss and Szapary
g%OOO). )
The problem of how to measure the fiscal impact of budget position has a large literature. The application of
‘meaningful’ measures in transition and accession countries is discussed in P. Kiss (2002).

Theoretical discussion of measuring the fiscal stance under inflationary circumstances is given in Tanzi et al.
gg 999).

Chand (1993).
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previous year’'s non-interest expenditure to GDP ratio adjusted to the potential growth rate of
the economy. *

Indicators of fiscal impact (Table 7) provide a clear indication about the effect of political
cycle on the budgetary policy in Hungary. The years of parliamentary elections — 1994, 1998
and 2002 - have brought about significant fiscal loosening, that started already in the
preceding years. There were, however, marked differences concerning the background of
fiscal expansion episodes. When recovery re-started in 1997, it was unavoidable to
compensate the population to a certain extent for revenue-losses suffered during the
adjustment period. It should also be noted that fiscal impact indicators for 1998 include a
special item (the effect of Postbank consolidation): excluding the financing of Postbank
‘deficit’, the fiscal expansion would be lower by 1.2 percentage points. The fiscal stance in
2000 was more or less consistent with the cycle, foliowed by substantial fiscal loosening in
2001-2002. Although the increase in discretionary spending could be explained by the
attempt of the government to follow counter-cyclical fiscal policy as a response to the
worldwide downturn, large part of expenditure growth was related to the political goals before
general elections taking place in April 2002.

Table 7.
Fiscal impact of the budget
1995 1996 1997 1998 1999 2000 2001 2002F
1. Fiscal impact PB* -6.6 -1.8 1.9 1.8 -2.6 -0.4 1.7 1.1
2. Fiscal impact OB* -5.5 -1.9 1.1 1.0 2.1 -2.9 1.1 1.5
3. Non-cyclical budget impulse** -8.9 -2.9 2.8 2.4 -2.8 0.1 1.6 1.2

*Fiscal impact_PB: change in the primary balance. Fiscal impact_OB: change in operational balance corrected by
the impact of the pension reform. Negative figures indicate fiscal restriction.

** ‘Dutch’ budget impulse: deviation of actual primary deficit from the cyclically adjusted one. Positive figures
indicate fiscal expansion.

Source: Author's own computation based on the data from Ministry of Finance and using operational deficit figures
published by the National Bank of Hungary.

To evaluate the deviation from the cyclical position, it is important to see whether the
divergence stems from the investment-related expenditures over the cyclically neutral
position or from increased transfer payments. Excess investment-related spending can be
justified on the ground that shocks in the early transition destroyed large part of capacities
and even after successful stabilisation - towards the EMU - public investment
(infrastructure, environmental etc.) might be indispensable for speeding up the real
convergence. More detailed analysis, however, revealed that whenever the deficits

2 We assumed that potential growth of Hungarian economy has achieved 4-4.5 % by the end of 1990s. Darvas and
Simon (2000) estimated a latent variable model for estimating the development of output gap.
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exceeded the cyclical position the non-investment excess expenditures contributed to the
increase in non-cyclical deficits as much as investment.

Sustainability of the public finance has been significantly improved during the 1990s, which
is reflected by falling debt ratios and factors underlying the favourable debt dynamics. Using

the government budget constraint and dividing by the gross domestic product, the change in
debt-to-GDP ratio, di, can be written:

Ady= pby + (rege)/(1+gy) * diq - s+ sf ()
where Ad, change in the debt to GDP ratio in period t

pb: primary deficit to GDP in period t

o public debt to GDP in period t-1

Ot real growth of GDP in period t

I real interest rate on debt in period t-1
St seigniorage

sf stock-flow discrepancies.

According to Equation (1) the debt-to-GDP ratio is on an unsustainable path if the real
interest rate (r) is higher than real growth (g) — called ‘snowball’ effect — and if this effect
cannot be counterbalanced by achieving primary surplus in the budget. The seigniorage® (s)
might also facilitate avoiding the explosive debt ratio. However, relying on this type of
financing involves the risk of higher inflation and lower credibility of policies. The actual
change in the debt ratio is also influenced by stock-flow discrepancies. Besides the valuation
changes on the foreign exchange denominated debt, this item includes the effect of off
budget operations and privatisation receipts as well.

As it was discussed before, the development of budget's financing pattern over the 1990s —
debt versus money financing and HUF versus foreign exchange liabilities — can be revealed
only on the basis of the consolidated (with the central bank) debt indicators. The interest
balance in the budget refers also to the net public debt. Moreover, the interest payments on
the foreign currency denominated debt have been serviced by the central bank and the

5 Here we refer to the monetary seigniorage that is measured as the change in the monetary base in percent of
GDP.
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bank’s profit and loss position has had direct impact on the budget.?® Therefore, in order to
reveal the factors influencing the dynamics of public debt ratio over the 1990s, the
decomposition — according to Equation (1) — was based on the net consolidated public debt.

Table 8.
Decomposition of debt dynamics

1995 | 1996 | 1997 | 1998 1999 2000 2001

Change in the debt ratio* -3.3 -7.7 -5.7 0.2 -3.1 0.3 -0.6

(1-2-3+4+5+6+7)
1, Primary deficit excluding off
budget transactions™** -1.7 -3.6 -2.1 0.2 -2.8 -2.2 -1.3
2. Seigniorage (net)*** 1.6 0.9 1.0 1.2 1.3 1.4 1.3
3. Privatization Revenues 6.6 1.1 3.0 0.4 0.9 0.3 0.0
4, Real interest rate minus real
growth ('snowball') effect 2.8 3.2 2.2 2.2 2.9 0.0 0.2
5. Real Effective Exchange
Rate**** 1.7 -0.4 -0.5 0.2 0.0 0.0 -0.2
6. Off-budget spending and
obligations 2.1 -4.8 -1.2 -0.7 -1.0 4.2 2.0

* Net consolidated public debt to GDP.

** Since fiscal adjustment policy has been designed on the basis of headline budget figures in the observation
period, in this computation we used a primary deficit indicator excluding the off budget payments and obligations.

*** Monetary seigniorage minus interest payments on mandatory reserves at the central bank.

o+ Real appreciation had a reducing impact on the debt ratio.

Source: Author's own computations.

It can be seen from the breakdown of change in net debt ratio (Table 8) that the primary
surplus achieved in the central budget was the major factor behind Hungary's debt
consolidation in the second half of the 1990s. While the privatisation revenues represented
also a significant source of financing in 1995-1997, the seigniorage provided 1-1.5 % of GDP
financing, on average over the last years. Though public indebtedness has significantly been
reduced by the early 2000s the ‘snowball’ effect has been prevalent over the last decade: the
combined effect of real interest rates®” and growth rate has been positive. Real exchange
rate had only a negligible effect on the debt ratio, since the path of the real exchange rate,
between 1996 and 2000 never exceeded the annual 2-3 %. In 2001 Hungary experienced a

2 The regulation was changed several times during the last decade, but the main rule was that the bank paid its
profit to the budget and if the bank was running loss it was covered by budget transfer. (Neményi (1988)) In 2002
the revaluation losses on the NBH's forex reserves — due to the large-sized appreciation of Hungarian currency in
2001 — amounted to HUF 180 billion (approx. 1% of GDP). The budget issued a matching excess-stock of
ggvemment securities.

Here implicit real interest rates were used, computed in a 'below the line' approach. Method of computation is
presented in Barabas et al. (1999).
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double digit real appreciation,28 but this had a negligible effect on the net public debt to GDP
ratio as gaines on the gross debt were counterbalanced by revaluation losses on the foreign
exchange reserves. The off budget activity had a strong upward pressure on the debt ratio
prior 1995 (bank restructurng programs, in 1993-1994) and also in 2001-2002 (excess
spending).

4. Fiscal stance in the light of Maastricht criteria and SGP

Looking ahead, it should be noted that 2002 forecasts indicate a marked change in direction
of fiscal developments in Hungary. Both budget borrowing needs (general government
deficit) and the public debt ratio are anticipated to be rising again, which requires urgent
correction. Considering that privatisation in Hungary has almost been completed by the early
2000s, and seigniorage can be anticipated to move towards slight reduction in line with
further disinflation, the debt dynamics analysis suggests, that in order to prevent the fiscal
development from deviating from the equilibrium requirements, Hungary should return to
running surpluses in its primary budget balance. If doing so, further reduction of the debt
ratio might be expected. driven by a favourable interaction of the real interest rate and
growth rate. In the run-up to EMU, the real interest burden is anticipated to be alleviated by
improving debt indicators and convergence of long-term interest rates. Another precondition
for avoiding the re-emergence of debt explosion is to design the fiscal stance on the basis of
transparent indicators. It requires eliminating the off-budget spending and obligations in the
future. Therefore economic policy should primarily focuse on how to ensure that the growth
process unfolds smoothly. Fiscal policy might contribute to the ‘balanced’ real convergence
process, by creating a growth-enhancing environment while containing macroeconomic
imbalances.

Being small, open economy, the stability-oriented macropolicy requires primarily
sustainability of current account deficit, implying a permanent binding constraint on fiscal
policy until Hungary's adoption of the euro. Closing the development gap with the EU
member states presupposes a relatively rapid growth led by robust growth in private
investment. The steady state high growth and the implied level of investment are basically
determined by the availability of financing sources. In the accession period the private
domestic savings to GDP ratios can be expected declining not only because the favourable
growth prospects provokes a surge in borrowing requirement of the corporate sector but also
due to the anticipated weakening of the propensity of households to save.® The success of
keeping the foreign borrowing needs (current account deficit) on a sustainable path depends
largely on the budget's capability of offsetting rising private sector’'s demand for funding, by
redicing PSBR. From an other angle, the size of Hungary's tolerable external imbalance will

2 Hungary left the narrow-band, crawling exchange rate regime in May 2001. In the new, ERMII compatible
exchange rate regime the fluctuation band of the exchange rate was set £15 % around the fixed central parity.

Improving income position, postponed consumption and relaxation of liquidity constraints are the main factors
behind the declining trend of households' saving rate in many of the transition economies.
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be fairly burdened by the external debt to GDP ratio of the country, since until the exchange
rate risk exists expansion of foreign currency denominated debt might also be seen by
market participants as a signal of vulnerability. Thus, in the run-up to the monetary union the
sustainability of current account deficit together with the growing foreign indebtedness can
be expected to remain the most important binding constraint on fiscal stance. One major
challenge is to maintain current account deficits that can be soundly financed even if
privatisation-related FDI recedes, or it is partly replaced by debt-creating capital inflows.

Based on Hungary’s historical experience and taking into account that in the flexible, £15 %
large-band exchange rate regime the risk associated to the external position of the country
might be growing, the sustainable current account deficit can be estimated around 4 % of
GDP.*® When GDP growth returns to its potential level — after recovery from slowdown in
2001 — the corporate sector borrowing will be growing, similarly to the development prior
2000. (Figure 3) Assuming 3-4 % to GDP household net saving position implies that
government budget position should be further improved — even beyond Maastricht and SGP
ceilings — in order to respect sustainability in the fong run.

Maastricht fiscal convergence criteria require adjustment to achieve a general government
fiscal balance ensuring that fiscal deficit will not exceed 3 % of GDP even if there is a serious
downturn in the economy. The Stability and Growth Pact (SGP) adds that the general
government budget ought to be ‘balanced or achieve sight surplus’ over the cycle while
allowing the operation of automatic stabilizer as strongly as needed. In EMU the conduct of
monetary policy is centralised and is no longer availabie as a policy tool at the national level.
With the introduction of the common currency the exchange policy is also eliminated from
the arsenal of policy tools. Considering that no ‘extra’ interest rate cut (hike) or resorting to
devaluation (appreciation) is at policymakers’ disposal in Member States to cope with a
recession (overheating), they have to elaborate a budgetary po!icy31 ensuring an appropriate
policy mix at national level. As in the monetary union the fiscal policy is practically the main
policy tool available at nation's level, it is understandable that in the euro-zone’s countries
the fiscal policies are of varying character. While there are countries that are still targeting to
achieve the general goals led down in the SGP in the medium run, the high-growth member
states have already been running much better balances in order to prevent their economy
from overheating in upturns. Most of euro-zone countries have established rules that prevent
budget position from serious deterioration in downturns. These rules aim at strengthening
fiscal discipline, but they can be effective only if they monitor transparent balances and allow
sufficient flexibility for pursuing a counter-cyclical fiscal policy, instead of insisting on
arbitrarily determined debt and deficit ceilings. It is a delicate policy question what should be
seen as ‘optimal’ level of public debt, the debt ratio to be targeted in the longer run. A high

% This is set in the new government's economic program and coincides approximately with the estimations of
different international organizations (IMF, OECD).
it is equally important that other policies (structural, labour market, etc.) should aiso be guided by this target.
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debt level is clearly undesirable but in less developed countries with low debt ratio one might
argue for running somewhat higher deficits — maybe higher than the zero budget — allowing
the governments to increase investment for fostering growth.

In many of the transitional economies, the underlying fiscal stance (cyclically adjusted
PSBR) needs still significant adjustment.* Compared with other EMU-candidate countries of
the region (Table 9) Hungary's fiscal adjustment in the 1990s was outstanding, resulting in &
substantial reduction of the public debt ratio, to below the Maastricht reference value. In
contrast to some advanced acceding countries, Hungary has the advantage of having
completed most important restructuring programs that produced excess deficits and debts.
Nevertheless, in the short run, Hungary needs substantial fiscal adjustment as a correction
of recent budgetary expansion. Then the main policy question to be addressed: what is an
optimal speed of further fiscal consolidation towards the Maastricht deficit requirement and
debt sustainability. There is no doubt that, despite the results achieved so far and even if
correction for the pension reform is taken into consideration, further adjustment is
unavoidable for arriving at a cyclically manageable position. Though the public debt to GDP
ratio has already fallen below 60 % it can be considered still high compared to the level of
development of the country.®® Moreover, as it was discussed above, further reduction of
public debt burden might contribute to making Hungary's catch-up more dynamic.

3:23 About the fiscal stance of acceding countries see in Halpern and Neményi (2001/b).

The per capita GDP in Hungary, measured at PPP, was 52 % of EU average in 2001, Using a long-term approach
~ which cannot be considered more than a rough estimate — the ‘core’ of Equation (1) implies that, if the criteria on
inflation (2 %) and the budget deficit (3 %) are only just met, then the public debt will converge to a level lower than
50 % if growth rate is 4 % and lower than 43 % if it is 5% etc.. Thus the public debt ratio is still above its
‘equilibrium?’ fevel in Hungary. Experience of high-growth EMU member countries (Ireland, Finland) reinforces this
assessment,
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Table 9.

Indicators of nominal convergence and growth in Central and Eastern European
accession countries

Long-
General government term GDP
budget** balance to| Public debt** to | interest | growth
CPI* annual average GDP GDP rates*** | rate
1996 2002F 1996 2002F 1997 2000 2001 2202F
Bulgaria 123.0 7.5 -15.3 -0.8 107.4 76.9 5.0 4.0
Czech Republic 9.1 3.9 -1.7 -6.7 13.0 17.3 53 34
Estonia 19.8 4.1 -1.6 0.1 6.8 5.3 6.8 4.0
Hungary 23.5 5.2 -3.2 -4.9 64.2 55.4 7.0 3.5
Latvia 17.6 3.0 -1.3 -2.8 10.6 14.1 10.2 5.0
Lithuania 27.4 2.7 -2.8 -1.6 15.7 23.7 6.3 4.0
Poland 18.6 4.0 -2.3 -6.3 46.9 40.9 8.8 1.4
Romania 38.8 26.0 -3.5 -3.0 16.5 22.9 49.2 4.2
Slovakia 5.8 4.1 -2.1 -5.0 29.7 37.3 7.7 3.6
Slovenia 9.9 7.5 0.3 -1.3 23.2 25.8 9.7 3.1
EMU reference value 2.8 3 60 . 1.3

Source: Data for 1996 — Regular Reports on CEEC-10, November 2001. Forecasts for 2002 ~ Enlargement Paper,
April/2002.

* HICP compatible consumer price indices.

** The general government deficit/surplus refers to the national accounts concept of consolidated general
government net borrowing/net lending of ESA95. General government debt is defined as consolidated gross debt at

end-year.

*** Yields on ten-year government bonds, last months in 2001. Shorten maturity taken for: Bulgaria, Estonia, Latvia,
Lithuania, Romania and Slovakia. Source: Enlargement Monitor, Deutsche Bank Research.

Rapid growth should be supported by achieving a low inflation environment, which also calls
for enhancing fiscal discipline in Hungary. The disinflation strategy has to be built on the co-
operation between fiscal and monetary policies. The two 'pillars' are equally important for an
efficient control of aggregate demand and for reduction of inflation. Besides setting the target
budget balance supportive for disinflation fiscal policy, the government should pursue
cautious incomes policy in order to control domestic demand and expectations.
Developments in recent years resulted in an undesirable change in policy mix in Hungary:
continuous loosening of fiscal policy eroded the effects of substantial monetary tightening
that followed the exit from the crawling exchange rate regime. Excessive fiscal spending has
fuelled private consumption more than could be justified on the ground of business cycle
considerations. This policy mix is clearly unsustainable in the accession period, when the
‘optimal’ scenario — minimising the output losses over the disinflation process — would
combine not-very-tight monetary conditions with strengthening fiscal discipline.*

34 It is always ineffective if fiscal expansion ought to be restrained by monetary actions. Vulnerability is rising if
relatively high interest rates are atiractive to speculative capital inflows, while appreciating exchange rate might
enforce undesired adjustments in the tradable sector.
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Direct fiscal impact of EU accession will prevail through different channels. The EU related
transfers could only be benefited from if the absorption capability of the country is
strengthened. Availability of EU funding pre-supposes co-financing from the national budget.
The transformation of the budget expenditure structure should be guided by approaching EU
standards. The EMU accession requires substantial investment expenditures (in
infrastructure, environment-protection, agriculture etc.), while the level and effectiveness of
current expenditures and social transfers need to be increased in line with the catch-up to
the standard of living in the Union. EU accession requires adjustments in the tax structure as
well. While further need of increasing excise tax, the harmonization of the VAT tax rates and
the cut of tariffs are clearly required before the entry, relatively high growth would allow of
more room for manoeuvre in personal income taxation and also concerning the corporate
taxes.® Nevertheless, tax and social contribution reforms should focus on growth and
competitivity conditions. All this implies that, in order to foster growth, a reassessment of the
structure and of the components of budget revenues and expenditures is required and
budgetary expenditures should be strongly controlled in the period ahead. The spending
structure of the budget should fit with the framework of a national development plan so as
the fiscal policy could provide sufficient space and incentives for private sector development.

5. Conclusions

Catching up to the level of development of EMU member countries is anticipated to be
accompanied by increasing current account deficits and by large capital inflows (FDI and
financial investments) in Hungary. In the accession period, which can be considered as the
first phase of long-term convergence process, the management of a sustainable regime of
high growth and capital flows — avoiding large fluctuations in economic performance, while
approaching price stability — constitutes a major challenge for policymakers. Fiscal
consolidation will have a decisive role in fulfilling this task.

Further disinflation towards inflation criterion of EMU accession requires strong fiscal support
via steady reduction of the general government deficit as a proportion of GDP wich will lead
to a cyclically neutral budget position in the longer run. The greatest challenge for the
economic policy in this period is to design an efficient fiscal and monetary policy-mix, which
might equally foster high activity and disinflation.

In the accession period, to achieve a relatively high, sustainable growth and to maintain
external creditworthiness of Hungary need primarily containing the current account deficit
within safe bounds, which can be considered as a major guiding rule of further fiscal
adjustment. In 2003 the fiscal policy in Hungary cannot avoid of a substantial cut of the
public sector borrowing needs in order to return to the previous, steadily decling path of

% Company income taxes are attractively low (18 %) in Hungary, though this is not unprecedented (e.g. in Ireland
the corporate tax rate is 13 %]).
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budget balance from the present (above 5 % of GDP) unsustainable level. Further reduction
in the public debt ratio would also be benefitial for growth, despite the fact that it has already
fallen below the Maastrict criterion. Running a primary surplus in the budget is a definite
precondition for achieving the required convergence of general government deficit.
Hungarian economy remains sensitive to the external shocks stemming from the emerging
markets. In order to maintain a sustainable, strong-growth path and to be able to react
flexibly to unanticipated shocks, the fiscal consolidation in Hungary might even go further
than strictly needed by the Maastricht deficit criteria.

The appropriate fiscal stance should be designed using a medium-term orientation on a
‘rolling’ basis, based on conservative macroeconomic projections. The medium-term fiscal
stance should be determined based on budget accounts that cover the entire general
government and are fully compatible with the requirements of transparency according to the
European Union standards.

Fiscal adjustments in the 1990s generally took the form of severe spending cuts, treating the
one-off incomes (from privatisation) as financing item when deficit targets were determined.
In the accession period fiscal policy should focus on fiscal consolidation in contrast of crises
management that dominated the previous decade. Recovery of growth in the late 1990s
opened a new period (interrupted in 2001-2002), which could be characterized by modest
reflux of revenues, leading to new ‘options’ in public finance. In coming years fiscal discipline
still should continue be strengthened, partly as a correction of recent loosening, partly in
order to meet EMU criteria of convergence. At the same time, however, a new philosophy of
public finance might gradually gain ground with an emphasis on expanding revenues by
lowering taxes rates and reducing tax evasion, replacing the priority of serious spending cuts
of adjustments in 1990s. Tax reduction should, however, always respect the balance that
was determined in a medium-term perspective. Changes on the expenditures side can be
foreseen: budget expenditures might be preferred to be controlled by rules and the EMU
accession implies excess budgetary expenditures for absorbing the available EU funding,
which might make expenditures ‘ceiling’ harder regarding other spending.

Further strengthening of fiscal discipline is a precondition for EMU membership.
Nevertheless, it is important to see that, the continuation of fiscal consolidation in the period
ahead is basically required by Hungary’s balanced development and sustained catch-up to
the level of the union, independently from the prospect of EMU accession.
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Capital Markets in Hungary and EU Convergence

Marie-Louise Burkart,’ Ronald Schneider, Andreas Schiller,’ and
Zoltan Torokss

1. Introduction

The Hungarian capital market once was considered as an emerging market, currently mostly
labelled as a converging one. A few years before the EU entry these labels will likely to
remain, however with EU and at a later stage with EMU membership, that categorization
may not be valid for long. It is highly important to evaluate the years before the EU entry, and
EMU entry if we would like to assess the future of the Hungarian capital markets. What are
the factors those give us guidance in evaluating the future developments? First of all, as the
local capital market can never develop independently on its own ways, but it is embedded
into the domestic economy — and also into the global capital markets —, it is worthwhile to
have a view on how the Hungarian economy will develop over the next years. Then an in
depth analysis of the current situation of the Hungarian capital markets follows. The local
stock and the bond markets have developed along markedly different paths — therefore
investigation goes separately. Equipped with rudimentary view, we can shift to evaluate the
impacts of the EU accession. In evaluating the future prospects of the capital market again,
we investigate the potential changes in the framework of the market and the composition of
the supply side and the demand side. In doing so we have a look at some international
examples: the recent accession of Austria; Finland and Sweden into the EU; the impact of
the EMU on Greece etc. Although we are aware that all the examples have only limited
explanatory value, as most of the circumstances are different in our case.

2. Assessment of the macro environment for the time frame of the study

In order to evaluate the future of the Hungarian capital markets, we should be equipped with
a view concerning the Hungarian economy’s development through the time-frame of our
study. The Hungarian economy has been set to a strong growth path since 1997. In the last
five years (1997-2001 period) average annual GDP growth was 4.6 %. We calculate that in
the next years, strong economic growth would remain: on average 4.3-4.5 % annual real
GDP growth rate is seen as sustainable. Joining to the European Economic and Monetary
Union is a high priority policy target for Hungary. In order to achieve this aim, Hungary has to
meet all the “Maastricht” criteria. This would suppose further declining inflation rate, and
decreasing public budget deficit. Ultimately, we assume that Hungary may join to the EMU
by 2007-2008 as the earliest. Along with strong economic growth, we expect further growing
real wages and an improving savings ratio derived from higher net disposable income at the

§ Raiffeisen Zentralbank Osterreich AG, Am Stadtpark 9, A-1030 Vienna, Austria.
¥ Raiffeisen Securities and Investment, Akadémia u. 6, H-1054 Budapest, Hungary, torok.zoltan@raiffeisen.hu.
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macro level. Household financial assets/GDP ratio increased from around 40 % in mid-
1990's to 50 % by 2001, we expect this trend to continue and to reach 60-65 % by 2005-
2007. We also expect that the structure of household savings is going to shift towards EU
patterns: traditional bank securities will loose some ground, while alternative investment
forms (mutual fund, pension fund; securities etc.) are getting more popular.

Summing up: strong economic growth; decelerating inflation rate; diminishing interest rates;
increasing wages and savings; gaining popularity of security type of investments; declining
public deficit will characterize the next years of the Hungarian economy.

3. Recent Developments, current capital market situation

3.1. Bond Market overview

For a CEE transition economy, Hungary has a comparatively long history of debt capital
markets. Capital markets have started to develop with corporate bond issues already in the
second half of the 1980’s. The first T-bills were issued in 1990. The introduction of a
European-standard system of institutions allowed the issuance of government bonds at
increasingly longer maturities, simultaneously with the decline in inflation. Steady
improvement in the country’s credit rating and the expectations of gradual convergence
towards European yields have been attracting an increasing number of investors to the
Hungarian government securities market. In the wake of the foreign exchange liberalisation
measures, the risk management of forint-denominated government securities is becoming an
option for an increasing wider circle.

Corporate sector bond issuance activity is made up by sporadic bond issues of some of the
largest corporations (i.e. MOL; Pannon GSM; Matav). Financial institutions’ own bond
issuance is getting more active (recent bond issues: RaiffeisenBank; CIB; FHB; MKB), and
there are increasing number of municipal bond issues however the amount issued is
extremely low. The Hungarian corporate bond market is still immature. There are several
explanations for that, but the problems can be found on both the supply and the demand
side. The crowding out effect of the state is overwhelming. The corporate sector of the
Hungarian economy lacks eligible candidates for a successful bond issue (as the size of a
liquid bond series would be around HUF 100bn — none of the corporate bonds reach that
level — moreover there is a overrepresentation of multinational companies' affiliates amongst
the largest Hungarian companies — these would find easier way of financing (i.e. inter-
company loans). Most companies still prefer the traditional way of taking out commercial loan
that is facilitated by a competitive banking sector. As none of the corporate bonds can reach
the liquid size, institutional investors’ appetite is rather limited.
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3.1.1. Description of current market mechanism (institutional/regulatory framework of
the market)

During the past decade significant regulatory and institutional measures were introduced to
improve the efficiency of the local fixed income market. Initially the NBH and the Ministry of
Finance were actively involved in government debt management. In 1995 the GDMA
(Government Debt Management Agency) started to take over all debt management related
functions, and a primary dealership system was introduced in 1996. Since that time,
marketable debt instruments have become the primary focus for the government's debt
management that brought a spectacular upswing of the LCY debt market. The establishment
of the primary dealer system in 1996 also contributed to a higher transparency and liquidity
of the secondary market for government securities, due to the dealers’ obligation to quote bid
and offer prices on a continuocus basis'. Secondary market transactions are done either on
the BSE (based on clean prices) or, more commonly, on the OTC market (based on the
yields quoted). Restrictions for foreigners to invest in Hungarian government securities have
been gradually removed in line with OECD requirements?. The institutional framework of
Hungary's capital market is basically in line with international standards. Hungary has
implemented a new Capital Market Act in January 2002. This is almost fully compatible with
the EU regulations — some minor changes would come after EU accession.

Currently the following instruments are available on the Hungarian government bond market:
- T-bills (up to 12 months zero coupon)

- T-bonds (2, 3, 5, 10, 15 years fixed). The 10-year fixed rate band was introduced in
January 1999, the 15-year in November 2001.

- 7-year and 5-year floating rate government bonds

-~ Derivatives and swaps

3.1.2. Capitalisation, liquidity and maturity

The Hungarian fixed income market appears to be rather small compared to its CEE peers.
The capitalization of the Hungarian bond market is much smaller than the Czech and the

! The main objectives of the primary dealer system are to increase the financing safety of government securities
placements through primary dealers’ active participation in the market and to make sure that the dealers maintain a
fiquid and open secondary market for investors through their continuous presence and price quotations.

Until summer 2001 foreigners were banned from buying government securities with a maturity of less than one
year. Nevertheless, from 16 June 2001 on full currency liberalisation lifted all restrictions, which led to the
development of a local currency Eurobond market and an onshore swap market, which allowed foreign investors to
hedge their currency risk.
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Polish markets. The Hungarian market accounts for 18 % of the total capitalization in
Hungary, the Czech Republic (26 %) and Poland (56 %). When excluding corporate debt,
Hungary's position in the CEE-3 region improves considerably. (This underpins the fact that
the Hungarian corporate debt market is severely underdeveloped).

Capitalization of CEE fixed income markets* Capitalization in relation to GDP
CZK CZK
HUF 13%

HUF
53%

56%

Source: RZB Research (*excluding corporate bonds).

Current liquidity in Hungary is quite encouraging, especially in CEE comparison. Average
bid-ask spread in Hungary is 8 Bp for benchmark bonds and 12 Bp for other government
bonds. In Poland the spread amounts 17 Bp and 18 Bp in the Czech Republic. Benchmark
bonds have the highest liquidity. The 3-year benchmark ranks on top of turnover figures.
Liquidity of the 5-year benchmark was increasing steadily over the two years, and turnover
reached the size of shorter maturities, while the long-term segment is still lagging behind in
terms of liquidity and total amount outstanding.

The corporate bond market continues to be very illiquid (only few benchmark bonds) and
investors usually hold their security until maturity. Even large issues listed on the Budapest
Stock Exchange often remain un-traded for weeks, even months. Smaller issues exchange
hands on the OTC market, so it is difficult to trace their liquidity, but their market sentiment is
similar to that of those listed on the BSE.

Increasing macroeconomic stability and a correspondingly improved rating has enabled a
gradual lengthening of the maturity structure. The longest newly issued government bond
has a maturity of 15 years. Currently the maturity profile is concentrated in bonds expiring
within the next three years.®

% This development peaks in 2003 when app. 20 percent of all outstanding debt matures. in 2007 the maturity profile
is quite low, turning up again in 2013. However, in 2002 the share of 0-3 year issues will increase from 45 % to 63 %
of total, which is slightly diluting the maturity profile of new debt in 2002, but this effect will be compensated by the
new 15-year benchmark and the increasing relevance of the 5-10 year issues.




I H S — Burkart, Schneider, Schiller, T6rok / Capital markets in Hungary and EU convergence — 77

Net sales of government securities in the HUF market
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Source: National Bank of Hungary

3.1.3. Yield development — ownership patterns

In the past 5 years the Hungarian fixed income market has developed rapidly in terms of
available instruments and liquidity of the market, which was reflected in a dynamic yield
development.” The following key elements had a significant impact on the yield development:

a) Improving macroeconomic stability — declining inflation rates®

b) Changes in the monetary policy — gradual reduction of interest rates, changes of the FX
regime

c) Gradual opening of the market and increasing involvement of foreign investors
d) EU-accession process

With the gradual liberalisation of the market and the improving country risk ratings, the
involvement of foreign investors increased. This enhanced the liquidity further and led to a
significant reduction of the risk premium. The gradual improvement of the credit rating and
the prospect of EU-accession brought the appearance of convergence investors. The
change of the perception of Hungary from an emerging market to a convergence market
reduced the susceptibility of the country to emerging market crises. With abolition of the
crawling-peg system and the widening of the currency band to +/- 15 % in summer 2001 the

4 Institutional changes, like the introduction of the Primary dealer system supported this development.

Following the crisis in 1994-1995 and the introduction of the stabilisation and austerity measures (‘Bokros-
package”), the macroeconomic fundamentals in Hungary improved almost continuously. The improving
macroeconomic stability was accompanied by improving confidence in the sustainability of the economic
development. Improving country risk ratings Hungary received from international rating agencies reflected this,
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yield development and the shape of the yield curve is increasingly driven by the spread to
the EU benchmark yield level.

The largest investors in government securities are banks and domestic institutional
investors, who mainly invest in government bonds. The share of foreign investors has
increased significantly since 1997.% Among domestic participants the ownership structure is
as follows: commercial banks own app. 21 %, households 4 %, corporates 16 %, insurance
companies 11.5 %, investment funds 11.4 % and close-equal shares of investment and
pension funds 6 % and 5 %. Retail investors account for 14.5 % of the total government
securities outstanding. Households continue to mainly invest in short-term retail securities of
the government, while T-bonds only account for a smaller part of their investment portfolios
(app. 10 % of the total portfolio). Credit institutions and domestic institutional investors
account for the majority of the secondary market turnover.

3.2. Stock market overview

This section investigates the current status of the Hungarian stock market. It deals with both
the underlying technical preconditions and the current development status in comparison to
the EU and EMU areas. On the basis of this analysis, the subsequent sections will cover
potential future developments.

3.2.1. General market situation — comparisons

Market conditions have changed dramatically since the foundation (or rather re-opening) of
the Budapest Stock Exchange (BSE) in 1990. While initially the main focus was put on
privatisations, the BSE realised the need of continuing sophistication at a very early stage
and therefore gradually adjusted to international standards, supported by cooperations
(ISMA, FESE, FIBV, FISD/IIA, efc.). Given the short period since the start of the
transformation process, it becomes obvious that massive efforts and commitment to reform
were required to attain this degree of sophistication. Meanwhile it can undoubtedly be said
that the Hungarian stock market certainly ranks among the most sophisticated CEE
exchanges in terms of market mechanisms. The well-defined set of technical requirements,
settlement procedures, listing requirements and the legal framework (e.g. protection of
minority shareholders) are largely in line with Western standards. As a result, there are no
restrictions hampering domestic capital market transactions or those originating from abroad.

6 Since the capital account liberalisation in June 2001 foreign investors became the largest group in the segment of
maturities of up to one year. They are holding more than 30 % of total publicly issued government bonds. In June
2001, investments in government securities accounted for one-third of total foreign portfolio investment compared to
4 % at the end of 1997.
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. Securities .
Governance  Banking Reform Deposit Secured -
La.rge'chle and Enterprise and Interest Rate Markets gnd N.on- insurance  Transadions Secuptlgzs
Privatisation . o Bank Financial Commission
restrusturing Likerslisation Institutions System Law
Czech Repuklic 4 3+ 4. 3 yves restricted yes
Hungary 4 3+ 4 4- yes yes yes
Poland 3+ 3+ 3+ 4- ves Yes Yes

Source ; Transition report 2001, EBRD

Sufficient market capitalisation is of utmost importance for the stock exchange, and it is the
precondition for sufficiently high liquidity in the securities traded. An analysis of these two
factors on the Hungarian stock exchange shows the extent to which investors are aware of
the development mentioned above. To this end, the market capitalisation (shares) of all CEE
exchanges was compared to Hungary both on an individual basis and broken down by
cooperation (Euronext) as well as in the aggregate (EU, EMU, EU ex EMU). Furthermore,
Poland and the Czech Republic were added to facilitate comparison.

Relative Stock Market Capitalization (Main & Parallel Markets) - March 2002

Budapest Warsaw Prague
in % to the other Stock Exchanges

in USD mn. MC * 11,199.12 27,340.33 11,637.81
Athens 74,765.23 14.98% 36.57% 15.57%
Copenhagen 87,360.32 12.82% 31.30% 13.32%
Deutsche Borse 1,094,147.26 1.02% 2.50% 1.06%
Euronext * 1,820,389.95 0.58% 1.42% 0.61%
Helsinki 172,216.30 6.50% 15.88% 6.76%
Irish 67,890.42 16.50% 40.27% 17.14%
ltaly 540,504.23 2.07% 5.06% 2.15%
London 2,139,935.35 0.52% 1.28% 0.54%
Luxembourg 28,334.51 39.52% 96.49% 41.07%
Madrid 482,081.68 2.32% 5.67% 2.41%
Stockholm 228,585.04 4.90% 11.96% 5.09%
Vienna 26,067.35 42.96% 104.88% 44.65%
EU 6,862,277.64 0.16% 0.40% 0.17%
EWWU 4,408,396.93 0.25% 0.62% 0.26%
EU ex EWWU 2,455,880.71 0.46% 1.11% 0.47%
Budapest 11,199.12 100.00%
Warsaw 27,340.33 40.96% 100.00%
Prague 11,637.81 96.23% 234.93% 100.00%

* Euronext consists of Amsterdam, Brussels, Lisbon, and Paris figures

** Market Capitalization Ultimo March 2002

Source : World Federation of Exchanges Members, local Stock Exchanges, RZB Research

What strikes the eye in this respect is that the relative size of the CEE exchanges and in
particular that of the BSE is comparatively small. The effects of EU or EMU accession of
these countries therefore are fairly marginal for the EU-wide stock market. The comparatively
low market capitalisations are often attributable to the size of the countries and the short
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period since foundation of the stock exchanges (the Frankfurt Stock Exchange, by contrast,
was founded in 1585). Furthermore, the listing requirements in the case of Hungary — at
least for the official segment — are even slightly stricter than those of its Western peers.
Equally important is the role of the capital market as a source of corporate finance - it is by
far not as developed as on established stock markets. The primary reasons are stricter
regulations and comparatively higher costs (in contrast to the refinancing methods that are
currently prevailing, namely intercompany loans, credit financing via local and international
banks as well as listings on foreign stock exchanges). This comparison becomes more
meaningful if the size and economic sophistication of the country is taken into account, too.

Stock Market Capitalization (Main & Parallel Markets) rel. to GDP

in USD mn. MC ** GDP *** % des GDP

Athens 74,765.23 122,862.15 60.85%
Copenhagen 87,360.32 169,860.64 51.43%
Deutsche Bérse 1,094,147.26 1,883,779.52 58.08%
Euronext * 1,920,389.95 2,072,773.57 92.65%
Helsinki 172,216.30 127,838.96 134.71%
[rish 67,890.42 89,919.95 75.50%
taly 540,504.23 1,128,052.63 47 .91%
London 2,139,935.35 1,607,161.57 141.98%
Luxembourg 28,334.51 20,779.73 136.36%
Madrid 482,081.68 604,517 .41 79.75%
Stockholm 228,585.04 212,681.12 107.48%
Vienna 26,067.35 104,727 .61 13.39%
EU 6,862,277.64 8,134,954 .88 84.36%
EWWU 4,406,396.93 6,245,251.55 70.56%
EU ex EWWU 2,455,880.71 1,889,703.33 129.96%
Budapest 11,199.12 51,100.00 21.92%
Warsaw 27,340.33 176,400.00 15.50%
Prague 11,637.81 55,800.00 20.86%

* Euronext consists of Amsterdam, Brussels, Lisbon, and Paris figures

** Market Capitalization Ultimo March 2002

** GDP 2001; Hungary, Poland and Czech Republic based on RZB estimates

Source : World Federation of Exchanges Members, Thomson Financial Datastream,
RZB Research

On this count, it becomes obvious that the as all transformation countries’, the Budapest
Stock Exchange is also far behind the established European exchanges, but the gap is no
longer extremely wide. As already mentioned above, apart from market capitalisation also
stock market liquidity is of essential importance, since it constitutes a pivotal decision
criterion for investors. If the liquidity is too low, financially strong investors (e.g. large
investment funds) cannot purchase and sell securities without causing violent and negative
price fluctuations. Therefore, markets with low liquidity are not very attractive.
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VALUE OF.SHARE Market Cap. {Main &
in USD mn. TRADING {Main & Parallel Parallel Markets) in % of Market Cap.
Markets)
Athens (TSV) 37,731.89 84,751.70 44.52%
Copenhagen (REV) 72,365.45 85,145,50 84.99%
Deutsche Borse (TSV) 1,439,902.75 1,071,748.73 134.35%
Euronext * 3,179,788.55 1,843,528.63 172.48%
Helsinki (TSV) 181,568.39 190,485.82 95.33%
Irish (TSV) 22,735.60 75,208.24 30.19%
Italy (TSV) 710,217.90 527,396.49 134.66%
London (REV) 4,550,503.55 2,149,501.02 211.70%
Luxembourg (TSV) 702.90 22,710.36 3.10%
Madrid (REV) 842,227.10 468,203.21 179.88%
Stockholm (REV) 386,730.11 236,514.36 163.51%
Vienna (TSV} 7,699.556 25,204.35 30.55%
EU 11,432,173.74 6,780,458.39 168.60%
EWWU 6,422,574.63 4,309,297 .51 149.04%
EU ex EWWU 5,009,599.11 2,471,160.88 202.72%
Budapest (TSV) 4,834.00 10,209.52 47.35%
Warsaw (TSV) 9,886.60 26,016.53 38.00%
Prague (TSV) 3,613.89 9,546.89 37.85%

The sale & purchase of a share are counted as one transaction; Data are based on ultimo 2001
REV - Regulated Enviroment View; TSV - Trading System View
* Euronext consists of Amsterdam (REV), Brussels (TSV), Lisbon (TSV), and Paris (TSV) figures

Similar to the table analysed above, this point is better illustrated by means of a relative
comparison. As a valuation criterion of a stock exchange, the absolute value of share trading
only makes sense if it is related to the market capitalisation. It is noteworthy that a relative
comparison paints a different picture. Hungary boasts a good ranking in the middle range
compared to smaller markets in Western Europe. These comparisons show that the
transformation process into a fully-fledged capital market of Western dimensions has already
reached an advanced stage. However, to put Hungary's ratio into perspective, it has to be
noted that the trading volume peaked in 1998 (Russian crisis) and shrank substantially
thereafter until 2001 (bear market on international stock exchanges). The trading volume
only started to pick up again in 2002.

The Budapest Stock Index (BUX): The most important benchmark for shares on the
Hungarian equity market is the Budapest Stock Index (BUX),” The weight of each individual
stock basically depends on its stock market capitalisation, but in May 1999 (effective October
1999), this system was adapted to account for free float as well.®, To adjust the basket to the
prevailing market conditions, it is reviewed, re-weighted and, if need be, adapted twice a
year (1 April and 1 October). Most of the trans-regional equity benchmarks (such as those

7 The BUX which started at 1,000 points in January 1991, Price ticks are recorded at 5-second intervals. The BUX
reflects changes in market capitalisation resulting from movements of share prices that constitute the “index basket".
This index basket is a proxy for a theoretical market portfolio designed to reflect the structure of the equity market
and is hence composed of the largest and most liquid stocks.

Free float in this case refers to all shares that are not owned by the company itself, leading representatives or
employees thereof, nor by the state or investors who hold a stake of more than five percent in the company.
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provided by MSCI, FTSE, DJ and S&P) will completely change over to a weighting
methodology based on free float from the end of May 2002 onwards. The Hungarian BUX
Index anticipated this development alréady in May 1999. This shows that the Hungarian
stock market not only follows the lead given by Europe, but at times even takes on the role of
a forerunner. The reason was that the BSE increasingly tried to implement an adequate
structure in line with the continuing trend towards uniform appearance of the European
capital market and therefore embarked on the same strategy early on. Nevertheless, the free
float is still underdeveloped in the transformation countries; still, Hungary tops the league
table with about 53 %. This percentage can be employed to explain the higher trading
volume {in relative terms).

Free Float Stake *
Hungary 53%
Poland 35%
Czech Rep. 30%
Osterreich 40%
EU 79%

* estimated values
Source : RZB Research

3.2.2. Integration and ownership structure

Bearing in mind that the CEE countries will accede to the EU fairly soon, one could think that
the CEE markets in question should already be integrated to a large extent. The degree of
integration can be gauged from the parallel development (correlation) of the share indices
and the pertinent valuation levels.® The strong correlation between Hungary and the DJ Euro
Stoxx Index is particularly striking. It should be added that the trend is less volatile than in an
intra-regional comparison. Correlation is a good indicator of a market's integration, but also
the valuation differentials and their development over time should be taken into account. We
have employed historical time series of 12-month forward PE (Price/Earnings) and related
the ratio of Hungary to that of Germany and the UK. This trend then allows to draw
conclusions as to whether the valuation levels have already converged. A value of 100 %
denotes equal valuation levels.

o Given the higher volatility, we have used a 260-day correlation (- 260 trading days) to somewhat smoothen out
more violent fluctuations. To avoid distortions resulting from exchange rate fluctuations, the correlation was
calculated on the basis of local currencies.
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The graph shows that the valuations constantly converged until H1 1998 but widened again
during the Russian crisis. The second peak was reported in Q2 2000, when the TMT
euphoria also drove CEE stocks higher. Nevertheless, similar to all other CEE markets, the
Hungarian stock market exhibits a risk discount that is due to the relative size of the
companies and the market as well as the lower liquidity. The political risk — investors’
uncertainty with a view to political objectives of the people’s representatives and their
political stability — is no longer predominant in Hungary, since the country has been very
stable for quite some time. However, with the approaching EU accession and, therefore,
EMU entry, even the residual risk will continue to decline in importance (similar to the
currency risk).

The proportion of foreign investors is extraordinarily high compared to domestic investors.
Furthermore, foreign investors gave the BSE a strong stimulus and boosted the trading
volume. The share of foreign investors peaked at slightly above 80 % in March 2000. When
the TMT bubble burst on international markets, foreign investors’ risk appetite declined, and
the proportion of shares held by foreigners fell rapidly (to about 70 % at the end of 2000).
However, since the end of 2001, foreign activities on the Hungarian stock market have been
on the rise again (to a current level of about 75 %), which is reflected in a noticeable
increase in volume and not least in higher share prices.
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Holdings of Shares quoted on the BSE

Non-financial Total financial
carporations corporations
6.4% \ 6.4%

Total generat

government
/ 8.4%

/ Households
<)/

6.9%

NPIs serving
households *

Foreign Investors 0.1%

71.8%

Source : National Bank of Hungary, RZB Research, June 2001

Institutional investors are important for the Hungarian stock market, even though shares
mostly account for only a low percentage of their overall asset allocations.

Percentage of Hungarian Shares of Total

1999 2000 June 2001
Investment Funds 4,6 5.5 3.5
Life Insurers 6.4 52
Private Pension Funds 14 14
Voluntary Pension Funds 11.5 10.3

concerning Hungarian non-bank financial Institutions
Source : National Bank of Hungary

Overall, it can be said that the three types of institutional investors have become even more
risk-averse in spite of their conservative approach, as all of them have further scaled back
their holdings of shares and corporate bonds. This trend was not least triggered by massive
declines on the local stock exchange, which subsequently led to capital outflows from funds.
However, it should be stressed that this phenomenon is not country-specific. Both the CEE
countries’ established and regional exchanges were affected, with the latter suffering even
less.

4. Capital Markets and the European integration

As far as the regulatory framework is concerned: the new 2002 January Capital Market Act is
already fully EU compatible — therefore no changes are expected before the EU accession.
Nevertheless, there are some institutional changes in sight, the “market place” is under some
modification. Meanwhile, the global developments and the regional convergence issues,
severely reshape the supply and the demand side in the upcoming period. The accession to
the EU and the EMU are not the only factors affecting the future development in this context.
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The fact that Hungary's capital markets become further integrated into the European capital
markets will have a significant impact on its competitive position. Hungary is likely to follow a
debt management strategy and introduce measures that will enhance the competitive
position of Hungary within the circle of its European peers. This, of course, will not happen
overnight, but will rather be a gradual process, which has already started and will go beyond
EU and EMU accession.

4.1. Bond Market ahead of EU entry

4.1.1. Potential institutional and regulatory system changes

Some lessons can be drawn from previous accession candidates. Like Hungary is already
intending now, other bond markets of today’s EU and Euro zone have introduced measures
to enhance the liquidity of its government bond markets. The number of issues were reduced
to increase the volume and the correspondingly the liquidity of the single issue. A measure
which was introduced in Austria to increase the attractiveness of its bond market was to
improve the distribution channels for government bonds: whereas only a few local market
participants were originally allowed to take part at the bond auctions, the group of dealers
was increased by allowing foreign primary dealers to participate as well."” In the wake of
further capital markets integration a similar development is likely to occur in Hungary as well.
Today, only a limited number of local market makers take part in the primary dealing. The
financial authorities might decide to enhance distribution and liquidity by authorize an
increasing circle of auction participants. Ahead of the EU entry the current primary dealership
system itself may not change dramatically. It is a question whether the regulation on the
membership itself will change prior or only after the EU accession. Nevertheless, with EU
entry some modifications are likely to happen as far as the composition of the Primary
Dealership System is concerned. There is likely to be a green light ahead of foreign
participants.”’

Also there are some ongoing institutional developments that characterize the LCY bond
market: Price quotations margins are going to get thinner through improved liquidity of larger
size bond series, and a more active secondary market. There is an aim to boost the size of
each sovereign bond series to the minimum level of EUR 1 bn. The benchmark calculation
will get modified and would mimic the practices used in the EU member states.

10 This in turn had significant consequences for Austrian banks: The ones, which were the sole dealers before
increasing the number of participants, were able to eamn remarkable profit on this business. Once increased
competition occurred and the need for foreigners to approach Austrian dealers ceased, this source of profit faded
away. X

ot may come in the form of a two-level primary dealership system, where local participants would retain full
membership, while foreigners would obtain Jimited licenses (market makers like in Portugal), or even in the form of
full membership. A decision is not made yet by the GDMA, nevertheless, there is a strong intention to make
accessible GDMA auctions and the Hungarian government bonds trading also for foreigners in the future.
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The trading platform is intended to be modified. The current MMTS system is not adequate
to serve both Budapest based and foreign market players. Either new trading platform will be
introduced, or the current MMTS system should be enhanced. In addition, it is likely that
Hungarian issues will be traded increasingly on non-Hungarian platforms. Previous
accession countries likewise entered pan-European respectively pan-Euro-zone trading
platforms.'

Issuance techniques will be modified. Currently auctions are held too frequently. It is not
helpful for the development of the secondary market as the market attention is focused too
much on these events — not leaving enough room for the development of the secondary
market. Moreover the size of each auction is probably too small. In order to improve the
liquidity, less frequent auctions should provide with much larger size.

Otherwise it is the intention of the GDMA to come out with larger bond series. In order to
provide sufficient liquidity at the pan-European market, each bond series should reach the
size of minimum EUR 1bn. (even an EUR 5bn size is considered as adequate). With larger
series, the current auction technique may be altered: a complex syndication plus auction
technique may come as the example in the EU. Another thing is the lengthening of the
duration. The focus is going to be slowly shifted to longer maturity bonds.

4.1.2. Supply and demand

A strong intention of the issuer is to lengthen duration of the outstanding government debt. In
order to meet the Maastrich criteria public budget deficit should shrink below 3 % of GDP. It
is a question, whether the whole of the state financing will be covered by HUF denominated
government debt issues or GDMA will have a policy mix and tap international capital markets
as well with Eurobond issues. It is also a question whether the maturing foreign currency
denominated debt of the Hungarian state will be renewed by similarly foreign currency
denominated securities, or the practice adopted in 2002, when the decision was made to
finance it with HUF denominated securities will remain. Decisions at the level of policy
making have not achieved yet (or not made public). According to the GDMA, the net
financing requirement jumped from HUF 691bn in 2001 to HUF 971bn in 2002. It is assumed
that (nominally) the supply side of HUF denominated public debt will not dramatically change
in the years ahead of the EU accession. Also, one can expect that the shift towards longer
maturities will continue on, and the within one year maturity securities’ role decrease.

Accession to the EU, to the EMU and increased competition due to further integration will be
the milestones of the further development of the Hungarian bond market with respect to

21, April 1999 the pan-European platform Euro-MTS was established for bonds of the countries of the EMU. 85
bonds are currently traded on this platform, with a minimum volume of EUR 5 bn. In addition, Austria for example
decided to issue Austrian bonds at the French exchange for bond-futures (MATIF).
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European integration. With the final date of EU accession to come closer, the investor profile
will change accordingly. The high yield / EMEA investor category will gradually be replaced
by EU funds. Partly, this development has already occurred. Funds, which initially focused
on EU, now increasingly invest to a small extent in CEE bonds. With EU accession, Hungary
will become part of the European universe. However, two factors will influence the capital
flows to the Hungarian bond market and it is not yet sure what the overall effect will be. On
the one hand, non-EMEA funds will enter the market more and more. On the other hand,
present emerging market investors will leave the Hungarian market and move to other
countries, which offer the corresponding risk/reward profile — i.e. less developed transition
economies.

Two scenarios are possible regarding the development of foreign investors’ demand: 1) The
amount of foreign capital inflow into the Hungarian government bond market will increase.
The decrease of EMEA funds’ capital will be over-compensated by an increase of European
funds. 2) The decreasing amount due to reduced EMEA funds can't be over-compensated by
other sources. Today's level of investment by European funds will not increase accordingly or
it even might become less. The improving liquidity won't provide sufficient investment
incentives to compensate for the decreasing spread and the less attractive FX-development
(gradual appreciation in the past, which offered interesting profit opportunities beyond
decreasing yields).

Should scenario 2) in fact materialise, it will be important for the Hungarian bond market to
attract sufficient funds from domestic investors. Expected increasing domestic savings
should compensate for a possible decreasing foreign demand. It is not certain yet to what
extent these domestic funds will flow into the Hungarian government bond market. European
capital market integration implies regional diversification for local investors as well. At least
regulation — in line with EU-adjustment — will provide for increasing investment abroad. It will
then depend on the actual investment decisions by local institutional investors whether to
invest in domestic or in foreign assets.

Another factor shaping the yield pattern in the wake of further European capital markets
integration is the entry into the European Economic and Monetary Union — and the
corresponding expectations before accessing the Euro zone. First of all, expectations
regarding the actual date of EMU accession will shape the yield development. In this context
the macroeconomic development will play a crucial role as well. Depending on the actual
development of interest rates and inflation rates and the expectations of market participants
for these parameters will the decline in yields occur at a slower or faster pace.

The credit risk is expected to decrease further. At present, the average spread between
Hungarian EUR-denominated government bonds and the Euro benchmark curve amounts
app. 45 bps. Greece (A2/A) has a similar rating like Hungary (A-/A) with an average spread
to the Euro benchmark curve of 30 bps. Further adjustment is expected with respect to
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adjusting premiums Furthermore, the rating is likely to improve. For 2007 a rating of AA (-) is
fikely. This will contribute to a declining spread accordingly.

The exchange rate risk will decrease as part of the further convergence story and cease to
exist upon EMU entry. The closer the date of EMU accession, the smaller the amount of
uncertainty regarding the actual exchange rate which will be the entrance level for Hungary.

In line with further decreasing inflation interest rates will decrease accordingly.

Overall, the convergence process will cause investors to demand decreasing yields. Partly
investors have already priced this development in. The interest rate swap market allows
investors to trade based on expectations of interest rate moves. As euro membership comes
closer, so the expectation that the convergence of interest rates becomes greater. A measure
of this is five-year forward rates, or five-year rates in five years’ time as implied by the current
yield curve. This indicates the expected differential between the candidate country and
Germany five years on. These numbers indicate that the convergence is not fully priced in
for 2007 (possible EMU entry).
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Source: Reuters, own calculations

How was the convergence path shaped in other accession countries? As you can see from
the following graph, the process of converging yields took much longer in the three Western
European countries in consideration (Italy, Spain, Portugal) — compared to Hungary's yield
development,




I H'S — Burkart, Schneider, Schiller, Térok / Capital markets in Hungary and EU convergence — 89

Convergence Story in Southern Europe Convergence story in Hungary

20
18 -
16

14 -
12
10
8

O N A

T
o
=]

o
3

Feb. 97
Aug. 97
Feb. 98
Aug. 98 -
Feb. 99
Aug. 99 -
Feb. 00
Feb. 01 -
Aug. 01

!

Raty 8M 10Y Spain BM 10Y Portugal Bl

107 Germany BM 10Y

<

[— HU 5y BM ——BD 5y BM

Feb. 02

Source: Thomson Financial Datastream.

Three years before becoming Euro members the spread to German bonds was between 4
and 6 percentage point in the three selected countries. Today the spread between Hungarian
and German bonds is below 3 percentage points, although accession to the EMU probably
lies ahead more than three years. Several factors contribute to this phenomenon. The
behaviour of international market players has changed since previous rounds of accession.
The markets have the experience of previous developments in mind. However, one has to
consider the fact that the EMU accession in Southern Europe was less certain. Until one
year before Euro-zone entry a large amount of uncertainty about the timetable was
contributing to the slower yield convergence. (At present, the timetable 2007 as a potential
EMU accession date for Hungary is not fully priced in. Any change in the timetable might
weaken the bond market temporarily, but the fact, that this date isn't priced in, a reasonable
delay shouldn't affect the markets too negatively.) The risk in Hungary is that expectations
regarding EMU entry will lead to an overshooting with an associated spread, which will be
lower than the liquidity premium would justify. Previous EMU accession experience
demonstrated such a development. Until the beginning of the EMU — or until the official
announcement of the participating countries — the spreads between government bonds
shrank in line with the convergence process and a diminishing exchange-rate risk. However,
upon entering the EMU, yields have not converged further. In fact, after entering the Euro
zone, most vields started to slightly rise compared to German vields.

The rating differences in the Euro zone countries, are considerably small. The spread over a
German bond with the same maturity demanded by investors is mainly based on the
different levels of liquidity of the national bond markets. It therefore seems obvious to expect
a liquidity spread for Hungarian bonds accordingly before and after EMU accession.
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The regression analysis demonstrates that liquidity proves to be the dominant factor behind
yield spreads in the Euro zone. Austria, for example, has the same rating as Germany
(AAA), but it has to pay a higher yield premium."® With further convergence and improving
rating the Hungarian market will increasingly be valued by only one factor: By its liquidity. In
order to reduce the financing costs of the Hungarian government in the future, it is inevitable
to proceed with the current trend of improving the liquidity of the market.

4.1.3. Private debt market perspectives

Whereas we can find a strong will from the side of the GDMA to enhance efficiency of the
sovereign debt market in order to become competitive on the pan-European markets, there
are little similar moves detected on the side of the private issues. Though some development
of the corporate bonds; municipal bonds; financial institutions’ bonds can be expected, these
bond issues will not reach the critical mass of becoming liquid assets. As in the past years,
the corporate bond market was not able to become flamboyant, we see little evidence that
this situation might change. The rudimentary problems of the underdeveloped market are not
seen to get healed (structure of the corporate sector; etc.). Nevertheless, there are still some
encouraging signs that make us to believe that this market segment may develop. As the
economy continues to grow the corporate sector will have increased financing needs.
According to western practice, banks alone cannot take upon themselves the financing of the
entire sector, which will automatically lead to the securitization of existing debts and entering
the capital market for new ones. As Hungary continues to converge to the European Union,
its risk classification will likely improve, which in turn improves the risk of Hungarian
corporate issues. As far as the corporate bond issues are concerned we can witness, that
there is an emergence of regionally significant Hungarian companies (‘regional
multinationals”). For example MOL, Matav, Richter Gedeon etc. are becoming important
regional players with further plans of regional expansion. This drive makes these companies
eager to find alternative financing methods, among others in the form of HUF bond issuance
programmes. Given the size of these companies, it is not unrealistic to believe that in the
near-term future, they will enter into some large bond issue programs (HUF 50-100bn). Also,
some medium sized Hungarian companies may find a bond issue as a good alternative
versus traditional bank loans. Albeit, these latter bond issues are not likely to reach sufficient
size, there may still exist some methods to sell these securities. Alongside with the
development of the Hungarian financial sector, the financial institutions are likely to tap more
frequently the domestic capital markets with their bond issues. The financial institutions may
provide their network for the securing the successful sale of these issues, of the size of HUF
10-50bn.

As long as municipal bond issues are concerned, we believe that bond issue programs are
good financial solutions to finance infrastructure development plans of medium size towns.

13 The average spread to the 5 year EU benchmark bond during this year was 19.2 bps.
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Alas, these programs are political cycle sensitive, after the 2002 autumn municipal elections
we may expect an acceleration of these types of activities.

4.2. The equity market before EU and EMU accession

This section intends to analyse the effects of the approaching EU and EMU accession.
Based on the experience of the last enlargement round and the EMU entry of Greece, its
main purpose is to show similarities to Hungary and to explain expected changes and
effects. Furthermore, this section is designed to highlight anticipated progress and
perspectives of the local stock market and to answer the question of the influence from the
upcoming EU accession,

The intended EU accession certainly plays a central role in Hungary, too. Nevertheless,
since stock exchanges in general anticipate future trends, it would be interesting to find out
to what extent the Budapest Stock Exchange anticipates the upcoming EU and EMU
accession. To gain a better understanding of the future developments until EU accession we
have used stock market trends of the latest accession round (Austria, Sweden and Finland)
for comparison. The period under review covers 1992 to 1997 (3 years before and 2 years
after EU accession), which approximately equals the period required before Hungary and the
other transformation countries will enter EMU. The time of EU accession (1995) was used for
indexation to better illustrate the development before and after this event. The synthetic
“Accession Countries Index” is composed of Austria, Sweden and Finland.

Aktienmarktentwickiung der EU-Beitrittsiander 1995 und des DS-EU-Index”

Performance of the EU-Accession Countries 1995 and the DS-EU
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Even though the performance of the individual accession countries’ indices varies widely, the
“Accession Countries Index” exhibits strong correlation with the EU already one year prior to
accession. This is also shown by the graph below (annual correlation on the basis of monthly
data). In addition, the outperformance of the accession countries between the autumn of
1992 and the end of 1994 is noteworthy, even though basically the markets merely made up
for the previous underperformance. From the time of EU accession onwards, the
outperformance gave way to an underperformance, and the high correlation started to
decline. It only reversed its trend and rose to a higher level beginning from mid-1996, and

the "Accession Countries Index” again achieved an outperformance, driven by Sweden and
Finland.

Correlation between EU accession candidates 1995 and EU,
Euorope ex UK and EMU
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EU accession candidates 1995: Austria, Finland and Sweden
Source : Thomson Financial Datastream, RZB-Research

The development during the last enlargement round now allows several conclusions to be
drawn regarding the current accession candidates. Although the correlation between the EU
area and Hungary remains constant at a medium level, it is likely to increase particularly
during the last year before accession (analogous to the correlation trend of the enlargement
round of 1995). Until then, the correlation should rise only moderately.

4.2.1. Potential changes in the institutional and regulatory system — international
comparison

As already explained above, the prerequisites — in terms of market mechanisms — are
already largely in line with EU requirements. The efforts to enhance market transparency
further will continue, which is a pivotal factor especially for the future development of the
Hungarian stock market. However, these achievements will not be effected through
regulatory changes, since the latest adaptation (Capital Market Act 2002) is already in
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accordance with the targets and requirements of the EU. Nevertheless, investor perception
will certainly change in the run-up to EU and EMU accession.

4.2.2, Changes in the evaluation of Hungary as an asset category

The Hungarian stock market is mainly characterised by foreign investors (about 75 %), so
that the re-rating of the asset category will have a direct influence on the development of the
stock market. The Hungarian market is being referred to as an emerging market at the
moment, and potential foreign investors are represented for two reasons. Firstly, market
players intend to participate in the higher economic growth resulting from the convergence
process (real GDP growth in the EUR-12 region 2001: 1.5 %; Hungary: 3.8 %). The second
important aspect is the benefit of diversification. The causal relationship lies in the fact that
the correlation between emerging markets and developed markets is traditionally low.
However, in the case of Hungary this only applies to a certain degree by now, since the
correlation has already risen to a medium level (between 0.4 and 0.6) as a result of ever
increasing trade links.

Although these two reasons will definitely continue to play a role in the foreseeable future, it
should not be overlooked that Hungary has already adapted to Western standards. It is
therefore only a matter of time when this development will be rewarded through an
upgrading from an emerging market to a developed market. Nevertheless, investors have in
part already started implementing this re-rating as a gradual process. That is above all
reflected in the higher correlation as mentioned above and the catching-up process in terms
of valuation. Furthermore, Hungary is no longer considered a typical emerging market
among the investor community also because of the country’s favourable economic situation
and its stable environment.

Greece provided the latest example of a change in classification in the year 2001. Both
share prices and trading volumes started to rise strongly from 1997 and peaked during the
first three quarters of 1999. This extraordinary trend was attributable to the underlying
convergence of interest rates ahead of the upcoming EMU entry (the largest bank of the
country — the National Bank of Greece — achieved a ten-fold increase in value during this
period). This comparison clearly shows that it is not the formal EMU entry by itself that
counts, but rather the associated convergence trends in anticipation of accession. For this
process to materialise, an upgrading to a developed market is of vital importance. MSCI has
no clear (published) guidelines as to when a market is upgraded, so that many investors had
anticipated this development, since the likelihood of an upgrading rose tremendously upon
EMU entry.




94 — Burkart, Schneider, Schiller, Térok / Capital markets in Hungary and EU convergence —1HS

Stock market and turnover trends in Greece
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This chart provides ample evidence that the Greek stock market anticipated the country’s
EMU entry in the year 2001 as early as 1997/98. Which conclusions can be drawn from this
development for the candidate countries in Eastern Europe? On the one hand, the upcoming
EMU entry starts having an influence on the accession candidates already now, and on the
other hand an upgrading to a developed market is likely to occur around the time of EMU
entry. The table below shows that MSCI had classified all countries as developed markets
upon EMU entry at the latest. This would in turn allow the conclusion that a positive influence
on the Budapest Stock Exchange will not only derive from the underlying interest-rate
convergence but also from the increasing likelihood of a rating upgrade.

EU/EMU entry and classification according to MSCI

MSCl-iMember
: , Developed Market
Country EU accession EMU-entry Emerg;pg / MSCl-Europe
Market since ,
since
Austria 1995 1998 1969
Sweden 1995 1969
Finland 1995 1999 1987
Spain 1086 1999 1969
Fortugal 1986 1999 1989 1997
Greece 1981 2001 1989 2001
United Kingdom 1973 1969
Ireland 1973 1999 1990
Denmark 1973 1969
Luxembourg founder member 1999 ; 1990

Source : Reuters Business Briefing
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Apart from that process of anticipation, also investors will radically change their view of the
market. Whereas the current approach is regional (CEE area), continuing standardisation
and Europeanisation will increasingly give way to a trans-regional (Europe-wide) sector
approach also in Hungary.

4.2.3. Changeover from a regional to a sector approach

The sector approach has been the predominant approach in asset allocation for quite some
time. After it had become the most popular methodology on the international scene, portfolio
managers also employed it in emerging markets. Even though the sector approach is still
regionally limited to the CEE area, this situation will change with the approaching EU
accessions. Subsequently, investors will no longer view the transformation countries as a
separate region but rather view them as integrated in a multi-country EU area. This trend has
already started to gain ground in the past few years, which is again due to increasing
convergence efforts (declining economic differentials between the CEE and the Western
European economy) and continuing globalisation.

What will be the effect on Hungarian equities? So far, stocks were mainly evaluated and
selected on the basis of a regional comparison — at least as far as economic conditions of
the respective country permitted to do so. In the recent past, the tendency towards
comparison with Western European ratios as selection criteria has become increasingly
important as mentioned above. Companies are therefore no longer compared on the basis of
their relative standings to other companies within the region but also have to live up to a
Europe-wide comparison. Against this background, potential investors will only be attracted
by those blue chips which are internationally competitive. In relation to the size of the
country, this development will hardly benefit more than 4-6 Hungarian companies.
Nevertheless, to put this situation into perspective it has to be conceded that many
companies are burdened by a valuation discount due to their — predominantly Western
European — strategic investors, although they would be capable both in terms of size (market
capitalisation) and ability to withstand competitive forces. This is attributable to the fact that
many index providers (e.g. MSCI) are increasingly focusing on a company'’s free float, so
that the weighting in the pertinent indices will be lower.
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Company l largest shareholders %
Hungarian State Privatisation 837
Antenna Hungaria and Holding Comp. )
CE Qil & Gas Beteiligung und 502
BorsodChem Verwaltung AG X
Sibur Int. Ltd, 24.8
Danubius Interag Rt. 29.4
Demasz EDF International SA 60.9
Egis ATP 50.9
Gedeon Richter SPH Ltd. 25.2
The Bank of NY (Depository) 24.9
Matav Dt. Telekom 59.5
MOL Foreign Investors {Institutions) 46.3
Hungarian State Privatisation 25.0
and Holding Comp. ’
Nabi The First Hungarian Fund 54,1
Citybank {Depository) 13.3
OTP no shareholder with more than
Pannonplast Pictet & CIE AG 12.6
Pick Szeged Arago Investment Holding 41.3
Raba The Municipality of Gyor 11.1
EBRD 10.6
Synergon Bankers Trust Comp. 12.3
TVK MOL 33.0
BorsodChem 15.2
CE Ol & Gas Betelligung und
Verwaltung AG 16.0

Source : Bloomberg, RZB Research

Therefore, large local companies without a strategic investor (such as OTP Bank) will
benefit. Other companies with a strategic investor (such as Matav, in which Deutsche
Telekom has a stake of about 60 %) will be unable to benefit from this change due to their
lower free float. As a result, the outlook for local players is mixed. The changeover will put
small to medium-sized local companies at a disadvantage from the beginning. As mentioned
above, the companies so far only have to convince investors within the framework of a
smaller region in which economic conditions are at least similar. This task will be more
difficult to accomplish on a trans-regional (i.e. EU-wide) level, since they are only small caps
compared to Western European companies. As a result, these companies are in a similar
situation as Austrian companies. Due to their size, the DJ Euro Stoxx Small Cap Index is the
most suitable benchmark (it is also used as a benchmark for Austrian companies). Although
these relatively small companies are able to counter this disadvantage through focusing on
market niches or in their capacity as cost leaders (lower costs of production; generics), many
yet have to embark on this strategic course and/or implement it. In summary, this trend may
open up a window of opportunity for a successful reorientation, but one has to bear in mind
that it is difficult for these small companies to maintain their traditional performance and
defend their position in a highly competitive market.

4.2.4. Valuation

There is a risk premium associated with the valuation of the Hungarian stock market which is
composed of several aspects. As mentioned above, the risk premium due to uncertainty
regarding political stability is no longer at centre-stage in Hungary. The country has shown a
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secure and stable political course towards the EU for some time, and it is for the most part
supported by the all the major political parties. Any residual risk in this respect will become
irrelevant upon EU accession at the latest. Moreover, both individual stocks and the market
as a whole exhibit a valuation premium attributable to the lower market capitalisation as
relative to Western European companies and lower liquidity in the listed stocks. This
situation will improve in future, since the new stock market-friendly government has made
various privatisations via the stock exchange more likely, and also private companies will
accept the challenge of going public if the good sentiment persists. Market capitalisation
should increase as a result already taking into account possible de-listings of smaller
companies. Given the friendlier approach by the government, both foreign and local
investors should be attracted again, which will have a positive effect on liquidity. The last
major factor relevant to foreign investor is the exchange risk. Based on the underlying base-
case scenario, the currency should be stable to slightly firmer in the future.

On the basis of these forecasts, we can expect the existing risk premium to decline
gradually, which will lead to a higher valuation and hence to convergence towards Western
European levels. The following graph compares the valuation of the Hungarian stock market
with the yield level (earnings yield less bond yield). To calculate the earnings yield, we have
used the aggregated 12-month forward PE from IBES, and we have used the bond yield of
5-year government bonds.

Earnings yield less bond yield
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It is obvious that Hungarian equities were overvalued compared to bonds in particular up to
mid-1998. However, this is usual for an emerging market, since initially there was a very high
yield level due to the high inflation rate. A glance at the development of the stock market
index reveals that investors pinned high hopes ‘on earnings trends already early on and
hence waived the higher bond yield in favour of higher exposure to equities, although the
stock market looked fairly expensive compared to the bond yield. In connection with
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convergence efforts ahead of the intended EU accession, the inflation rate has been
continuously lowered, and yields have gradually adjusted to the lower level in Western
Europe, too. Due to this convergence process, the relatively high valuation of the stock
market has fallen and reached an attractive level in unison with further declines in yields.
Nevertheless, there is still substantial leeway for yields to decline further, since the
differential between Hungarian and Western European government bond yields is still
significant,

If the 5-year German government bond is employed as a benchmark for the EU region (to
facilitate comparison with Hungary) and if a long-term average (since 1992) is calculated
therefrom, the current level is 4.9 %, which also serves as a target level for Hungary in 2007.
In the wake of EMU entry, Hungarian yields will converge towards this Western level as well,
but a premium of about 40 basis points would have to be added to account for differences in
liquidity and size. This premium would be similar to that of countries which entered EMU in
the past such as Greece (spread: 35 bps), Italy (25 bps) and Portugal (25 bps). With a
current yield level of 7.4 % for the 5-year Hungarian government bond, convergence towards
5-year German yields would enable downside potential of 2.1 % — including the assumed
spread of 40 bps. Moreover, earnings are expected to show solid growth in the next few
years (average RZB expectation until 2007: 7.6 %), fuelled by the anticipated increase in
incomes and earnings throughout the Hungarian economy. On the assumption of stable
prices, this would bring about an increase in the earnings yield (RZB estimate: 15.6 %).
Against this background, the valuation based on earnings yield less bond yield will continue
to decrease until EMU entry, driven by the convergence process. Thanks to the decline in the
risk-related discount in respect of Hungary, there is sufficient upside price potential.
Comparing the valuation of Hungary on the basis of earnings yield less bond yield to
established stock markets such as Austria, convergence in valuation (average since the
beginning of 1997: +2.1 percentage points) would result in additional performance potential
of slightly more than 110 %, which would translate into an annualised performance of about
16 %.

. Earnings
Year | Price | Eamings* | pE | @Mings| Bond o4 hond
yield yield .
yield
2002 8800 9537 9.2 10.8% 7.4% 3.4%
2007 8800 1375.6 6.4 15.6% 5.3% 10.3%
2007 18500 1375.6 13.4 7.4% 5.3% 21%

* implied earnings figures
Source : Thomson Financial Datastream, RZB Research

The proportion of foreign investors is extraordinarily high 'compared to domestic investors.
What can we expect with regard to their activity in the future? On the one hand, the possible
improvement of the market's capitalisation and liquidity may attract more foreign investors to
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the BSE. Also, the convergence process and a further decline in country risk augur well for
increased activity on the part of foreigners.

Domestic investors: Household savings are on the rise. While the stock of household
savings made up only 40 % of GDP in the early 1990s, the current ratio is about 50 %, and
we expect it to gradually increase further. Nevertheless, the proportion of domestic equity
securities in the savings portfolio has undergone some negative changes recently. Domestic
investors keep playing a smaller role on the BSE (compared to foreign investors). We expect
a positive shift in the overall market situation (more listings; abolishment of the capital gains
tax etc.) that is likely to bring about a higher participation rate of domestic investors as well.
Assets managed by domestic institutional investors (pension funds, mutual funds, insurance
companies) are expanding. Given the positive changes expected for the stock market, we
can well calculate with higher demand from domestic investors.

4.2.5, Outlook for the Budapest Stock Exchange

The upcoming EU accession and the aspired subsequent EMU entry will also lead to a sea
change on the Budapest Stock Exchange itself (possible some loss of autonomy). Although
this argument is not exclusively contingent on EU accession, it is increasingly becoming a
core issue as a result. The basic task of a stock market is to provide the necessary liquid
funds to companies with long-term financing needs through issues of shares or corporate
bonds. Against this background, an evaluation of the Hungarian stock market clearly shows
that this task was not fulfilled in the past. This is partly due to the relatively high costs of a
stock exchange listing and partly also to the fact that there is easy access to other financing
means such as, for example, bank loans or inter-company loans. These alternative financing
methods currently enable companies to cover their capital requirements on more favourable
terms and more efficiently. As a result, the BSE is put at a disadvantage due to the relatively
low market capitalisation and liquidity. To ensure independent survival, the BSE has to attain
critical mass enabling it to lower costs and fees to competitive levels while at the same time
maintaining the same array of services as those offered on Western European exchanges.

In the next years we are likely to see some new listings on the Budapest Stock Exchange
due to the change in government (April 2002) and a different approach to the economy as
such. Some of the state-owned companies will be privatised, and potentially the
privatisations will be conducted through the stock exchange. Although no detailed plans have
been made up yet, some action is definitely expected.

Apart from the state-owned companies, there are a handful of private companies that may
opt for a listing if the investment climate improves and technical listing requirements are
eased. Some of the potential candidates are Videoton (electronics subcontractor),
Hungaropharma (drug wholesaler) and ICN (pharmaceuticals group).
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If the breakdown by sector according to GDP methodology is compared to the market
capitalisation on the BSE (excluding the sectors which appear unsuitable for a stock
exchange listing due to cultural conditions), it becomes obvious that the presence of some
segments is significantly below average — if at all existing — on the stock market. This
suggests the conclusion that there is additional potential for stock market flotation. The
transport, agricultural, construction and manufacturing sectors are particularly under-
represented, which makes stock market flotation increasingly likely in these areas.

At the same time, we can assume that the recent trend of company de-listings from the BSE
will not cease to exist. There are several examples where recent changes in ownership may
well culminate in a situation when companies opt for a de-listing from the exchange. Among
others, we assume that some of the electricity distributors may de-list or the small caps
Skala, Raba, Zalakeramia.

Number of equities admitted to the various Stock Exchanges

1995 1996 1997 1998 1999 2000 2001 2002
Budapest 42 45 49 55 66 60 56 54
Prague 1716 1670 320 304 195 151 102 95
Warsaw 65 83 143 108 221 225 230 228

Source: Local Stock Exchanges; March 2002

Altogether, we assume that the balance will be positive, and the capitalisation of the BSE is
seen to increase. The comparatively low market capitalisation may somewhat improve in the
years ahead. Sufficient market capitalisation is of utmost importance for the stock exchange,
and it is the precondition for sufficiently high liquidity in the securities traded. With a more
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liquid stock exchange, the role of the capital market as a source of corporate finance may
evolve, which would further improve the attractiveness of a listing for a private company.

The autonomy of local stock exchanges will be questioned in future. Some local exchanges
in Central and Eastern Europe will certainly be unable to attain critical mass in order to curtail
costs and fees to such an extent and still offer the services required by companies and
investors alike to remain competitive with the established stock markets of Western Europe.
Even though the BSE certainly ranks among the most established stock exchanges in the
CEE region, it will probably not be able to remain fully independent in the long run.
Competitive pressures on the relatively small stock market (by Western European standards)
are too high, so that a cooperation of some kind appears indispensable. The BSE has
recognised this trend in time and is already considering various possibilities. An important
step in this direction was the BSE's changeover from a member exchange to a public
company in April 2002, which makes it more flexible regarding possible future co-operations.
There are currently two possibilities for the BSE: firstly, one large regional exchange could
be founded on which all shares of the region could be traded. This option would offer the
advantage that investors’ interest could be focused, and it would furthermore attain the size
required for offering its services on competitive terms. However, negotiations to minimise
costs would be difficult given the selection of one joint trading platform and due to cultural
differences. The second option would be a link to a Western European stock exchange,
which would pose the risk of marginalisation due to the low market capitalisation.' Both
possibilities for cooperation have their pros and cons, but the latter currently appears to be
more probable. While a detailed schedule appears impossible to prepare at present, one can
expect that concrete changes will be implemented by the time of EMU entry at the latest.

Executive summary

Talking about the present of the Hungarian capital market the analogy of the bottle that is
half empty appears to describe well the situation. In its regulation and institutional
framework, the Hungarian market meets the standards of the developed markets’ —
meanwhile it has been successful to serve as an efficient financing channel of the state, the
role of the capital market as a source of corporate finance is by far not as developed as on
established markets.

The local bond market has two different sides: while the sovereign debt market proved to be
a success story, there is a largely immature private bond market. Sound macro
fundamentals, consequent improving country rating, market friendly regulations and a
professionally managed institutional framework helped the government bond market to
develop, while structural and regulation obstacles prohibited the private bond market to

" poland’s Warsaw Stock Exchange has taken a first step in this direction by entering into an alliance with
Euronext, with the installation of the trading system WARSET (based on the Euronext system operating in Paris).
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become fully fledged. The Hungarian stock market is deeply integrated in the global equity
markets, and foreign investors have an extraordinarily significant role in the BSE. The
domestic institutional investor base is developing, however there is an increasing risk
aversion witnessed recently. In terms of market capitalisation and liquidity the BSE is
comparatively small; the Hungarian stock market exhibits a risk discount that is due to the
relative size of the companies and the market as well as the lower liquidity. The institutional
framework of Hungary’s capital market (both equity and fixed income) is basically in line with
international standards. As far as the regulatory framework is concerned. the new 2002
January Capital Market Act is already fully EU compatible — therefore no changes are
expected before the EU accession.

A capital market supportive economic environment is expected for the upcoming period:
strong economic growth; decelerating inflation rate; diminishing interest rates; increasing
wages and savings; declining public deficit will characterize the next years of the Hungarian
economy.

Ahead of EU and EMU accession there is an ongoing development of the institutional
framework in order to secure that local currency debt market should remain competitive in a
larger European market (changes are likely to affect primary dealership system; price
quotations; benchmark calculation; trading platforms; auction techniques). Larger bond
series, lengthening of the duration will characterize the government bond issuance. There
are little similar moves detected on the side of the corporate bond market. The rudimentary
problems of the underdeveloped market are not seen to get healed (structure- of the
corporate sector; etc.): we may witness some development nevertheless it is not realistic to
believe that a flamboyant market (either primary or secondary) will be reached. Earlier
examples (Greece; Spain; Portugal)and current market prices suggest that we are going to
encounter a longer, less dramatic yield convergence in the case of Hungary than seen
before.

The current the status quo of the Budapest Stock Exchange will probably not remain intact,

however it is not possible to describe how the transformation will finally occur. The impact of
the upcoming change of Hungary's asset class (emerging to developed market; MSC/
weighting) is seen positive, however the ongoing shift of investors from regional to sector
approach is seen to bring a mixed result (only large Hungarian equities with high free float
can benefit). The stock market would take advantage from the easing of the regulatory
framework (easier listing requirements; abolishment of the capital gain tax) and some further
privatisation through the stock exchange transactions. Increasing capitalisation and
improving liquidity, plus an anticipation of EU and later EMU entry should bring about a
decline of the risk premium. A positive market sentimént in turn would attract private
companies to list on the stock exchange, and therefore the Hungarian capital market is seen
to fulfil better its role as a source of corporate finance.
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We vision a two-faced capital market at the end of our time-span: capitalisation and liquidity
would enable the government debt securities and largest Hungarian equities to join to the
pan-European capital markets with some discount priced in (as by pan-European measures
they will be smallish), whereas a nascent corporate debt and small-cap equity market is seen
to function locally. The analogical bottle of the Hungarian capital market probably will be
more than half-way full by the time the country joins to the European Union and the
European Economic and Monetary Union.
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On Banking and Exchange Rate Policy in Hungary

Julius Horvath$

1. Introduction

Hungary had a strong macroeconomic performance in the last five years or so, and is at the
forefront among the European Union accession candidates. From 1997 onwards the real
GDP is growing around, and mostly above, the 4 percent trend line. Robust export
performance as well as raising domestic demand, drive the growth. After considerate effort
inflation is down well below 10%, but there is still a certain disappointment with this
performance, especially in view of the Maastricht criteria.

In the way towards the accession to the European Union the role of the banking sector and
the exchange rate policy is in the spotlight. Hungary has performed a successful reform of
the banking sector. Today it seems to be a generally accepted opinion that — given the
limitations of a transition country — Hungary's banking sector functions well. Well-functioning
banking sector helps to enforce corporate control and hard budget constraints. Also it seems
that effective regulation and supervision of the banking and financial sector helps tfo
moderate the potential vulnerabilities and avoids unnecessary risk-taking in the presence of
heavy capital inflows.

During transition Hungary introduced three exchange rate regimes, an adjustable peg, then
crawling peg, and currently (from October 2001) Hungary's exchange rate regime is a target
zone with wide band of + 15 per cent, where the parity is determined in relation to euro.

in the period 1990-94 Hungary — as some other transition economies — relied on a more
fixed exchange rate regime, however, the adjustable peg with numerous re-alignments
fulfilled only in a limited degree the role of nominal anchor. Later the crawling peg made it
easier to bring down inflation to a single digit level. However, in order to bring the inflation
down further to the levels comparable to the EU-member countries Hungarian authorities
were facing a challenge to design an appropriate policy in this direction. Ultimately, the
country abandons the crawling peg and moves towards a more flexible target zone regime,
and towards a monetary policy framework of inflation targeting.

This paper proceeds as follows. Section 2 describes the evolution of the Hungarian banking
sector. Section 3 depicts the development of the exchange rate policy. The last section
concludes. :

§ Chair, Department of International Relations and European Studies, Central European University, Nador utca 9,
H-1051 Budapest, Hungary, horvathj@ceu.hu, phone: +36-1-327-3248, fax: +36-1-327-3243,
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2. Banking Sector

Some recent contributions in the literature discuss the relationship between financial
development and economic growth.1 Empirical work has documented in a cross-country
framework that there exists a robust positive correlation between financial intermediation —
measured by the ratio of bank lending to GDP, and/or the ratio of stock market turnover to
GDP - and growth. Well functioning banking system has a positive impact on medium- and
long-term growth. In the last years real growth performance of Hungary was — at least to a
certain extent — shaped by the well-functioning banking sector.

In the spring of 2002 Hungary has one of the most stable banking system in the transition
countries. This is due to the successful consolidation, re-capitalization and privatization of
the banking sector,?> which created a right set of incentives for the future behavior of
economic actors.

Initially, at the early 1990s, an early boost in the stock market activity, influence of Anglo-
Saxon economic thinking, and the early banking crisis created a belief that the financial
system of transition countries may emerge along the Anglo-Saxon lines. However, today
primarily foreign owned commercial banks dominate the Hungarian financial system, and
enterprises rely to a large extent on internally generated resources, and the greater part of
long-term finance originates from foreign direct investment. This suggest that the Hungarian
financial system seems to develop along the lines of the ‘bank-based’ system — closer to the
German or Austrian model — than along the lines of the Anglo-Saxon ‘market-based’ system.
However, note that empirical evidence is inconclusive concerning the effect of these different
financial systems on the growth performance, thus one cannot make easily a positive or
negative comment on this tendency.

There are different possible explanations why bank-based system was preferred to market-
base system. One explanation may be the cultural and geographical proximity to Germany or
Austria. However, Berglof and Bolton (2001) provide a different explanation. They seem to
link the pre-dominance of the bank-based system to the level of development, when they
argue that “it is only at more advanced stages of development that one sees financial
markets, including stock and bond markets, play an increasingly important role.” They
provide two sets of reasons for the pre-dominance of bank-based system at the initial stage
of development. Both have certain validity for the case of Hungary. First, market based
system will develop especially in an environment in which protection of creditor-rights is
developed and enforced, and where small investors cannot be exploited by stock exchange

! See Levine (1996) for a thorough review of this issue, and Berglof and Bolton (2001) for an excellent application to
transition countries.

Consolidation and re-capitalization of the banking industry had placed considerable burden and privatization led to
sizeable revenues for the government budget.
8 Berglof and Bolton (2001, p. 26).
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manipulators. Until these conditions are fulfilled small investors would feel much more
protected by putting their savings into banks than in the stock exchange. Second, in a less
developed small open economy, it may happen that nearly all companies will find it too costly
to issue bonds or shares in a stock exchange. “Only the more advanced economies have a
sufficient number of large and stable firms that could get cheaper funds by issuing securities
and thus create the thick market externalities necessary to sustain efficient stock markets.”

The pre-dominance of the bank-based system is also the fact for other Central and Eastern
European countries, as Poland, Czech Republic, Slovakia, and Slovenia. According to
Wagner and lakova (2001) the banking sector assets in these Central and Eastern European
countries account approximately for 85-95 per cent of overall financial assets, in comparison
to 50 % or so in the United Kingdom. In all of these countries “bank monitoring plays a more
important role in corporate governance as opposed to the threat of hostile takeovers, which
may characterize more market-based systems. Claims on banks are more important in
household portfolios than securities. Thus, banks dominate the provision of financial

services.”

In support of the thesis that the Hungary's financial system is developing across the lines of
the bank-based model one can mention the conditions in the bond market. Bond market
capitalization is around 30 percent of GDP compared to about 100 percent of GDP in
Western Europe.6 Hungarian government issues most of the bonds, and the corporate bond
market is very small.

Despite the fact that country develops along the lines of the bank-based system, the assets
of the banking system as a percentage of GDP are relatively low as compared to some
western countries.”

Table 1.
Bank Assets to GDP Ratio, %
1994 1995 1996 1997 1998 1999 2000
70.4 66.4 67.2 67.2 68.2 64.3 63.8

Source: Varhegyi (2001, p. 595).

‘; Berglof and Bolton (2001, p. 27).

Wagner and lakova (2001, p. 6).

“Bank loans are seen as a lower cost and less demanding approach to raising money, with the additional
advantage that banks often provide a revolving credit line. A handful of the largest corporations have issued
Eurobonds, but, even for these, the share of bond financing is lower than that of retained earnings and bank loans,
There are a number of reasons for the current under-development of private local bond markets. Blue-chip
companies obtain bank financing at low interest rate margins, and those which are foreign owned receive financing
from parent companies at even lower rates. The majority of remaining companies are small and cannot issue debt in
large liquid denominations.” Wagner and lakova (2001, p. 10).

For example in the United Kingdom or Switzerland this ratio is almost 300 per cent.
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Credit extended to corporate and household sector accounts approximately to 25 % of GDP
in Hungary as compared with more than 100 percent in the United Kingdom. But this ratio is
rising currently in Hungary. There are several factors, which may explain the low level of
credit to GDP. Credit to households is relatively low simply due to low level of household
incomes, which increases bank's lending risk. Also foreign direct investment and privatization
lead to high foreign participation of multinational enterprises, which prefer borrowing from
their mother companies or from foreign financial institution rather than from resident
Hungarian banks.

Table 2.
Domestic Credit to Households and Corporate Sector, % of GDP

1990 1993 1994 1995 1996 1997 1998 1999
45.0 28.7 24.7 22.3 20.8 214 22.7 234

Source: Berglof and Bolton (2001, p. 40).

Table 2 shows that there was a sharp decline in credit to GDP ratio from 1990 till 1996,
However, the initial number of 1990 is hardly comparable with the remaining data, since this
may be what Berglof and Bolton (2001) call “accounting fiction.” One sees however, in the
second half of the 1990s a steady expansion of credit, and one may expect an increase in
the financial depth in the future. This may be due to the increase of exchange rate risk (wider
exchange rate band from May 2001), which may stimulate resident Hungarian companies to
borrow in a larger extent from resident Hungarian banks and thus decrease the risk factor.
However, the strong presence of the multinational firms in Hungary, who rely to -a large
extent on borrowing from their mother companies or mother countries probably explains the
fact that the financial depth will stay lower (but somewhat rising) than is typical in some
western countries,

More risky participants in the financial markets (households and small and medium size
companies) have quite limited access to these markets. However, we observe that markets
for these participants expand as mortgage lending, household loans and financing of small
and medium size companies grow. Hungarian government recently intervened in these
markets. As a result one sees public guarantees for the small and medium size business and
subsidized mortgage lending.

On the deposit side the concentration in the banking sector is very high, while it is lower in
the credit side of the market. All together as Table 3 documents concentration in the industry
is decreasing.
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Table 3.
Concentration in Hungarian Banking Industry

1990 | 1993 | 1994 | 1995 | 1996 1997 | 19898 | 1999 | 2000

Five Largest Banks 83 69 64 61 59 56 54 55 53

Ten Largest Banks 93 84 81 80 77 74 69 74 73

Source: Varhegyi (2001, p. 587). Based on total assets share.

Competition is steadily growing in the banking sector. This may be documented by declining
spreads,® shift in bank portfolios from government securities to private sector lending and by
declining bank profitability. It may be that competition leads to decreasing numbers of banks
in the near future.’

Next, we shortly describe the development of the Hungarian banking sector during the
transition.

2.1 Stages of Development of Banking Sector in Hungary

Hungary similarly to other transition economies followed what Bonin and Wachtel (1999, p.3)
call the three stages development of banking sectors in transition economies. “The firstis the
establishment of commercial banks as joint stock companies and of a central bank from the
Soviet-era mono banks. The second is the restructuring of bank portfolios and the
recapitalization of the banks. The third step, privatization, involves a transfer of ownership
from government.” We briefly discuss these stages of banking development;

As in other transition economies Hungarian banking system has developed from the
domestic monobank, which — under socialist regime — was responsible for both the monetary
and exchange rate policy as well as for commercial banking activities.'® The transformation
of this system, i.e. the first stage began in Hungary relatively early. In difference to some
other transition economies, the state bank system began to be transformed into a two-tier
banking system already during the socialist period (note Hungary joined the International
Monetary Fund already in 1982). The new banking system introduced in 1987 consisted of
the central bank (National Bank of Hungary) and five state-owned commercial banks. Three

8 Interest margins are somewhat higher than in the EU average, and they are decreasing. Berglof and Boiton (2001,
p. 42) publish data on loan-deposit rate spreads for transition economies. In 1999 this spread was lowest, 3.4%, in
Hungary. Loan rate spread is defined as the average rate charged by commercial banks on outstanding short term
credits to enterprises and individuals, weighted by loan amount. Deposit rate is defined as the average rate offered
by commercial banks on short term deposits, weighted by deposit amounts. Corresponding data for Latvia was
9.2%, Czech Republic 4.2%, Sweden 3.9%, U.S.A. 2.7%.

10ln 2001 the Kereskedelmi and Hitel Bank and ABN Amro merged to form the second largest bank in Hungary.

“In the monobank system the overall level of credit was often quite high, with the aim of spurring production along
the lines desired by the economic planners, rather than having loans channeled according to conventional
standards of creditworthiness. The monobank was not a bank in the sense that it screened and monitored projects
or enforced repayment of loans, rather it was the channe! for funds allocated by the plan.” Berglof and Bolton (2001,

p. 3).
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of these commercial banks — adopting a portion of the central bank’s portfolio — were
established in 1987 with clients along sectoral lines, while the two other commercial banks
(the National Savings Bank, OTP, and the Hungarian Foreign Trade Bank) were always
present during the socialist period. While originally these banks were heavily under-
capitalized with substantial bad-loan portfolio they still provided a pre-transition experience
with the two-tier banking system.

2.1.1 Restructuring of Banks

The second stage involves restructuring of bank portfolios and recapitalization of banks.
These steps were needed because, despite initial pro-reform steps, the banking sector got
into deep crisis in the beginning of the transition. There was a mixture of reasons, which led
to the initial crisis."® First, the initial fall of output and income at the beginning of transition led
to bankruptcies of bank clients. Furthermore, high real interest rates, early inflation of around
thirty per cent, and an increase in inter-enterprise credit aggravated this situation. Second,
Hungarian state banks dealt with a large volume of non-performing loans, which were mostly
the legacy of the direct lending under the socialist system, but also the share of non-
performing loans was increasing in the first years of transition. This was among others due to
the worsening of the growth pattern and the fact that management of banks was of
somewhat lower quality with un-experienced staff, irresponsible lending practices, and so.
Third, credit market was segmented along sectoral lines, which had negative impact on
competition. Fourth, there were considerable shortcomings in supervision.12 In 1992 bank
supervisory tasks were transferred to an autonomous agency, which after a while led to a
considerable improvement in supervision.

As a reaction to the crisis in the banking sector government intervention was inevitable to
prepare the basis for the establishment of sound financial institutions and thus eliminating -
or decreasing to a large extent — incentives for non-prudent behavior in the financial sphere.
Hungarian government intervened, but it is important to stress that there was no guarantee
of success. The success of such interventions was to be determined to a large extent by the
degree to which bank restructuring and later privatization programs imposed hard budget
constraints on both enterprises and financial intermediaries."

" Describing the main causes of the crisis we draw heavily on Szapary (2001) and Tang, Zoli and Klytchnikova
{2000). Banking crisis may involve bank runs or banking distress, which involves a substantial share of non-
performing loans.

Szapary (2001) writes that at the early beginning of transition, until the new laws were accepted, the valid
regulation and rules for loan classification and provisions did not compel the banks to practice prudent lending and
to make adequate loan loss provisions. The change has occurred towards the end 1991 when various new laws
were accepted by the legislation concerning the financial institutions, accounting procedures, taxing procedure, and
bankruptcy. Bonin and Schaffer (1999) provide an interesting retrospective look at Hungary's experience with what
they call “a particularly draconian bankruptcy law”. Berglof and Bolton (2001, p. 12) speak about “a devastatingly
%fective bankruptey law.”

Wagner and lakova, (2001, p. 19).
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Initially, the new commercial banks remained under state ownership as well as their business
clients, so lending policies were not based on any financial or economic logic.14 Hungarian
government intervened by replacing bad loans with government bonds, but at this initial
stage there was not a clear understanding that a radical change is also needed in operations
and management of these banks. As conditions got stricter and recapitalization was followed
by privatization the situation got better. '

The process of bank consolidation involved combination of different measures. Initially
portfolio cleaning of the banks and then enterprise-oriented portfolio cleaning was attempted.
“Those banks and savings cooperatives which had a capital adequacy ratic (CAR) of less
than about 7 percent were given government bonds in exchange for their non-performing
loans at the end of 1992. ... A part of the bad loans was sold by the government at a
discount to the Hungarian Development Bank (HDB)."® ... Another part of the bad loans was
left with the banks to be worked out. ... Those loans that could not be worked-out or sold [to
private work-out companies] were handed over to the HDB, which in many cases had to
write off the debt.”"” Table 4 depicts the evolution of doubtful and bad loans in the 1990s.

Table 4.
Share of Doubtful and Bad Loans, %

1994 | 1995 1996 1997 1998 1999 2000
Doubtful and Bad Loans 11.5 7.4 4,0 3.2 1.8 2.6 2.0

Source: Varhegyi (2001, p. 595). 1998 does not contain the loss of Postabank, MFB and the Realbank of 1777
billion forints. Loans are divided into problem-free, special watch, substandard, doubtful and bad.

Recapitalization (the increase in the capital adequacy ratio of the four large state-owned
banks to 8 percent, and in other banks to 4 percent) was implemented in 1993-1994. This
was done mainly by government purchasing — through issuing bonds — newly issued shares
of these re-capitalized banks, and by extending loans to these banks.'® The costs of bank
restructuring are summarized in Table 5.

* Berglof and Bolton (2001, p.5).

Szapary (2001).

HDB is a state owned asset management agency working with government guarantees, which had responsibility
for the collection of bad assets. But HDB was not very successful in the recovery of assets since it had not a clear
mandate, not encugh power and also it was rather passive agency and not an active asset portfolio manager. HDB
also performs some government connected lending. (Wagner and lakova, 2001 p. 20).

17 :
. Szapary, (2001, p.10).

The consolidation of the Hungarian banking system had come to an end towards in 2000 when a commercial
bank operating abroad and owned by the National Bank of Hungary turned out to have a large bad loan portfolio
when it was decided to sell it. After several attempts to sell the bank failed, the bank had to be closed down in 2000,
with the central bank suffering a loss.
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Table 5.
Cost of Bank Restructuring for the Government, 1991-1998, % of GDP
1991 1902 1993 1994 1995 1996 1997 1098
0.0 2.8 3.6 3.3 2.0 1.7 1.2 2.2

Wagner and lakova (2001, p. 58).

Whether cost of bank restructuring was high or low depends on international comparison,
since probably no other metric is available. Szapary (2001) considers these costs relatively
low in international comparison, especially if one compares it with the cost of bank
consolidation in Argentina in 1980-82, or in South-East Asia after the crisis of 1997.
Ultimately, the increase of the foreign ownership in the Hungarian banking system stabilized
the Hungarian banking system. In the next section we then trace the development of bank
privatization.

2.1.2 Bank Privatization

There were three basic approaches to bank privatization'® in transition economies: public
offerings of equity, which favor the entrenched management, voucher privatization and
tender offer from a strategic investor. Experience of transition economies showed that the
first two approaches, while providing speedy transfer of ownership rights do not smooth the
progress of creating a market-oriented banking sector.

Hungary privatized its banking sector primarily by means of sales to foreign investors who
were able to inject additional capital into these banks. This process started relatively slowly
in the beginning of the 1990s, but with the exception of Postabank?®® and OTP*' to a large
extent finished at the end of 1997. Here, one should note that before the large-scale
privatization of Hungarian banks began, the foreign banks were already present on the

Hungarian market.?

'® Bonin and Wachtel (1998).

Postabank reguired a major government bail-out in 1998, “Some weaknesses of supervision were revealed in
1998 when two of the privatized banks — Postabank and Realbank — failed, although problems with their operations
were known to supervisors well ahead of the failures. ... After renationalizing Postabank in the wake of its collapse,
the government had planned to reprivatize it after restructuring. In the event, the government granted exclusive
negotiating rights to OTP, Hungary's largest domestically-owned bank. But OTP's offer for Postabank was deemed
too low, so the government has now decided to keep it in state hands by selling it to the state-owned Hungarian
2|31ost." (Wagner and lakova, 2001, p. 59).

“The government ruled that the NSB, the largest Hungarian bank with a market share of 29 percent prior to the
privatization, should be privatized through the stock exchange. Besides the intention of keeping the management of
the largest bank entirely in Hungarian hands, another objective was to promote the development of the domestic
gzapltal market.” (Szapary 2001, p. 16).

Varhegyi (2001, p. 582) shows that at the beginning of the 1990s one finds foreign banks on the Hungarian
market. These included ABN Amro, BNP, Commerzbank, Creditanstalt, Credit Lyonnais, Daewoo, Dresdner Bank,
HypoVereinsbank, ING, Nomura and Volksbank. In addition, some small-scale bank privatization had already begun
too, as the case of Westdeutsche Landesbank, and Hanwha documents. Foreign bank incentives to enter
Hungarian market seem to be twofold. First, there was a need to provide services to their {multi-national) customers
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The first bank privatization occurred in the middle of 1994, and by the end of 1997, the state
owned only around 20 % of total bank assets in Hungary, and foreigners owned 62%, up
from 12 % in 1994.% The increased presence of foreign investors in the Hungarian banking
sector was also a result of liberal licensing policy.

Currently only one large and one small commercial bank and a few credit institutions fulfilling
special functions [Eximbank, the Hungarian Development bank among others] remain in the
state ownership. Foreign ownership amounts to more than 60 percent of the share capital of
the banking system.?*

Today, then one can say that in Hungary the privatization of the banking sector is basically
completed. The share of the state in the ownership of banking sector as documented in
Table 6 is around 20-25%, which basically is concentrated in Postabank.

Table 6.
Bank Ownership Structure; %

1993 1994 1985 1096 1997 1998 1999 2000 2001
Domestic Ownership 86.7 83.5 63.9 50.5 37.2 36.4 32.4 30.8 34,2
- state 67.7 65.8 41.8 356 20.3 211 17.1 19.3 257
- domestic institutions 17.9 15.1 17.8 11.6 14.4 12.5 12.7 9.5
- private 1.1 2.5 4.2 3.2 2.5 2.8 2.6 2.0
Foreign Ownership 12.4 16.0 35.7 458 61.1 60.9 65.0 66.6 62.4
- credit institutions 9.9 13.9 26.8 38.9 52.8 46.5 49.9 50.8
- other foreign 2.6 2.2 8.8 10.1 8.6 14.4 15.1 15.8
Preferential and
Repurchased Stocks 0.9 0.5 0.4 3.7 1.6 2.7 2.6 2.6 3.0
Total 100 100 100 100 100 100 100 100 100

Source: Varhegyi (2001, p. 583). Calculation based on registered capital. In 2001 the change in the ownership
structure may be explained by two events: the capital increase of a state owned bank, and the fact that registered
capital of the merged bank, KH-ABN AMRO, was smaller than the registered capital of the two banks were prior to
the merger. Source: Hungarian Financial Supervisory Authority, “Report on the Development of the Supervised
Sectors in the First Three Quarters of 2001,” p. 2/26,

The evaluation of the Hungarian banking system especially after successful privatization of
state-owned banks to strategic investors is very positive. Wagner and lakova (2001, p.16)
write: “Currently, Hungary has one of the most modern and advanced financial systems
among the transition economies.”

who entered Hungarian market. Second, the less developed Hungarian market provided distinct profit opportunities.
Varhegyi (2001, p. 584) mentions that profit opportunities were effectively used especially by Austrian banks as CA
and Raiffeisen.
ZZ Bonin and Wachtel (1999, p. 12), and Varhegyi, (1999).

Szapary (2001, pp. 15-186).
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Table 7.
Description of the Hungarian Banking Market

1097 1998 1999 2000°
Banks 39 36 35 33
Specialized Credit Institutions 3 4 4 4
Home Savings and Loan 3 4 4 4
Associations
Commercial Banks Total 45 44 43 41
Savings Co-operatives 242 237 203 192
Credit Co-operatives 8 8 8 8
Credit Institutions total 295 289 254 241
# 30 June 2000.

Source: National Bank of Hungary: The Hungarian Banking Sector, Developments in the First Half of 2000.

Table 8.
Market Shares of Individual Groups of Credit Institutions
30. June 2000
Balance Sheet Percent
HUF billions
Large Banks 4716 57.25
Medium-Sized Banks 2152 26.12
Small Banks 539 6.55
Commercial Banks Total 7409 89.93
Specialized Credit Institutions 280 3.41
Home Savings and Loan Associations 64 0.78
Co-operative Credit Institutions 484 5.89
Credit Institutions Total 8238 100

Source: National Bank of Hungary: The Hungarian Banking Sector, Developments in the First Half of 2000,

Large Banks include: Orszagos Takarékpénztar és Kereskedelmi Bank (OTP), ABN Ambro Magyar Bank, Budapest
Hitel- és Fejlesztési Bank, Kereskedelmi és Hitelbank, CIB Kézép-eurépai Nemzetkdzi Bank, Magyar
Kilkereskedelmi Bank, and Postabank és Takarékpénztar.

Medium-sized bank include: Altalénos Ertékforgalmi Bank, Bank Austria Creditanstalt Magyarorszag, BNP-
Dresdner Bank, Citibank, Commerzbank, Erste Bank Hungaria, HYPO Vereinsbank Hungaria, ING Bank
Magyarorszag, Inter-Eurépa Bank, Magyar Takarékszdvetkezeti Bank, Raiffeisen Bank.

Small Banks include: Cetelem Bank, Credit Lyonnais Bank Magyarorszag, Daewoo Bank, Deutsche Bank, Hanwha
Bank Magyarorszag, IC Bank, Konzumbank Kereskedelmi Bank, Magyarorszagi Volksbank, Merkantil
Bank, Opel Bank, Polgari Kereskedelmi Bank, Porsche Bank, RABO Bank, Sociéte Générale Hungaria,
Westdeutche Landesbank Hungaria.

Specialized Credit Institutions include: Magyar Fejlesztési Bank, Eximbank, Foldhitel és Jelzalog Bank,
Hypovereins Jelzalog Bank.

Home Saving Institutions include: Fundamenta Lakastakarékpényztar, Lakaskassza, OTP Lakdstakarékpénztar,
Otthon Lakastakarékpénztar.
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Table 9.
Market Share of Banks in Hungary
Privatization Market Share

Year | Method 1993 2000
OTP Bank 1995 | Privatization 31.6 22.8
Magyar Kllkereskedelmi Bank (MKB) 1994 | Privatization 9.1 94
CIB Bank 1979 | Greenfield 4.2 8.0
Kereskedelmi és Hitelbank (K&H) 1997 | Privatization 8.8 7.3
ABN Amro Bank (1993: MHB) 1996 | Privatization 13.6 5.9
Raiffeisen Bank 1886 | Greenfield 1.4 4.1
Budapest Bank 1985 | Privatization 6.0 4.0
Postabank 1890 | Privatization 6.4 3.9
Altalanos Ertékforgalmi Bank (AEB) 1990 |Privatization 1.0 3.9
Bank Austria Creditanstalt 1990 | Greenfield 1.0 3.8
Citibank 1986 | Greenfield 1.4 3.7
Erste Bank (1993: Mez&bank) 1997 | Privatization 1.3 24
HypoVereinsbank 1993 | Greenfield -- 2.2
Inter-Europa Bank 1989 | Privatization 1.5 1.8
ING Bank 1991 | Greenfield 0.8 1.7
Magyar Takarékbank 1997 | Privatization 1.4 1.4
Commerzbank 1993 | Greenfield 0.4 1.7
BNP — Dresdner Bank 1991 | Greenfield 0.6 1.1
Total e 90.5 89.2

Source: Varhegyi (2001, p. 587). Based on total assets share. Only banks with share over one Tper cent in 2000.

3. Exchange Rate Policy

3.1 General Consideration of Pre-Accession Exchange Rate Policy

In the Central and Eastern European transition countries the present exchange rate regimes
differ substantially, as they cover almost the complete spectrum of the possible exchange
rate arrangements, from currency boards to managed float. This holds if all ten Central and
Eastern European accession countries are considered. In Box 1 we present a short
description and comparison of these regimes only in Visegrad countries. In this relatively
homogenous group of countries we observe that all four countries move from a fixed regimes
towards increasingly flexible regimes.
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Box 1: Hungary in a Comparison: Exchange Rate Policies in Visegrad Countries

All four Visegrad countries began their stabilization programs with fixed exchange rate regimes, as
table below shows. Poland and the former Czechoslovakia introduced rigid pegs in January 1990 and
January 1991, respectively, while Hungary adopted an adjustable peg in March 19980. The choice of
fixed exchange-rate regimes (in contrast to floating rates chosen by most Balkan and former Soviet
Union countries) reflected the Visegrad countries’ commitment to price stability. In addition, the
Visegrad countries also had sufficient foreign exchange reserves needed to sustain a fixed exchange
rate.

Table 10.
Exchange Rate Regimes in the Visegrad Countries
Fixed Exchange Rate s — More Flexible Exchange Rate
Regime Limited Flexibility Regime
Currency Conventional Explicit Tightly Managed Free
Board Peg Narrow Band Managed Broad Band Float
Czech Republic 01/91 02/96 05/97
Hungary 03/90 03/95 05/01
Poland 01/90 05/92 05/95 01/99 »04/00
Slovak Republic 01/91 08/98

Source: Fidrmue, Fidrmuc and Horvath (2001), based on Corker et al (2000, p.4) and updated. Dates indicate the
month and year of regime change.

With time, all four countries significantly relaxed and eventually abandoned fixed exchange rates in
favor of more flexible regimes, Nevertheless, the fixed exchange-rate regime at the beginning of
transition was crucial for reigning in or preventing run-away inflation, delivering macroeconomic
stability, and facilitating liberalization of foreign trade and introduction of current account
convertibility. In order to ensure the credibility and sustainability of the peg, the currency had to
undergo a substantial initial devaluation at the outset of transition. The devaluation also served to
improve the competitiveness of domestic producers in the wake of foreign-trade liberalization.

The first step towards floating occurred in the second half of the 1990's when the Czech Republic,
Poland, and Slovakia were forced to extend their fluctuation bands. This step was in fact precipitated
by the appreciation of their currencies. However, the Czech Republic found itself facing a reversal of
capital flows and a simultaneous decline of FDI, leading up to the currency crisis of May 1997. As a
result, the Czech Republic floated its currency rate as of May 27, 1997. A similar development
unfolded in Slovakia, where a floating exchange rate has been adopted as of October 1, 1988,
shortly after the September 1998 election. In January 1999, Poland switched to inflation targeting
and extended the fluctuation bands for Polish Zloty to £15%. This range provided a sufficient space
for the accommodation of short-term fluctuations. Simultaneously, the National Bank of Poland
announced a plan to fioat the Zloty. This step was eventually adopted by April 12, 2000, Hungary
sustained a fixed exchange-rate regime (crawling peg with narrow fluctuation bands) until Spring
2001. On May 4, 2001, Hungary extended fluctuation bands from £2.25 % to £15%. Subsequently,
Hungary followed Poland and introduced inflation targeting on June 12, 2001 and lifted the
remaining foreign exchange restrictions as of June 15, 2001.

It is often argued that the main reason behind the recent adoption of floating has been the
liberalization of the capital account transactions. Thus, the development in the Visegrad countries
confirms the widely held thesis that immediate exchange rate regimes are no longer a suitable
option for small countries, which have liberalized capital movements. These countries are thus
pushed towards the corner solutions — either floating, or irrevocably fixed exchange rates. As a
result, the Visegrad countries adopted (managed) floating exchange rate regime, while currency
boards or dollarization/euroisation may be more suitable policy options for some of the other
transition countries (especially those that suffer from greater macroeconomic imbalances).
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The observation — that in transition economies various exchange rate regimes seem to work
— may had led the European authorities to their current position concerning the exchange
rate arrangements of these countries. Position of the European authorities seems clear: till
these countries join the EU there are no restrictions on the choice of their exchange rate
regime.25 Hungary as well as any other pre-accession country will first enter the EU and the
ERM Two (exchange rate mechanism which gets into force before EMU membership but
after EU membership),?® and only later joins the EMU and adopt the euro.?” Joining the
European Monetary Union will be the final phase of the process towards integration, and
according the views of the ECOFIN this process will consist of three periods.

In the first one — the current pre-accession period - transition pre-accession country decides
what exchange rate regime to introduce. This bears no restriction on the exchange rate
regime, however there is a requirement to adopt acquis communautaire concerning the
monetary integration requirements. This includes among others liberalization of capital flows
and central bank independence.”® While in this first stage there is no explicit formal
restriction on the choice of the exchange rate regime, it is expected that “policies should be
oriented towards achieving real and thereby sustainable nominal convergence." European
Economy (2001, p.1).

In the second period in which the transition country is already a member of the EU, there are
some restrictions on the exchange rate regime. In this period excessive exchange rate
fluctuations or misalignments should be avoided. The third period contains the introduction of
euro, since the EU has decided that no more opt-out clauses from the European Monetary
Union will be guaranteed to future EU members.

% An exception maybe the earlier introduction of euro, i.e. unofficial euroization. For the position of the European
authorities see ECOFIN (2001), on description see Lavrac (2001).

Exchange Rate Mechanism Two determines a bilateral relation between a member currency and the euro.
Central parity towards the euro is determined jointly with the ECB and the band may be of + 15%, although narrower
band is in principle also possible, if ECB agrees. Realignment of the central rate is possible by agreement with the
ECB. But the Maastricht criterion on exchange rate stability requires that currency is kept for two years between
Q?rmal fluctuation margins without re-alignment.

Theoretically, there is a possibility to adopt the euro earlier by unilateral euroization. In contrast to Poland, this
issue does not seem to be much scrutinized in Hungary.

Maastricht Treaty does not allow EC-member central banks to extent financing and credit to community

institutions and central agencies, and neither it allows the central banks to directly purchase debt securities from
these institutions. Hungarian Central Bank confirms with this regulation — except for the transitory liquidity crunch
situations — and purchases government papers only in the secondary market. See Monetary Policy in Hungary,
2000. .
On June 19, 2001 the Hungarian Parliament passed the new Act on the National Bank of Hungary, which complies
with the acquis communautaire of the EU. The Law guarantees the independence of the National Bank of Hungary
from the Hungarian Government. Personal independence of members of the Bank's decision-making bodies are
strengthened under the new law. Members of the Monetary Council, the Bank's supreme decision making-body are
appointed for a six year term, while the election cycle is of four years.
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3.2 Hungarian Exchange Rate Policy in Transition

We distinguish three basic periods in the evolution of Hungarian exchange rate policy in
transition. The first is the period from the beginning of transition till the introduction of the
adjustment program in March 1995. In the first period the exchange rate regime is an
adjustable peg, characterized with numerous realignment. The second period runs from
March 1995 till May 2001. In this period the exchange rate regime is a crawling peg with pre-
announced devaluation and narrow band. The third period begins in May 2001 and runs till
today. In this period, first the crawling peg was kept till October 2001, but the band was
considerably widened, and the rate of pre-announced devaluation decreased. Finally, in
October 2001 the pre-announced devaluation was abandoned. Consequently, currently (late
May 2002) the Hungarian exchange rate regime is a target zone with £15 % band.

3.2.1 From the Initial Steps till the 1995 March Adjustment Program

Hungary's decision in the beginning of the 1990s to introduce fixed but adjustable exchange
rate reflected the approach prevailing at the beginning of transition to treat fixed exchange
rate as a nominal anchor.?® However, in difference for example to the Czech Republic®®
Hungarian fixed exchange rate did not perform well in its anchoring function. In the period
from January 1990 till March 1995 the forint was devalued twenty-two times on a
discretionary basis.®' The exchange rate band increased somewhat but was still kept very
tight. This is documented in Tables 11 and 12. Exchange-rate adjustments were directed by
considerations of containing inflation, and maintaining competitiveness of the tradable
sector.¥ This type of exchange rate policy encouraged speculation against the domestic
currency,® and under-mined the credibility of the central bank.**

2 Halpern and Nemenyi (1999, p. 432) write “targeting monetary aggregates was not feasible”.
31 See Horvath and Jonas (1998) for analysis of the Czech exchange rate policy in the early 1990s.

Szapary and Jakab (1998, p. 881) write that these devaluations were typically a reaction to inflationary and
bzalance of payments developments.

" Halpern and Nemenyi (1999, p. 432), Szapary and Jakab (1988, p. 878).

Szapary and Jakab (1998, p. 881) write that the speculation about new possible devaluation began immediately
after the last devaluation had occurred. This was done by delaying of repatriation of foreign currency earned from
export or earlier invoicing in imports. As it is typically the case in the pegged but adjustable regime, policy makers
g‘?stpone devaluation, and then devalue less than the market calls for.

The National Bank of Hungary has also acknowledged this loss. “In the end, 1894 monetary policy failed to obtain
its basic economic goals” National Bank of Hungary Annual Report 1994, quoted from Golinelli and Rovelli (2001,

p. 6).
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Table 11.
Official Devaluation of the HUF; January 1990 — February 1995
In percentage In percentage
31. January 1990 1.0 06, February 1990 2.0
20. February 1990 2.0 07. January 1991 15.0
08. November 1991 15.8 16. March 1992 1.9
24, June 1992 1.6 09. November 1992 1.9
12. February 1993 1.9 26. March 1993 2.9
07. June 1993 1.9 09. July 1993 3.0
29. September 1993 4.5 03. January 1994 1.0
16. February 1994 2.6 13. May 1994 1.0
10. June 1994 1.2 05. August 1994 8.0
11. October 1994 1.1 29. November 1994 1.0
03. January 1995 1.4 14. February 1995 2.0

Source: National Bank of Hungary, homepage.

Table 12,
Changes in the Width of the HUF band
From 01.07. 1992 +0.3%
From 01.06. 1994 +05%
From 05.08. 1994 *1.25%
From 22.12. 1994 +2.25%

Source: National Bank of Hungary, homepage.

At the beginning of the 1990s ~ in difference to some other transition economies — Hungary
faced a relatively high level of external debt.® Thus in addition to typical ‘transition’ issues
Hungarian policy makers were also to avoid possible debt crisis.*® Government policies were
successful in a sense that they avoided the debt crisis, while the chaotic exchange rate
policy may be a consequence of it. Szapary and Jakab (1998, p. 880) confirm this view by
arguing that while it would be possible to fix the forint to any hard currency in the early
1990s, but that would endanger the competitiveness of the economy. This view reflected the
experience of the 1980s, where balance of payment problems were typically tackled by
adjusting the value of the forint, which after some lag appeared as inflationary pressure in
the domestic economy.

Inflationary inertia was difficult to contain.¥’ Consumer price index was over 30 per cent in
1991, then decreased for two consecutive years and again climbed up in 1994. The ratio of
budget and current account deficit to the gross domestic product were both approaching ten

% In 1990 the ratio of the gross debt to gross domestic product was around 70 %.

It needs to be noted that successive Hungarian governments in difference to some other transition countries were
always in support of servicing the debt, and did not ask for rescheduling or default.

Twenty percent and higher inflation prevailing in 1992 to 1994 had two sources: inertia of expectations and the
Balassa-Samuelson effect. “While due to the increasing competition the tradable prices have become determined
increasingly by the world market prices and the exchange rate, the productivity and wage increase in the tradable
sector influenced the non-tradable wages, which notwithstanding, added some further impetus to inflation.” (Halpern
and Nemenyi 1999, p. 432).
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percent of gross domestic product, and there were signs of continuation of this process.
There was also an increase in the ratio of gross and net foreign debt to gross domestic
product. Market expected further devaluation of the forint, and short-term outflow of capital
was noticed. As the Central Bank document itself stated, “in the wake of several unexpected
devaluations the earlier fixed, but adjustable exchange rate regime lost its credibility.”*® As a
result in March 1995 an adjustment stabilization package was designed and introduced.*

3.2.2 March 1995 — May 2001: Crawling Peg with Pre-Announced Devaluation

The 1995 stabilization program involved an introduction of a new exchange rate regime.
Crawling peg was to play the role of the nominal anchor to influence inflationary
expectations, thus possibly decreasing inflation at relatively low real costs. Hungarian policy
makers rightly wanted to influence inflationary expectations, and to put a brake on the
inflationary inertia. Gacs (2001) connects the emergence of inertia of inflationary
expectations already with the socialist period. Note that in the 1980s the consumer price
inflation rate was on average around 10%. In Box 2 we consider empirical evidence which
may suggest a long-memory inflationary inertia.

Box 2: Hungary and the Czech Republic in Long-Run Perspective

Monetary processes may have long memories. In this respect Hungary — looking at the experience of
the 20" century — seems to be a country with relatively easy money policy. At least this can be
documented comparing the behavior of Hungarian currency compared to the Czech (Czecho-Slovak)
currency during the last century. Exposed to similar shocks Czechoslovakian (and subsequently Czech
and, to a somewhat lesser extent, Slovak) policy makers were typically able to keep the domestic
currency stable, This is documented in the table below for the period 1913-2000.

:2 Monetary Policy in Hungary, (May 2000, p. 54).
For an in-depth analysis of the pre-1995 period see Suranyi and Vincze {1998), Halpern and Nemenyi (1999),
and Szapary and Jakab (1998).
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Table 13.
Hungarian and Czechoslovak (Czech) currency, 1913-2000

Czecho- Czecho- Czech

slovakia Hungary slovakia Republic Hungary
1913 20.26 20.26 1988 14.37 50.41
1920 1.60 0.201 1989 15.06 59.07
1921 1.26 0.15 1990 18.56 63.21
1922 2.41 0.043 1981 29.56 74.73
1923 2.95 0.0052 1992 28.30 78.98
1924 2.95 0.0017 1993 29.15 91.91
1925 2.97 0.0014 1994 28,79 105.11
1926 2.98 17.56 1995 26.54 125.69
1929 2.98 17.44 1096 27.14 152.65
1932 2.96 17.45 1997 31.70 186.79
1933 3.69 21.47 1998 32.29 214.40
1934 4.25 28.99 1999 34.57 237.15
1038 3.46 29.41 2000 38.60 282.18

For the period 1913:1938: US cents of contemporary gold content per unit of currency for the period.

Hungary: korona (1913-1925), Pengo (from 1925 on ); Czechoslovakia, the Czech Republic, the Slovak Republic:
koruna. Note in the pre-1934 parity a fine ounce of gold was $20.67, and after 1934 onwards $35.00. An increasing
number means appreciation of the domestic currency. Source for the period 1913-1938 M.C. Kaser ed. The
Economic History of Eastern Europe 1919-1975, Clarendon Press, Oxford, 1985, p. xii.

For the period 1988-2000: annual averages, national currency units per dollar. Source for the period 1888-2000
United Nations, Economic Commission for Europe, annual averages are un-weighted arithmetic averages of
monthly values.

Source: Fidrmuge, Fidrmuc, Horvath (2002).

The 1995 adjustment program helped to re-instate — at least in the short run - the fiscal
discipline. The outright devaluation of the forint by 9 per cent was to increase
competitiveness of the tradable sector. The intention was that the crawling peg with pre-
announced devaluation scheme*® enables to regain the lost credibility of the previous period.
There was clearly a need for such a step, since to regain the credibility of monetary
authorities — after the bleak performance of the previous regime — was a must.

There was a shift in policy makers understanding of the exchange rate policy. In the first
period the exchange rate policy was to follow two main priorities: reduction of the rate of
inflation and simultaneously to help current account problems. By 1995 it had been
recognized that this concept is not sustainable any more. Monetary policy begins to put
priority to reduction of inflation.

However, in this regime the independence of the monetary policy has been reduced.
Evidently this regime meant a constraint on the central bank’s interest rate policy.*' The

40 Szapary and Jakab (1998, p. 882) write the central bank and the government announced the monthly devaluation
rate of the crawling peg couple of weeks before the rate became to be effective so that the market agents had
sufficient time period to adjust.

“Naturally, with a quasi-fixed exchange rate and liberal capital-market regulation, which Hungary had, there was
limited scope for monetary policy in its proper sense. The operational target of the NBH was the interest-rate
differential — that is, to keep domestic interest rates in accordance with the exchange rate and inflation goal. The
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gradual liberalization of money and capital markets, and the new crawling peg regime led to
tighter connections between the domestic and foreign interest rates through uncovered
interest rate parity, which reduced the room for the domestic policy makers.*?

The introduction of pre-announced crawling peg has made the future exchange rate changes
more predictable. The exchange rate has become the nominal anchor in the economy. Table
14 below shows the evolution of the pre-announced devaluation rates.

Table 14.
Official Devaluation of the Forint, 1995-2001

In percentage

In percentage

13. March 1985

9.0; no daily devaluation

16. March 1995 -

1.9; daily devaluation 0.060

29. June 1995 -

1.3; dally devaluation 0.042

02. January 1996 -

1.2; daily devaluation 0.040

01. January 1997~

1.2; daily devaluation 0.040

01. April 1997 -

1.1; daily devaluation 0.036

15. August 1997-

1.0; daily devaluation 0.036

01. January 1998 -

0.9; daily devaluation 0,030

15. June 1998~

0.8; daily devaluation 0.026

01. October 1998

0.7; daily devaluation 0.023

01. January 1999-

0.6; daily devaluation 0.02

01. July 1999

0.5; daily devaluation 0.0163

01. October 1999-

0.4; daily devaluation 0.0133

01. April 2000

0.3; daily devaluation 0.0098

01. April 2001-

0.2; daily devaluation 0.0066

04 May 2001-

0.2; daily devaluation 0.0066

01. October 2001-

no daily devaluation

Source: National Bank of Hungary, homepage. The first number indicates the monthly rate of devaluation.

Szapary and Jakab (1998, p. 883) write that the crucial aspect of the success of the crawling
peg regime was the fact that the growth momentum of 1997 — for the first time in the period
of twenty years — was not linked with worsening of the balance of payments.

minimum level of interest rates can be derived from the pre-announced band. The interest-rate policy had the task
of keeping interest rates as close to the parity rate implied by the rate of crawl as necessary to reduce short-term,
speculative international capital movements and as high as necessary to ensure long-run equilibrium between
savings and investment.“ Halpern and Nemenyi (1999, pp. 433-434)

"Under the crawling peg regime the central bank’s Independence in setting interest rates is determined by the
exchange rate and the country risk that investors perceive and the width of the exchange rate’s fluctuation band.
When interest rates fail to coincide with the vields expected by foreign investors ~ for instance, because of changes
in the risk premium — the forint moves within the exchange rate band and eventually, in case of a significant
misalignment, foreign exchange intervention evolves at the edges of the fluctuation band.” Monetary Policy in

Hungary, May 2000, p. 58.
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Table 15.
Macroeconomic Indicators to Evaluate the Crawling Peg Commitment

1994 1995 1996 1997 1998 1999 2000
Real GDP 2.9 1.5 1.3 4.6 4.9 4.2 5.2
- consumption -2.3 -6.6 -2.9 23 4.1 4.2 3.1
- investment 12.5 -4.3 6.7 9.2 13.3 5.9 6.6
- export 13.7 13.4 8.4 26.4 16.7 13.1 21.8
Consumer Prices 18.8 28.2 23.6 18.3 14.3 10.0 9.8
Real Exchange Rate on PPI -4.7 -5.3 3.8 54 -3.7 0.3 4.5
Capital Inflow in millions of Euro | 1903 4348 -730 602 2582 4417 2863
- Interest Induced 2700 1696 1303 -29 1328 2200
-From which Speculative 2520 963 782 -585 115 1018
Current Account as % of GDP -9.4 -5.5 -3.7 -2.1 -4.8 -4.4 -3.3
Net External Debt as % of GDP 42.7 34.9 28.9 226 21.4 18.9 18.3

Source: Varhegyi (2001, p.20, 24).

An exchange rate based stabilization program is typically successful if the exchange rate
policy is credible and sustainable. This means that the external commitment of the
government cannot be in contradiction with its fiscal, income and monetary policy."'3 Under a
relatively fixed exchange rate and a free capital mobility the monetary policy is constrained.
This means that the interest rate is determined to a certain extent by the implications of the
un-covered interest rate parity, and there is not much space for a truly independent interest
rate policy. Thus, from the point of view of sustainability of the exchange rate regime the
more important become the fiscal and the income policy.

Table 16.
Fiscal, Income and Exchange Rate Policy during the Crawling Peg

1995 1996 | 1997 | 1998 | 1999 | 2000

Actual Depreciation; % 15.22 15.72 | 14.14 | 10.41 5.50 4.00
(all year 28)

Official Depreciation; % 26,8 19,0 15,1 13,8 7.4 4,0
General Government Expenditures 472 43.2 42.3 42.8 41.0 40.0
in % of GDP
General Government Primary 1.6 4.3 2.9 1.9 1.8 1.4
Balance to GDP
Net Wages, % change 12.6 17.4 24.1 18.4 12.7 11.4

Source: Varhegyi {2001, p.20 and 23).

Table 16 seems to highlight the fact that except for 1998 and to some extent 2000 the fiscal
policy was to a large extent consistent with the exchange rate policy. In other words the

43 There was a substantive devaluation of forint in 1995. All in all in the first half of 1995 forint lost around 20
percent, which was sufficient to avoid real appreciation. The projected inflation rate was around 24-26%, the real
CP! inflation little bit higher, but sill the scale of devaluation held back worsening of the current account deficit.
“Indeed, the depreciation of the forint on the foreign exchange markets was over 5 percentage points less than the
official devaluation of the band-centre.” Varhegyi (2001, p.4). In 1995 the forint parity devalued by almost 30%, while
the market rate approximately by 24%. In 1996 the two measurements of devaluation were approximately equal.
Varhegyi (2001, p. 22).
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declining rate of devaluation occurred jointly with decreasing of the share of government
expenditures as the percentage of GDP, as well as with the modest rate of growth of public
borrowing. Varhegyi (2001, p. 8) writes that “in the most part of the past six years, the
budgetary policy did not threaten the sustainability of the announced rate of devaluation
through increasing the volume of domestic loans.”

As Table 16 indicates growth of wages exceeded the rate of parity devaluation. Varhegyi
(2001, p. 6-7) adds that the increase in the growth of wages should be seen in a more
positive way if “adjusted by productivity growth, which was 5 per cent in 1993, and an
average of 3 per cent in the 1996-2000 period.”

Monetary policy —although restrained by the exchange rate regime — also attempted to “slow
down the fall in domestic interest rates as much as possible.”** But while this higher interest
rate supported savings it simultaneously led to interest rate premium resulting in capital
inflows. These flows were pushing for an appreciation of the currency. This was reflected
also in the fact that except for periods of international financial turbulence, forint was moving
typically in the appreciated section of the band.

In summary, then it seems that the crawling peg performed well as a nominal anchor,
alleviated competitiveness,* and helped to increase the credibility of the policy makers.

3.2.3 May 2001: New Exchange Rate Regime

The crawling peg was successful in bringing down the inflation from close to 30 percent to
about 10 percent, and also it stabilized inflationary expectations and thus help to raise the
credibility of the National Bank of Hungary. However, the disinflationary process under the
crawling peg regime was considered to be quite slow. Single-digit inflation was achieved in
the Czech Republic and Slovakia in 1995, in Slovenia in 1996, in Latvia and Lithuania in
1997, Bulgaria, Estonia and Poland in 1999, while in Hungary only in 2000.* In addition the
disinflation was halted in the second half of 2000.4

There were also some other reasons, which contributed to the abandoning of the crawl.
Hungarian exchange rate policy coped with capital inflow pressures. These inflows kept the

44 Varhegyi (2001, p. 6). These higher interest rates than led to speculative capital inflows, which were counter-
acted by the central bank sterilization policy. Central Bank typically used passive repo operations to counterbalance
the excess liquidity generated by these flows. Szapary and Jakab (1998, p. 895) calculate the costs of sterilization in
the period from spring 1995 till the end of 1997. Their calculation estimates the cost in 0.16 per cent of yearly GDP.
The improved competitiveness of Hungarian economy was to a large extent a result of productivity growth. Since
this growth was faster than in most of Hungary's western trading partners the rate of devaluation could lag
somewhat behind the inflation differential. '
% Gacs (2001, p. 7).
There were different reasons for slowing down of the disinflationary process: inertia in inflationary expectations,
volatility of the oll price, depreciation of euro towards dollar, inflationary momentum in food prices and in some non-
tradable prices, and finally maybe the exchange rate regime itself.
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forint at the appreciating section of the band, which pressured the central bank to cut interest
rates to weaken the incentives for inflow. However, the loosening of the monetary stance
might re-awaken inflation, especially if conditions were tight at some segments of the
Hungarian labor market, and if growth was rather significant. Such pressures were
sometimes difficult to keep, and were prompting the central bank to increase the rates.*®
These contra-dictory tendencies tied the hands of the central bank and — among others —
contributed to the atmosphere of a need of change of the regime.

Another reason for the introduction of new exchange rate regime was the change in the
leadership of the Central Bank. However, as alluded to already, the strongest reason for
abandoning the crawling peg was the fact that Hungary still had comparatively high inflation
at the beginning of 2001. The decision was taken to speed up disinflation, and curb the
inertia fuelled by inflationary expectations. In order to make easier the management of the
higher exchange rate risk, which followed from the wider intervention band, government
removed all barriers to the free movement of capital in mid-June 2001. See Box 3 for a
description of the policy steps done by the NBH after March 2001.

This dis-satisfaction with the crawling peg led to the introduction of the new exchange rate
regime. When deciding on the new exchange rate regime different options were possible*®
from which the policy makers in May 2001 have chosen a wide band around the central

parity.

48 “The narrow-band crawling exchange rate regime left very little space for the NBH to maneuver. Sometimes, the
central bank was compelled to cut the interest rates even when the economy did not justify such a move. This
happened for example in early 2000, when the massive capital inflow got the bank to slash the interest rates,
although neither a halt in disinflation nor a dangerously low level of savings warranted this measure. Thus, the
monetary policy, losing from its tightness in the inflexible exchange rate regime, became unable to perform the
function it was originally designed for, namely to curb inflation.” Varhegyi (2001, p. 15).

One possibility would be a currency board. Tying the hands of the monetary policy-makers seems not to be an
option in case of the highly qualified staff and leadership of the Hungarian Central Bank. In addition, the credibility of
the bank is very high after the success of the crawling peg regime. Furthermore, the trend real appreciation — which
seems to be justified by rapid productivity growth — is better accommodated under more flexible regime. See
Masson (1999, p. 15).
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Box 3: Policy of the NBH after Appointment of the New President

2001

March 2, Zsigmond Jarai was appointed president of the National Bank of Hungary (NBH). Decision to
reduce the monthly devaluation rate from 0.3 to 0.2 % from April 1, 2001.

May 3, the NBH had widened the exchange rate band in which currency fluctuates against the euro to
15 % while still it retained the 0.2 % monthly rate of crawling peg devaluation, The Central Bank
Council declared sustainable reduction of inflation as the principal objective of monetary policy.

June 18, Hungarian government lifted all foreign exchange restrictions and implemented the full
convertibility of forint in terms of current as well as capital transactions for both residents as well as
non-residents. The earlier legal obligation of repatriating foreign exchange is removed. Hungarian
residents can open forint and foreign currency accounts abroad without applying for permission.
Foreign currency obtained under any title whatever is permitted to be credited on foreign currency
accounts of residents or non-residents. Transactions in foreign currency is allowed in Hungary.

June 12, The NBH has introduced program to attain a price stability (2 % inflation) to fulfill the
Maastricht criteria by 2004/2005. The NBH has set the end-2001 target at 7 % and for end-2002 at
4.5 %. To this target the Central Bank has set a 1 % 'tolerance’ band on both sides.

June 19, The Hungarian Parfiament passed the new Act on the National Bank of Hungary, which
complies with the acquis communautaire of the EU, The Law guarantees the independence of the NBH
from the Hungarian Government. Personal independence of members of the Bank’s decision-making
bodies is strengthened under the new law. Members of the Monetary Council, the Bank's supreme
decision-making body are appointed for a six year term.

July 13, The interest rates on the Central Bank’s instruments are: two-week central bank deposit
(central bank base rate) 11.25%; overnight central bank deposit (central bank base rate less 2
percentage points) 9.25%; overnight repo (central bank base rate plus 2 percentage points) 13.25 %.

July 23, Central Bank in the official Evaluation of Monetary Policy Statement states that "since the
change in the exchange rate system, the central bank has not made any interest rate changes, but the
widening of the band has been followed by an appreciation of the forint. The key factor behind the
appreciation has been higher external demand for long term government securities.

August 21, The Monetary Council accepted to abandon the crawling peg devaluation of the forint from
1 October 2001. The central parity was fixed at 276.1 HUF per one euro. Implicit inflation targeting was
introduced in which the central parity lost its earlier function of a nominal anchor. The NBH will attempt
to guide inflation expectations via a disinflation path (regular inflation forecasts will be publicly
available). This will provide market with a nominal anchor to develop expectations.

September 10, The Monetary Council reduced central bank base rate by 25 points. The interest rate on
the NBH base rate (two-week central bank deposit) is 11%.

September 24, The Monetary Council was of the opinion that the September 11 terror attack justifies
widening of the gap between forint and euro interest rates. Thus, the NBH did not follow ECB in
reducing interest rates.

October 24, The Monetary Council reduced central bank base rate by 25 points to 10.75%.
November 13, The Monetary Council reduced central bank base rate by 50 points to 10.25 %
December 11, The Monetary Council reduced central bank base rate by 50 points to 9.75%.

2002

January 7. The Monetary Council reduced central bank base rate by 25 basis points to 9.5%.
January 21, The Monetary Council reduced central bank base rate by 50 basis points to 9%.
February 18, The Monetary Council reduced central bank base rate by 50 basis points to 8.5%.
March 18, The Monetary Council has left the central bank base rate unchanged at 8.5%.

April 8, The Monetary Council has left the central bank base rate unchanged at 8.5%.

April 22, The Monetary Council has left the central bank base rate unchanged at 8.5%.

May 21, The Monetary Council has increased the central bank base rate to 9.0%.
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Hungarian Central Bank provided the following explanation for the change of the exchange
rate regime. “However, for the past two years, no further reduction has been made in the rate
of price increases. Although the factors to blame for this unfavourable situation also included
a series of negative inflationary shocks and a higher rate of imported inflation over the past
two years, still a more ambitious disinflation policy calls for a more active monetary policy.
However, this was not possible under the previous narrow-band exchange rate regime, as
the Central Bank had to totally subordinate its interest rate policy to the external
developments. In fact, the only freedom left for the Central Bank and the Government lay in
setting the rate and date of the pre-announced devaluation. Widening the range within which
the exchange rate is allowed to fluctuate will diminish the subjugation of interest rate policy
and enable the Central Bank to develop its benchmark rates and hence the exchange rate
so that the designated disinflation path can be maintained.**

This is supported also in the IMF assessment, too. "Directors agreed that the narrow
crawling exchange rate band had contributed to Hungary's past successes, but that it had
outlived its usefulness. In view of the present and prospective challenges to policy, they
welcomed the widening of the band, which should facilitate the central bank’s efforts to
reduce inflation by providing the necessary leeway to tighten monetary conditions, when
needed, including through a moderate appreciation of the forint. Most agreed that a
moderate appreciation, if it occurred, would not derail Hungary's strong external
competitiveness. Greater exchange rate flexibility would also strengthen the financial system
by discouraging speculation and unhedged borrowing.” (IMF, 2001 p.3).

This decision to widen the band and to stop the pre-announced devaluation also meant
moving away from exchange rate targeting and to look for a more credible way to decrease
inflation. A few weeks after the band widening, the NBH announced the introduction of the
inflation targeting.>' One month later the NBH published the inflation target band for the
coming 18 months. The targeted inflation rate was 7 percent by the end of 2001, 4.5 percent
by the end of 2002, and 3.5 percent by the end of 2003 with a + 1 percent degree of
tolerance.

Inflation targeting gives a policy freedom to policy makers to carry out a more independent
monetary policy and allows them to link different policy instruments to the targeted inflation
index. The real question about the success of the inflation targeting will depend on the
strength of monetary policy makers and their independence from the fiscal framework. There
is a certain fear that the expansive fiscal policy, which was a prelude to the election
competition in the spring 2002 may continue. Fiscal dominance, which would - in one way or

zo National Bank of Hungary: Statement on the New System of Monetary Policy on June 12, 2001.

As it is known inflation targeting is a monetary policy framework characterized by official announcement of
quantitative target ranges or targets for the inflation rate for certain time horizons. It is an important part of the
monetary targeting that the central bank makes its plans concerning the inflation publicly available and transparent,
and that public is persuaded that stable low inflation (or disinflation) is credibly the goal of the central bank.




128 — Horvath / On banking and exchange rate policy in Hungary —IH 8

the other — dominate monetary growth will have negative impact on the success of inflation
targeting.*

Also, it is not clear yet how accurately will be the NBH able to hit the inflation target. As
Masson (1999, pp. 18-19) argues it is essential that the policy makers have reliable and
generally accepted way of making inflation targeting forecasts ‘so as to justify raising interest
rates when necessary to preempt potential inflationary pressures that may not be visible in
actual inflation data." In Box 4 we provide a general evaluation of the inflation targeting in
Hungarian condition based on an excellent study of Siklos and Abel (2002).

The extent to which the new monetary policy framework will succeed in curbing inflation
remains to be seen.

%2 The IMF Executive Board Assessment from May 2001 clearly warned that “monetary policy could not by itself
achieve both inflation and external objectives, especially in the context of robust economic growth, and that it will be
important to have an appropriate fiscal adjustment.” (IMF 2001, p.3.) Conservative government (1998-2002)
seemed to favor creating a strong state with active fiscal stimuli policy {Széchenyi Plan for example). The same
Executive Board Assessment from May 2001: *Directors agreed that a broadly neutral fiscal stance in 2001 and
2002 — which would require a substantial withdrawal of fiscal stimulus relative to that embedded in the budget and in
planned off-budget spending — would be appropriate.”
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Box 4: Requirements for Inflation Targeting and Their Status in Hungary

Institutional Rationale Status in | Comment
Requirements : Hungary
Central Bank The central bank needs a free hand Yes Hungarian law provides
Independence to attain its inflation objective sufficient autonomy to NBH
Effective The central bank should have a Yes The two week repo rate
Monetary Policy | major instrument that can inform
Instrument markets about its stance in
monetary policy and that can
influence expectations of inflation
Accountability Clarity is required about the Yes Prior to June 2001 legislation
responsibilities of the central bank did not require the President of
in achieving stated price stability the NBH to testify in Parliament
objectives and appointment procedures
were not conducive to
accountability
Disclosure Central bank ought to communicate Yes Quarterly Inflation Report,
clearly and frequently with frequent press reports
government, market and public.
Exchange Rate Flexibility of exchange rate is Yes Target zone regime with + 15 %
Regime required so the domestic monetary bands provides necessary
policy determines monetary flexibility
conditions
Responsibility Inflation targets must be Yes Recognition in 2001 that
announced by government as an responsibility for announcing
agreed to objective that is to be inflation targets is a joint one
met by the central bank between the NBH and Ministry
of Finance
Harmony with the | Fiscal policies need to be Yes (?) | There are some doubts on the
Fiscal Policy compatible with inflation targeting compatibility of the policy mix
Public Support The public should consider the Yes (?) |Public does not seem to be
adopted strategy as the most adequately informed or rather
appropriate one under the does not see the need for low
circumstances inflation when moderate
inflation produces good results.
Well Developed Financial markets should generate Yes Maybe the most developed
Financial System |strong preference for price stability financial system in transition
countries
Economic Rationale Status | Comments
Requirements
Choice of a Price | The inflation objective must be set | CPI, core
index in terms of an index that is widely | inflation
understood and representative
Selection of the | Inflation targeting can be credible | +1 % High inflation variability and
Width and the and simultaneously provide needed | around a | poor historical inflation record
Horizon of the policy flexibility. specified | makes flexibility more desirable
Inflation Target midpoint of | than otherwise but at the risk of
target credibility
band
Knowledge of the | Policy makers ought to know how Yes(?) |NBH's own acknowledgement
Transmission their instrument setting are likely to of considerable uncertainties in
Mechanism affect the main aggregates of the this regard
economy
Adequate A reasonable amount of Yes Hungary has met the IMF's
Measurement measurement error is required conditions for the Special Data

Dissemination Standards

Source; Siklos and Abel (2002), some changes done by the author.
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3.3 The Very Current Issue: Behavior of the Forint in the Wider Band

As a result of the widening of the band the forint began to appreciate, and it has been 8-12
percent above the parity ever since. This appreciation of the forint was accompanied by the
cut of the NBH base interest rate (two-week central bank deposit) from 11.25 to 8.5 per cent
from July 2001 till May 2002. In May 2002 the interest rate was increased due to the re-
appearance of the inflationary pressures to 9.0 per cent. The introduction of inflation
targeting had positive impact on disinflation process. In the first quarter of 2002, the
consumer price index decreased to 6.2 per cent compared to 7.2 per cent in the last quarter
of 2001.5® However, in April 2002 it seems that the process of disinflation was halted.

Reasons for the appreciation of the currency were mainly connected with higher external
demand for long term government securities. This increasing demand — among others — may
be a consequence of very positive Hungarian credit ra’cing.54 Spreads on sovereign
benchmark bonds are among the lowest in the region. Investors’ share of holdings of forint-
denominated government securities reaches record highs. After reaching the peak of the
foreign owned portfolio at the beginning of July 2001 (HUF 1011 billion), it again grew in
December 2001 it exceeded HUF 1060 billion.® These flows may become volatile under
some unexpected shocks, however there seems to be enough space in the wide band to
accommodate them.

Strong forint reduces Hungary's export profitability, but this has not been reflected in the
current-account balance. The current account deficit figure for 2001 was revised up from
0.9 % of GDP to 2.1 % of GDP or 1248 million euros. But this was still smaller than the deficit
in 2000, 1434 million euros.

There may be two different scenarios of the future development of forint before joining the
euro area.

First scenario. In order to join the euro area at the earliest, Hungary must have, say, 2.0-
2.5 % inflation approximately in 2005. Given strong growth in wages and productivity, getting
inflation down to this level can be achieved only via appreciating forint and relatively high
short-term interest rates. This is quite difficult to do in the current exchange rate regime,
since currency is already trading at the appreciated side of the parity, so there is little room
either for a stronger currency or higher rates (as this would attract portfolio flows and push
the currency stronger). Therefore, one may think about possible re-alignment of the parity.*®

%3 National Bank of Hungary, “Quarterly Report on Inflation,” May 2002, p. 14.

For example Moody's rating is A3 from November 2000; Standard and Poor's is A- from December 2000,
furthermore both rating agencies consider the situation stable.
% Hungarian Financial Supervisory Authority, “Report on the Development of the Supervised Sectors in the First
Three Quarters of 2001," p. 12/26.
% NG (2002, p. 53).
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In addition in April 2002 price pressure again picked up, and the base interest rate was
increased, which may indicate that realignment cannot be ruled out.

Second scenario. The further development of forint will to a certain extent depend on the
political will of the government. In the pre-election rhetoric there were indications that the
Socialist Party (opposition at that time and the future winner of the election) has to a certain
extent different view concerning the pace of disinflation. The existing targets of the
Hungarian National Bank indicate expected inflation of 4.5 per cent (1 per cent) by end-
2002 and 3.5 per cent by end-2003. Compared to this view the reports in press indicate that
the Socialist Party is in favor of reducing the consumer price inflation rate to 5 per cent only
by end-2006. Reports in the press also indicate that the Socialist Party policy makers are of
opinion that “the forint is strong enough and that the parity rate should not be revalued
upward in the next two years.”’ This may then mean that weaker forint can be expected,
however, that may endanger the disinflationary process and thus put the credibility of the
central bank into jeopardy.

3.4 Possible Risks and Vulnerabilities

We identify the following issues, which may bear potential risks and vulnerabilities on the
Hungarian exchange rate policy.

-~ Potentiality of a currency crisis with speculative attack against the forint forcing forint out
of the band, with impact on the overall economic situation in the country. This scenario
has quite a low probability. First, because of the current exchange rate arrangement and
skills and determination of the NBH to defend the exchange rate regime. | consider the
step to wider band regime, i.e. the step away from the insufficient flexibility of the crawl
as a crucial in this respect. This may avoid the dangers of the ERM crisis in 1992-93,
and forint in 2002 is not an easy target for speculators. Second, even if such currency
crisis occur the healthiness of the banking sector® may protect the economy from
becoming it a banking and financial crisis.

—~ Potentiality of what Gomulka (2001) calls mini-crisis. These crisis typically originate in
unsuccessful policy mix. The message is that stability may be quickly lost if the policy
mix is not sustainable, which for practical reasons — given the independence of the
central bank and the current exchange rate regime — means to avoid un-sustainable
fiscal policy.

%7 Short Note Erste Bank, March 26, 2002.

58 Gomulka (2001, p.7) quotes Kawalec (1999) who in a comparative study of the banking sector systemic risk
assigns to Hungary the lowest score, i.e. the very low risk. Kawalec, S. “Banking Sector Risk in Selected Central
European Countries,” CASE Report No. 23, Warsaw 1998,
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- Inflation targeting provides a better defense to potential speculative attacks than
adjustable peg, or exchange rate system with narrow bands. However, Masson (1999)
reminds us that inflation targeting will boost the credibility of policy makers only if it
involves “more than vague commitments to bring inflation down to EU levels.” Recent
modest speeding up of inflation together with publicly known differences on exchange
rate policy and the speed of disinflation between the two political groupings in Hungary
may bear potential risks. One may also ask whether the country had already achieved a
political consensus in favor of a low inflation, and also whether the NBH has already
established a predictable association connecting the policy instruments and the future
inflation rate. Evidently, unsuccessful inflation targeting may endanger the credibility of
NBH and consequently it may effect the exchange rate behavior.

— As a result of the trend real appreciation and inflation inertia it may be a difficult task for
Hungarian policy makers to achieve the Maastricht criteria for inflation.>® The Ricardo-
Harrod-Balassa-Samuelson effect implies that the price level may be kept stable only “if
the exchange rate appreciates at rate that equals the product of the share of non-traded
goods in the price index and the difference in productivity growth in the two sectors.” If
exchange rate stability is preferred, then consequently the domestic inflation will be
higher than the inflation of the foreign countries approximately by the same amount, and
this may contradict the Maastricht nominal criteria.

—  Another typical concern for overall economic risk would be bad debts to banks, but as it
is indicated in the paper the weight of these debts significantly decreased.

—  Certain risk stems from the perceived and maybe real contradiction between the real and
nominal convergence criteria. Large capital inflows may intensify after the decision about
enlargement is taken, which may lead to a conflict between the Maastricht Treaty
inflation requirements and the pressure stemming from the Ricardo-Harrod-Balassa-
Samuelson effect. Here two responses are possible, one may guarantee nominal
convergence at the price of low growth, while emphasis on growth may counter-act the
inflation criterion.

- Typical concern may be the issue of asymmetric shocks. As | tentatively document using
a structural vector autoregressive model (Box 5), Hungary may be the country which
should worry the least concerning the asymmetry of shocks having long-term impact on
the output. Empirical work in this respect shows that from the transition countries
compared to Germany Hungary is the least exposed to asymmetric permanent shocks.

5 Maastricht nominal convergence criteria require that inflation be no more than 1.5 per cent points above the
gf\)/erage inflation of the best three already EU members.
Masson (1999, p. 16).
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Box 5: Supply and Demand Shocks: Hungary and Neighbors

in the context of the optimum currency area theory an important empirical question emerges whether
Hungary is a region where country specific shocks prevail or where shocks affect Hungary similarly as
other (large western) European countries. This issue has been addressed in the context of western
European countries, among others, by Bayoumi and Eichengreen, (1992), Chamie, DeSerres, and
Lalonde (1994), Whitt (1995), Dibooglu and Horvath, (1997); and Funke, (1999).

Lack of sufficiently long time series was one of the reasons why estimation of the symmetry of shocks
between western EU members and the accession countries is relatively new phenomenon in the
agenda of the empirical research concerning the EU enlargement. Frenkel, Nickel, and Schmidt
(1999), Boone and Maurel (1999), Fidrmuc and Korhonnen (2001), and Horvath (2001) have
addressed this issue recently.

There is no unique way of identifying different shocks affecting a given economy. We follow a strategy
suggested by Bayoumi and Eichengreen (1992), where the identification strategy is based on a
simple aggregate supply/aggregate demand model with a positively sloped short run, and a vertical
long run aggregate supply curve. In this framework, the demand shocks only have transitory effects
on output. In other words we address the problem empirically using a simple bivariate vector
autoregressive model for the period 1995:1-2000:3.

Table below presents correlation coefficients measuring the correlation of supply shocks between
Hungary and some European countries. These results indicate that Hungary is exposed to symmetric
supply shocks as compared with Germany and Austria. Horvath (2001) show that Hungary is the only
country from transition economies (Visegrad-8, and Baltic-3) which exhibits symmetric correlation of
supply shocks with Germany.

Table 17.
Correlation of Supply and Demand Shocks
Supply Shocks Demand Shocks
Germany 0.28 -0.40
France -0.02 0.26
ltaly -0.06 0.39
Austria 0.28 -0.16
Czech Republic -0.25 0.51
Slovak Republic -0.13 -0.09
Poland -0.12 0.37
Slovenia -0.00 0.54

Bold denotes positive statistical significance at 10%. Data for Austria calculated for the purpose of this paper,
otherwise see Horvath (2001).

4. Conclusion

Today in Hungary the basic financial architecture of a market economy is in place.

The European Union has performed a very vital role in providing outside anchor for the
financial and also macroeconomic development of Hungary in the 1990s. The pressure to
meet the criteria for the membership in the European Union was essential in adoption and
enforcement of laws and regulation important for building the Hungarian financial and
banking architecture. The banking sector after consolidation, recapitalization, and
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privatization has significantly contributed to the hardening of the budget constraint and thus
to good real performance of the economy.

In the 1990s the Hungarian exchange rate policy maintained always certain degree of
exchange rate flexibility. This flexibility was achieved either through numerous re-aligments
of parity under pegged but adjustable regime, or under the pre-announced devaluation rate
in the crawling peg regime, and especially by substantial widening of the band in the recently
introduced target zone. There were periods when despite this flexibility the forint was for a
significant time period at one edge of the band. This was the stylized fact for most of the
crawling peg period as it is today during the target zone with wide band.

In exchange rate policy some inevitable tensions remain. Free capital mobility together with
trend real appreciation imposes some constraints on the fixed exchange rate regime, and
thus makes the combination of the exchange rate stability with low inflation rate rather
problematic. A way out may be the target zone regime with wide bands and implicit inflation
targeting, which was introduced in 2001.
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The Hungarian Labour Market during Transition and
EU-Accession

Karoly Fazekas®

1. Introduction

CEE countries experienced a severe downturn in real output after the start of the transition
period. In the case of Hungary the output reduction was accompanied by a serious decline in
employment and a sharp upswing in unemployment. After 1993, in parallel with expanding
production, unemployment began to diminish but employment showed prolonged stagnation
whereas the ratio of the inactive population continuously increased up to 1997.

In recent years the Hungarian labour market has been performing well. By the first quarter of
2001, the ILO unemployment rate had fallen to 5,6 per cent which is the lowest figure for the
last 8 years and is much less than EU average (7,8 per cent). Employment started to
increase after 1997 for the first time in the decade of the transition to a market economy. The
decline of unemployment was remarkable in the most prosperous regions where not only full
employment has been reached but scarcity of labour has appeared in certain areas. Some
western Hungarian urban areas had less than three percent unemployment rates and the
figure for the capital was less than 2,5 percent.

Some other labour market indicators, however, reveal a far less impressive picture. The
Hungarian employment ratio is under the EU average and the employment ratio of the male
population in the optimum working age (between 35-45 years) is the lowest in Europe.
Despite governments efforts the participation ratio has been declining since the late 90’s. In
the underdeveloped regions high inactivity ratios are combined with high unemployment, a
high proportion of long-term unemployment, high dependency ratios and a serious
accumulation of social backwardness. Regional labour market differences have been
continuously increasing.

Furthermore, there are some unsettling new tendencies in the most recent indicators of the
labour market. At the end of 2001 the employment ratio started to decrease while the
inactivity ratio once again started to grow. Regional indicators show the accelerated lagging
behind of the economic and labour market performance of the most backward regions.

) Findings and conclusions of the paper are based on a number of empirical studies that were carried out by Jénos
Kollé, Gabor Kertesi and Karoly Fazekas in the framework of “Regional Labour Market Differences during
Transition” - OTKA T-0261112" research program in the Institute of Economics in Budapest.

Deputy Director. Institute of Economics, Hungarian Academy of Science. Budapest. Tel: +36-1-308-2652;
fax: +36-1-319-3151; e-mail: fazekas@econ.core.hu.
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This paper is an attempt to assess how and why all this happened, what kind of tendencies
can be expected in the near future and what should be done to improve the labour market
conditions of the Hungarian economy. We would like to add to the description of the post-
transitional landscape of the Hungarian labour market some interpretation and explanation of
the processes. The first chapter is 2 summary of the labour market developments over the
last 10 years. The second chapter deals with recent phenomena, short term expectations
and policy options. Both chapters include analyses on the causes and consequences of
regional labour market disparities during and after transition. This emphasis reflects the
author's conviction that regional factors have been playing a crucial role in labour market
developments.

2. The Hungarian labour market in the 90’s
2.1. Employment, unemployment, inactivity

Labour and productivity

Transition towards a market economy encouraged radical adjustment on the labour market:
large scale reallocation of labour took place between sectors and as a result a remarkable
improvement of labour productivity could be observed. The rapid decline of the share of the
labour force in agriculture and the rise in the service sector, the substantial reallocation of
labour in manufacturing in favour of the newly established private and foreign owned firms,
the sharp increase in the return to skills are the main factors of ongoing restructuring.
Between 1992 — 1997 real productivity more than doubled, mainly due to the outstanding
performance of foreign owned enterprises and the increasing proportion of foreign firms in
employment.! In the year 2000 labour productivity observed in foreign firms in the non-
financial business sector was 2.6 times higher than in comparable Hungarian companies
while wage costs were 1.9 times higher. Differences in labour productivity between foreign
and domestically-owned firms vary across industries, with the differential being largest in the
machine, chemical, transport and telecommunication industries (3-5 times). See Table 1.

! For a detailed description of the Hungarian labour market see: Laky (2000, 2001). The labour market impact of
FDI firms has been discussed by Foti (1995), Hamar (1999), Fazekas (2000) and Koll6 - Kertesi { 2002).
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Table 1.

Wage and productivity indicators of the Hungarian firms by branches and by
ownership (2000)

Branches Gross Wages / employees Sales / employees Value added / employees
Foreign | Domestic Foreign |Domestic Foreign | Domestic
Firms Firms F/ID Firms Firms FID Firms Firms FID
1000 Ft| 1000 Ft % 1000 Ft | 1000Ft | % | 1000 Ft | 1000 Ft %

Agriculture, forestry
and fishing 992 800 | 124 13331 6370 | 209 3871 1515 | 255
Mining and quarrying 1611 1601 | 101 13673 9329 | 147 6203 4167 | 149
Food production 1673 835 | 200 22512 10573 | 213 6211 1883 | 330
Textile industry 844 550 | 154 5492 2557 | 215 1911 1004 | 190
Wood production 1663 801 | 208 21253 8243 | 258 6381 21480 | 257
Chemical industry 2009 981 | 205 27339 8851 | 309 7494 2526 | 297
Machinery 1364 1088 | 125 26804 7836 | 342 6014 2533 | 237
Other manufacturing 1139 602 | 189 9994 5527 | 181 2664 1377 | 193
Electricity 2025 1618 | 125 33328 17456 | 191 8480 5043 | 168
Construction 1104 860 | 128 13836 10221 | 135 3788 2275 | 166
Hotels and
restaurants 1099 592 | 186 6428 4074 | 158 3798 1854 | 205
Commerce 1809 687 | 263 53522 21156 | 253 7630 2553 | 299
Transport and
communication 2740 1202 | 228 32449 6570 | 494 16043 2828 | 567
Real estate 2190 930 | 236 19489 9156 | 213 10147 3677 | 276
Education 1681 1020 | 165 9067 5974 | 152 4411 3302 | 134
Health services 1457 632 | 230 10494 3373 | 311 4885 2100 | 233
Other services 1449 848 | 171 18844 8105 | 233 11875 4763 | 249
Total 1647 888 | 185 27038 10494 | 258 6855 2604 | 263

Source: CSO-IE FDI Data Base.

Note: Foreign firms: competitive sector firms with foreign ownership above 10 per cent of equity.
Domestic firms: competitive sector firms with foreign ownership less than 10 per cent of equity.

Firms in financial service sector are excluded.

With respect to size, large firms (250 and more employees) account for only 0.1 per cent of
the total number of firms in the business sector, but approximately 31 per cent of industrial
employment, 56 per cent of GDP and 75 per cent of exports.2 The most dynamic part of the
economy consists of some 100 subsidiaries of multinational corporations located in their own
free-trade zones - these firms accounted for over 60 per cent of GDP growth over the period
1994-2000 while producing a growing trade surplus. The efficiency and profitability of
Hungarian firms are positively correlated with their size. The proportion of foreign equity is
also correlated with size, ranging from 28-29 per cent in micro-enterprises (up to 9
employees) and small companies (10-49 employees), to 35 per cent in mid-sized firms (50-
249 employees) and 44 per cent in large firms.

Until the mid-1990s, improving productivity was due mainly to cuts in employment resulting
from privatisation and restructuring while output growth remained subdued. In the second

2 See Ministry of Economic Affairs (2001).
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half of the 1990s, the process was characterised by rapid output growth and increasing
employment. Productivity growth averaged 3.5 per cent over the period 1993-2001.

Employment — sharp decline during transitional crises and modest recovery
afterwards

In 1989-91, during the years of "transition crises” the Hungarian economy lost around 1.1
million jobs, i.e. 21,4 per cent of total employment. Decreasing employment was the
inevitable consequence of large scale job destruction and the slow rate of job creation in the
first phase of transition. Empirical studies (Bilsen and Konings 1996, Nemes-Nagy 2000)
found that job creation and job destruction had been disproportionate in the sense that the
former was concentrated in the new private sector, while the latter in the “traditional” sector.
The two opposite forces of job creation and destruction became more or less balanced by
the middle of the previous decade. After 1997 employment started to increase:
approximately 200.000 jobs were created, a 5 per cent increase between 1997-2000.°

Figure 1.

Changes of employment by the skill level of the workers 1990-2001
(1990 = 100%)
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Source: CSO-LFS.
Note: Skilled stands for workers with secondary or higher educational background
See data in Table A1 in the Annex.

Figure 1 shows that job destruction hit the labour force unevenly. It was the unskilled jobs
that suffered the most: 40 percent of this type of job disappeared between 1990-95. Skilled

3 Table A2 in the Annex shows the time series of labour market indicators between 1989 - 2001.
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workers had to face an 11 per cent contraction in the same period. After the first years of
general decline the data shows a divergent path in 1995 — 2000. Skilled jobs increased by a
similar number as they had been destroyed during the first phase of transition while the
number of unskilled jobs slightly diminished.

Unemployment — fast upswing followed by continuous downturn

Following a sharp upswing in 1990-1993 the unemployment rate has been falling. Parallel to
decreasing unemployment, however, there has been a significant rise in the stock of long-
term unemployed. People with a poor educational background, lack of vocational
qualifications and those living in depressed regions have a much higher than average
probability of becoming unemployed.

There are four main sources of unemployment statistics in Hungary showing substantial
differences in the number and the rates of the unemployed population. Most discrepancies
are a result of differences in definitions and the methodology of measurements.

a, The Labour Force Survey and the ILO definition of unemployment

According to the ILO definition unemployed are those persons who are not employed but are
looking for work actively during the previous four weeks, and are ready to be hired within two
weeks. Those who do paid work — even those active in the informal economy — are counted as
employed by the survey. Those who neither work nor actively seek jobs are classified as
economically inactive. This definition of unemployment excludes discouraged workers, i.e. the non-
employed working age persons who no longer look for jobs actively. According to the CSO
estimation there were 100.000 discouraged workers, (2,5 per cent of the labour force) in Hungary in
2001. According to the latest survey carried out in March 2002 there were 235.000 ILO unemployed
which figure corresponds to a 5,8 per cent unemployment rate.

b, Registered unemployment

The registered unempioyed are those persons who have registered at local labour offices to claim
benefits and/or other assistance. The number of registered unemployed is published by the
National Employment Service every month. This measurement is strongly influenced by eligibility
criteria of unemployment benefits, disability benefits, social benefits and participation in active
labour market programs. In March 2002 there were 368.197 registered unemployed in Hungary.
The registered unemployment rate was 8,8 per cent. Let me compare this with the [LO statistics. It
is apparent that more than half of those registered by labour offices (e.g. those employed in the
informal economy) do not fit into the [LO definition of unemployment.

¢, Effective labour reserves estimated by the Hungarian National Bank

Measures based on the UE register or LFS-ILO definition could not make a clear distinction
between those unemployed who are employable during the cyclical upswings of the economy and
those who are excluded from the effective labour pool because of their obsolete skills and the
disadvantageous location of their residence. When estimating the effective labour reserves the
Central Bank focuses only on the cyclical component of unemployment. Not surprisingly this is the
lowest figure among the three indicators: it was 2,5 per cent in the third quarter of 2001.
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d, Census based data on economic activity

Data of the 1990 and 2001 Census on employment and economic activity give us an excellent tool
to analyse changes of regional distribution of employment and unemployment during transition.
Unfortunately regional data of the last census will be available only at the end of this year. The
unemployment rate measured by the Census in 2001 was 10,2 per cent, substantially higher than
those measured by the CSO-LFS. Census based unemployment data are much more based on the
subjective judgement of the respondents than the ILO unemployment rate which is measured by
the strict methodology of the LFS. (Féti and Lakatos 2002).

In 2000 the Hungarian Government ordered the National Employment Service not to publish
registered unemployment rates to ‘“avoid confusion” over the different figures of
unemployment. (Table 2) Since then only the “official” ILO unemployment rate has been
used in official publications and in the media. The problem with this is that the ILO definition
underestimates the extent of latent labour reserves and hides the fact that Hungary has one
of the lowest participation rates among OECD countries. If the participation rate in Hungary
were in the neighbourhood of the OECD average, the total labour force would increase by 16
per cent and the unemployment rate would jump to 21 percent assuming a constant level of
employment (OECD 2002).

Table 2.

Time path of the LFS and Registered Unemployment
(1990 — 2001)

Year Registered Unemployed LFS Unemployed
in thousands rate in % in thousands rate in %

1990 477 .4 - - -
1991 227,3 4,1 - -
1992 557,0 10,3 4442 9,8
1993 671,8 12,9 518,9 11,9
1994 568,4 11,3 451,2 10,7
1995 507,7 10,6 4186,5 10,2
1996 500,6 11,0 400,1 9,9
1997 470,1 10,5 348,8 8,7
1998 423,1 9,5 313,0 7,8
1999 409,5 9,7 2847 7,0
2000 390,5 9,3 262,5 6,4
2001 364,1 8,6 253,3 5,8

Note: The denominator of the unemployment rate is the economically active population on 1st January of the
previous year.
Source: Registered unemployed: NLC ; 1LO unemployed: CSO LFS.

Inactivity — continuous increase of hidden labour reserves

Table 3 shows a steady increase of economically inactive population in 1990-1997. Large
scale introduction of early retirement and child care benefit schemes and fast increasing
schooling enrolment rates are the main explanatory factors of why Hungary has lower
unemployment rates than the EU average. Nevertheless, the number of "other inactive
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population”, i.e. those who are out of the labour market for unknown reasons has doubled in
this period.

Figure 2.

Composition of working age inactive population
(1996 - 2000)
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Kollé (2001) argues that in the case of Hungary the LFS largely overestimates the rate of
male inactivity and underestimates their unemployment, especially in the period of economic
recovery when there is no strict dividing line between unemployment and non participation.
Mickelwright's and Nagy's (1999) empirical analysis, based on LFS data from 1997-98,
shows that non-employed men who were actively looking for work opportunities (the
"unemployed”) and those who refrained from searching (the “inactives”) had equal
probabilities of being hired.

Employment capacity of the informal economy

Several empirical studies have been made to assess the impact of the second economy.
Based on the CSO’s institutional earning statistics and the Labour Force Survey, Kutas
(2000) estimated an existence of 300.000 informal jobs, i.e. 8 per cent of those employed in
the first economy. This group may include those who were counted as unemployed in the
LFS but got some income from the black economy. Their number is between 0,7-1 million
(12-13 per cent of the working age population) according to the survey.
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2.2 Wages and wage costs

Time path of real wage and wage costs increases

Gross real wage fell by 13,5 per cent in the first three years of transition and after a pre-
election real wage increase in 1994 it fell by another 17 per cent. A recovery began in 1997
and the period between 1997 and 2000 saw a 16,7 per cent increase in real wages. Thus,
the net effect is a 6,5 per cent increase for the whole period. It was a unique feature of
“transition economics” that while the net real incomes of employees had been decreasing,
the labour costs for employers had become more expensive. According to the calculations of
Godfrey (1994) the dollar value of the unit labour costs in the Hungarian industry increased
by 26 per cent in 1989-92. This tendency has been reversed during the second half of the
1990s.

Increasing wage differences

Recent empirical analyses revealed substantial changes in wage differences during
transition. Returns to education substantially increased over recent years. (Figure 3 and
Table 3) Kertesi and Koéll6 (2002) analysed the evolution of relative wages using individual
wage data and the contribution of skills to productivity using firm level information for the
period 1986-99. Their main conclusion was that skill obsolescence was an important feature
of post-communist transition. Empirical results suggested a general rise in the returns of
education between 1989-92. According to the authors this was a natural consequence of the
collapse of demand for unskilled labour during transitional shock when technological change
was minimal and the forces of the market economy just started to operate. In the second
phase of transition, when the institutional framework of the market economy had been
completed and modern technologies were implemented on a massive scale - mostly by FDI
enterprises - the general appreciation of education stopped but the returns on experience
continued to decline. Young and educated workers are paid higher wages and their skills are
expected to yield higher productivity returns, especially in the modern environment offered
by foreign owned companies. By contrast, neither productivity nor relative wages grew for
older cohorts of educated workers after 1992.
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Figure 3.

Earning inequalities in the 90’s (Gini coefficients)
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Source: NLC Wage Survey.

Table 3.
Earnings by educational level

Highest educational level 1995 1997 1999 2000
Elementary school = 100

Elementary school 100 100 100 100
Vocational school 116 121 124 121

Vocational secondary school 116 121 124 121

Grammar school 143 149 167 152
Technical secondary school 185 203 210 201

High school 200 207 219 225
University 291 331 356 375
Total 146 152 161 161

Source: NLC Wage Survey.




148 — Fazekas / Hungarian labour market during transition and EU-accession — I H 8

2.3 Regional labour market differences

Regions and local labour markets

The transition from central planning to a market economy was associated with the dramatic
increase of regional disparities in CEE countries. The widening gap between depressed and
prosperous regions is characterised by considerable regional disparities in the allocation of
unemployment, job opportunities and wages. In the international context it is not unusual that
regional labour market disparities within a country are often larger than those between
countries. Comparative analyses of regional labour market differences are mostly taken at
macro or meso level of regicms.4 (EC 2000, Boeri and Scarpetta 1996, Dorenbos 1999,
OECD 1995) In the case of Hungary the CSO publishes macro regional level time series of
the LFS. These data show that the decline in economic performance and employment has
been much more severe in disadvantaged rural regions of the Northeast and Southwest than
in the more urbanised Central and Western regions. At present the unemployment rate is
below 5 % in the West-Transdanubian region and in the Central regions while it reaches 11-
12% in the North-Hungarian and North-eastern region.s. Nevertheless regional
unemployment rate differences at macro-region level are not particularly large and do not
show a tendency to increase during transition. The problem is that in the case of Hungary
macro or meso region level analyses of labour market indicators give a distorted picture. The
size of local labour markets makes them fit more into the categery of “micro regions".6

Table 4.

Registered unemployed/working age population ratio by four levels of regions
(2002. March)

. Number of
Regional . - . Std. .
levels rega?nal Mean Minimum Maximum Range Deviation Variance
units
Settlements 3135 5,46 0,46 53,33 52,87 4,29 18,41
Micro regions 150 5,46 1,40 19,63 18,23 3,15 15,38
Meso regions 20 5,46 1,67 10,14 8,47 1,98 6,30
Macro regions 7 5,46 2,00 9,53 7,53 2,18 7,40

Source: NLC Unemployment Register.

; Macro, meso and micro level regions refer to NUTS2, NUTS3 and NUTS4 levels in EUROSTAT nomenclature.
For a detailed county level analyses of regional unemployment rate differences see: GUnther (1998), Dorenbois
1999).
g There are 7 statistical-planning regions (NUTS-2 units), 19 counties 'and the capital, Budapest (NUTS-3 level
units), 150 statistical micro regions (NUTS-4 level units) and 3100 settlements, local authorities in Hungary. The
average size of micro regions is 620,2 km?, the average number of local population is 77279 and the average
density of population is 108,58 cap./km® (Faluvégi 2000). Given the relatively high cost of public transport the
effective labour market in backward regions is estimated to be confined to a radius of 16 km or less. (OECD 2002).
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More than 83 per cent of the variance of settlement level unemployment ratios is accounted
for between micro-region differentials. Only 34 per cent is accounted for between-county and
40 per cent for between-region differentials. (Table 4) Fazekas and Koli6 (1998) found
similar proportions when they examined regional wage differences. This is why we chose to
focus on micro regional labour market differences. Maps A1-A4 in the Annex show macro,
meso, micro and settlement level regional unemployment differences in 2000.

Post transitional characteristics of the regional labour market

Figure 4 shows the movement of average unemployment rates of the top and the bottom
decile and that of the median. Unemployment rates increased until March 1993 and then
decreased. In March 1993 the average ratio of the top decile was 23,8 per cent and the
average rate of the bottom decile was 7.1 per cent. In March 2002 the respective figures
were 2,8 and 17,8 per cent. Besides the wide range of dispersion, regional data revealed
dangerous long term tendencies. Regional differences have been continuously growing, thus
disadvantages have been accumulated during the years of transition. Expressing mean
unemployment rates of each deciles in the percentage of the median at each period gives us
a picture of the time path of unemployment rate differential. This measure is, by definition,
independent from actual levels of unemployment. (Figure 4)

Figure 4,

Time path of relative unemployment rate differentials (1991 — 2002)

3,000
2,500

2,000

= =

/ /

—
1,000

———

|

P ——

L
0,500

/—— e
0,000

N % N S N > N ) N o N -] N o N 5 > oy ] A ]

N/ N7 N4 7 O/ 7 7’ r Y4 L/ o/ Y2 As A/ Y D/ D7 &/ "4 Ny N N7 Q7
S S S & & @q"‘ \@"‘ &S ;\@ SIS S

Source: NLC Data base.




180 — Fazekas / Hungarian labour market during transition and EU-accession —IH 8

We can see that extremely high differences appeared during the turbulent period of the
collapse of the old economy. In the second phase of transition, after a short period of
stagnation, regional differences started to increase up to the latest figures. This increase has
been generated by the continuously deteriorating position of high unemployment regions.
Increasing regional disparities are accompanied by high stability of the position of regions.
Those which recovered faster from the transitional shock turned out to be winners of the post
transitional period as well.

The birth of the wage curve

In market economies regional unemployment rate differences strongly correlate with regional
wage differences. The initial pre-transition level of earning dispersion of the CEE countries
was rather low by international standards. Later on, the increase in wage dispersion moved
the post communist countries into the group of medium/high-inequality countries.
(Deichman and Henderson 2001). In Hungary Kertesi and Koll6 (1999) estimated the relation
between regional relative wages and registered unemployment. They analysed factors
affecting regional relative wage costs, such as changes in regional productivity levels and
differences in the intensity of search of job opportunities by the unemployed. Regional wage
adjustment was analysed through repeated cross-section regressions using large data sets
comprising both individual and firm level data. The Hungarian findings suggest that by 1996
the elasticity of individual earnings with respect to local registered unemployment reached a
value of minus 10 percent which is a typical estimate for mature market economies.” The
unemployment elasticity of wages increased faster in smaller firms but after the liberalisation
of wage settings in 1893 the differentials by firm size gradually disappeared.

7 The Hungarian elasticities are slightly higher than those estimated for Poland and the Czech Republic and
markedly higher than those for Romania. (K&ll6 and Vincze 2000) In the case of Poland Duffy and Walsh, similarly
to Blanchflower and Oswald (1994 ) found that the estimated unemployment elasticity of pay is approximately -0,1.
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Figure 5.

Time path of elasticised of wages and labour costs in micro regions, 1989 - 1998
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Analysing the impact of location on the cost of labour holding, registered unemployment, and
other wage determinants, Kertesi and Koéllé found that in the second phase of transition
labour cost fell in Budapest and in central agglomeration relative to the peripheries. The
same applies to large cities relative to small towns. According to the authors this
phenomenon is due to the fact that relative productivity levels changed in favour of the more
developed centrally located urban districts.

Determinants of regional labour market differences

Determinants of regional unemployment rate differences were analysed by a number of
studies (Abraham and Kertesi 1998, Fazekas, K. 1996, 2000b, 2002) Unanimous results
show that the differences were generated by the demand side of the labour market. While
the intensity of job destruction shows an equal regional distribution, the intensity of job
creation follows an uneven patiern in the first phase of transition. (Nemes-Nagy 2000)
Emerging unemployment rate differences could be attributed mainly to the differences in the
entrepreneurial and industrial capacity of regions at the starting point of transition. (Fazekas
1996, Abraham and Kertesi 1999) The effect of state run large industries on their own was
negatively related to the level of unemployment. The dominance of state industry has led to
higher unemployment only in those regions where this dominance was coupled with low
entrepreneurial capacity. Entrepreneurial capacity refers to the extent to which infrastructure
and social, human and conditions of local economic development “were ready” at the start of
the transition.
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Recent analyses on post-transitional characteristics of unemployment differences have
shown that the explanatory power of the industrial capacity of regions has diminished, while
that of the distance of regions from Budapest and the western border has increased. Post-
transitional unemployment is typically high in remote agricultural regions with poor
infrastructure, low educational levels, poorly developed services and trade, and with large
Gypsy communities.® The core-periphery division has become stronger. The central
agglomeration, and regions along the main east-west transport routes toward Graz and
Vienna recovered faster and benefited from the massive inflow of foreign direct investment.
The worst-hit regions are typically rural, located near the East-Slovakian, Romanian and
Ukrainian borders.

There are important labour market differences between urban and rural settlements even
within the micro-regions. Villages and smaller towns lag behind larger cities in terms of
physical infrastructure and human capital endowments. Many villages are isolated from
urban labour markets because of the lack of public transport and have high unemployment
rate for this reason. (Abraham and Kertesi 1998, Fazekas 2000b, Kertesi and Kolié 2000)

2.4 How to alleviate regional labour market differences? Commuting, migration and
local job creation in Hungary

Hungary's low activity rate is caused mainly by regional backwardness, thus regional factors
play a key role in the employment development of Hungary. On the supply side of the labour
market regional labour market differences could be alleviated: by commuting, by -internal
migration from high unemployment regions towards low unemployment areas and by
external migration and commuting towards foreign countries. On the demand side of the
labour market increasing job creation and reallocation of existing jobs towards high
unemployment regions could be a means of mitigating regional differences.

Commuting

About a quarter of the employed were daily commuters in 1996 according to the micro
census. This ratio has not changed much throughout the 90's. Enormous differences
between the unemployment rates of urban and rural settlements indicate that daily
commuting of the rural population to surrounding towns could be an equalising mechanism
easing employment tensions. Kollé (1997) and Kertesi (2000b) estimated the impact of
transport costs on the openness of local labour markets. They found that the equalisation of
regional unemployment rate differences is strongly limited by the high costs of commuting
and the resulting segregation of the local labour markets. Kertesi (2000b) examined
commuting possibilities in the case of villages. He estimated how the costs of the availability

8 Abraham and Kertesi (1998) and Kertesi (2000a) give detailed analyses of the changing employment patterns of
the Hungarian Gypsy community during transition..
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of better urban labour markets affect the probability of becoming employed by those who
could not find jobs in their places of residences. He found a strong effect of schooling on
increasing the probability of work by commuting, mostly in the case of the male labour force.
The more educated a person is, the higher his or her chances are to find employment that
requires daily commuting. It is mostly educated people who could find jobs with wage levels
high enough to cover commuting cost. Education raises the chances of employment by
commuting considerably: travel costs induced job finding differentials are very large for
unskilled workers, whereas similar travel costs have only trivial consequences for the job
finding chances of people with higher education. According to Kertesi's estimations regional
and transport disadvantages create a 35-50 percent differential in job finding probabilities for
people with a low education.

Internal migration

Increasing regional unemployment rate differences and growing dispersion in the availability
of job opportunities have positive effects on net migration (see figure 6.). Thus, in theory,
labour mobility can serve as an important means for regional adjustment to transitional
shock. On the basis of large and increasing unemployment rate disparities accompanied by
substantial regional wage differentials across regions one could have expected that internal
migration flows would increase in Hungary as well. Yet, reality contradicted this expectation.
As in other CEE countries internal migration flows have remained at a very low level (Burda
and Profit 1996, Fidrmuc 2001, )} Using aggregate in and out migration data by settlements,
Kertesi (2000b) has proved that migration behaviour reacts to economic incentives. Regions
with high unemployment rates have suffered substantial migration losses while those with a
low level of unemployment had migration gains. The magnitude of this effect, however, is
quite modest and likely to remain so in the near future. According to Kertesi’s calculation
even a migration of considerably higher than the existing figures would not lead to a
sufficient narrowing of the regional unemployment rate differentials in the near future.
Nevertheless there are several sets of factors (tight housing market, scarcity of rented flats,
serious regional mismatch of skill) that explain the low level of internal migration in Hungary
and in other CEE countries.
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Figure 6.
Net Migration by unemployment rates in micro regions (2000)
*
20 + .
*
. ’
L d
2
©
5
E
3
2.
£
2
po
O i H T T
-1 0 1 2 3 4 5
Migration ballance
External migration

There have been wide spread concerns that the political and economic changes, and social
and ethnic tensions would lead a large scale out-migration from CEE countries towards the
European Union. These concerns have not been realised (OECD 2001) to date. East - West
migration flows which followed the opening of the CEE’s borders were focused largely on
Germany and begin to decline from the beginning of the 90's and very rapidly took on a
temporary nature. East-West migration flows persist but at a much lower level than those in
the early 90's. Migration flows toward CEE countries have intensified in the case of the
Czech Republic, Poland and Hungary. Given the dearth of unifying migration statistics and
the fundamental methodological problem of an extrapolation of the past migration patterns to
expected migration behaviour it is hard to estimate the effects of EU enlargement on future
migration flows. Straubhaar (2001) found that “independent from the variety of assumption
and models that have been used to forecast potential East-West migration flows, the old and
simple rule of thumb is strongly confirmed that East-West migration would reach 3-4 per cent
of the CEE population. Briicher et al. (2001) estimates a migration of between 2 and 4 % of
the population of candidate countries over a long period of time with an average net migra-
tion into them being at most 300.000 persons per annum in the first decade. Havlik (2001)
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estimates that the number of residents from CEE countries will increase from 1,3 per cent of
the population to 5,5 per cent in Austria in 2030.

As far as Hungary is concerned we do not think that external migration will be a part of a
solution that could ease the regional differences in the labour market. Labour flows from
Hungary's backward regions to EU countries will be small even after the accession as has
been made clear by empirical studies. Sik (1997) Hablicsek and Téth (2001) found that the
migration potential of the Hungarians is low compared to that in the other East European
countries and did not change much over the 90’s. Hungary's labour market has been, and
will be, more affected by inward migration from neighbouring countries. According to the
recent migration survey in Romania, there is a substantial migration potential of neighbouring
countries towards Hungary, mostly among ethnic Hungarians and Roma minorities. (Sik
1997, 2002)

The low migration potential of the Hungarian workforce can be explained by a number of
factors. Wage differences are expected to decrease between Hungary and EU countries
(Ferenczy 2001), there are no large Hungarian minorities in EU countries, there is a strong
skill mismatch between the potentially migrant population and the demands of the EU labour
market. Several studies on the experience of the German unification and the earlier EU
accessions also show that the migration potential of accession regions and countries was
heavily overestimated. In the common labour market of the EU labour has been extremely
immobile internationally. Explaining this immobility Straubhaar (2001) stressed that
immobility has certain positive economic values such as local know-how which can not be
transferred.

Local job creation — The effect s of FDI inflows on the local labour market

The location preferences of investors have dramatically changed since the pre-transition era.
Available data on firm creation, small business start ups, physical capital formation, and
foreign direct investments suggest increasing rather than decreasing regional differentials in
the density of firms and capital endowments. Despite considerable regional wage cost
differences investors have not been motivated to move to the depressed regions. Several
studies confirmed that FDI was one of the key factors of the economic success of Hungary in
the last years. (Nemes-Nagy 2000, 2001) Foreign capital can decisively promote the
economic restructuring of local economies providing capital, modern technologies and work
organisation practices. Foreign capital is also a means for integration into the global
economy and could provide important spillovers of know how towards domestic firms in the
region. As far as the labour market impact of FDI is concerned, in the case of Hungary
foreign firms employment was the expanding part of the corporate segment of the labour
market while domestic firms employment continubusly decreased over the 90's. Analyses on
the impact of FDI inflows on local labour markets share the view that regions with a higher
ratio of foreign firms employment perform more successfully.
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Figure 7.

Share of the foreign firms in the corporate sector
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Figure 8.

Regional concentration of domestic and foreign firms employment
in micro regions, 2000 (Lorenz curves)
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The micro regional distribution of the number of firms, jobs and the volume of the capital
shows an extremely high regional concentration. From this point of view there are no
substantial differences between foreign and domestic firms. (Figure 8) The question is: what
are the most important factors of allocation preferences of foreign firms in Hungary, and how
have these preferences changed over recent years. Fazekas (2000a) showed that micro
regions with a more educated labour force and a closer location to the western trade portals
attracted more foreign capital and had higher foreign firms employment than other regions.
Urban centres with a high concentration of skilled labour and proximity to the western border
are in the best position. Hungary’s only one large agglomeration - Budapest and its
conurbation - together with a large skilled labour pool can offer a wide selection of
externalities such as direct links to the political and financial decision makers, rich cultural life
and spillover effects due to high firm density and co-operation networks with a number of
universities and scientific institutions. (Map 1.)

Map 1.
Density of foreign firms employment in Hungary 2000

Source: CSO FDI Data Base.

Note: Dots represents foreign owned firms in the micro regions.
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The impact of FDI inflow on the change of unemployment rates appears to be weak. Low-
unemployment regions attracted more investment over recent years but no significant
correlation was found between the change of FDI employment and the change of
unemployment. This may be explained by the relatively high share of take-overs as opposed
to ‘green-field' investment during transition, the relatively low labour intensity of foreign
investments (compared to domestic enterprises) as well as by the practice of hiring from the
rank of employed workers rather than from the pool of unemployment.

3. Recent development, short term expectations and employment
policy options

3.1. Hardening labour market conditions

After four years of recovery some disturbing tendency emerged on the labour market in
2001. Employment started to fluctuate and slightly decrease. (Figure 9) In December,
dependent employment was down by 0,4 per cent compared with the level observed a year
ago, while private sector employment had fallen by almost 1 percent. In the Labour Force
Survey the economically active population shrank by 83.000 persons (2 per cent) between
the 4™ quarter of 2000 and the 1% quarter of 2002. Unemployment started to grow again,
mostly in the hard hit regions of the country. The intensity of labour measured by the
“average hours worked by manual workers in manufacturing” declined in the course of 2001,
indicating some accumulation of hoarded labour within firms.

Figure 9.
Seasonally adjusted labour market indicators 1995-2001
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The first signs of the break of last years’ improving labour market trends could have been
interpreted as an inevitable concomitant of certain demographic trends and existing
regulations on employee retirement.® The latest data, however, suggest that the deterioration
of labour market conditions can be better explained by factors on the demand side.

Possible causes of the latest downturn

Recent labour market conditions have been formed by the adjustment of the economy to four
new developments in 2001-2002. The recent Quarterly Inflation Report of the Hungarian
National Bank (HNB 2002) categorised these new developments as: (1) Real economic
factors such as the cyclical slowdown in external markets and the strong real wage growth
(2) nominal effects such as the appreciation of the Hungarian currency (HUF) following the
move to widen the intervention band and rapid disinflation.

As far as the nominal factors are concerned, data of the second half of 2001 show a delayed
adjustment of wages to the appreciation of HUF and rapid disinflation. According to the
OECD estimations the real exchange rate based on unit labour costs has appreciated by
approximately 10 percent in 2001. (OECD 2002) This raised real economic costs and could
have contributed to the fall of employment in recent months. The HNB Quarterly Inflation
Report forecasts a slight delay in wage adjustment in 2002. This may have negative effects
on private sector employment with a further increase in unemployment and inactivity.

It is not easy to estimate the short term effects of real economic factors. -According to the
HNB calculation a higher than average employment decrease was manifested in the private
sector and a much higher than average one in the manufacturing industry. At the same time
employment in private services has increased. These data reflect the fact that export
oriented firms and manufacturers are sensible to the cyclical downturn on external markets,
while employment in private services is more dependent on the expansion of domestic
demand. In 2001, average gross wages in the competitive sector increased by 16,3 per cent
(6,5 per cent in real terms) while the estimated figure for 2002 was 12-15 (2-5 percent in real
terms). This dynamics of real wage growth is the highest in the recent economic history of
the country and resulted mainly from three factors: (a) the minimum wage increase in 2001
and 2002, (b) high inflationary expectations which led to high nominal wage settlements,
and (¢) the fact that the actual wage increase was significantly higher than the rates
negotiated and recommended by the national labour council. (Table 5)

9 According to a new legal regulation those in the age groups affected by the increase in the retirement age may
choose to retire biannually. This may raise the number of economically inactive population in 2001 and 2003.
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Table 5.

Recommended and effective wage increases’

Centrally recommended wage increase Actual wage Excess of actual wage increase over
for enterprises increase in the central bargain
Minimum Average Maximum the zgéfgfrise Minimum  Average Maximum
1992 13 23 28 26.6 3.3
1993 10-13 18 25 251 71
1994 13-15 17-19 21-23 234 5.4
1995 na’ 19.7 n.a.
1996 13 19.5 24 23.2 37
1997 14 17.5 22 21.8 43
1998 13.5 - 16 18.5 5.0 - 2.5
1999 12 - 15 14.8 2.8 - -0.2
2000 8.5 - 11 14.2 57 - 3.2
2001 9.75 - 12.5 16.3 6.6 - 3.8

' From 1998 agreements concluded only on the recommended minimum and maximum rate of the average wage
increase. In 1999 and 2000 the agreement was bipartite between the employers and the employees side of the
Council.

2 Guideline of the Interest Reconciliation Council (IRC) before 2000 and the National Labour Council afterwards.

% No agreement was reached by the IRC in 1995,

Source: Hungarian Ministry of Economy.

Figure 10.
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Effects of the minimum wage increase was interpreted by government officials and outside
experts in a completely different way. The Hungarian government raised the amount of the
whole-economy minimum wages by 57 per cent in 2001 and by another 25 per cent in 2002.
The minimum wage/average wage ratio was 29,1 per cent in 2000 and 42,3 per cent in
2001, The estimated figure for 2002 is 47,2 per cent. (Figure 10) Though government
officials continuously denied any negative effects of minimum wage increase on the labour
market, recent results of empirical studies (Kertesi and Kéllé 2002, Kéllg 2002, Berki 2001,
GKI 2002) proved that the observed decrease of employment could be substantially
assigned to the minimum wage increase in 2001. Moreover, the authors expect a further
deterioration in this context.

The HNB Inflation Report (HNB 2002) arrived at a similar conclusion. According to the
Report the minimum wage increase in 2001 “has not been coupled with a real increase in
wage levels in the larger part of the economy, and thus had a smaller impact on the increase
in both labour costs and the household’ disposable income. ... By contrast, rising minimum
wage ... may unleash inflationary pressures on the cost side through higher labour costs,
and on the demand side through a higher wage bill.” (HNB 2002)

Sectoral and regional effects of the minimum wage increase

The consequences of the higher minimum wages will be even more serious in certain
branches of the low wage/low productivity segments of the labour market. [t is very probable
that companies will dismiss workers as a reaction to a substantial increase in wage costs.
Some recently published studies attempted to measure the sectoral effects of the minimum
wage increase on employment. In 2001 26-31 per cent of employees in the corporate sector
had a wage level less than the new minimum wage, while in 2002 the same figure was 35
per cent. In certain branches (textile industry, hotel and restaurant trade, retail trade,
construction, leather and footwear industry) this ratio was higher than 50 per cent in 2001
and higher than 60 per cent in 2002. According to a recent survey (GKI 2002) 35 per cent of
the firms questioned indicated that their profitability was substantially worsened because of
the minimum wage increase. The short term labour market forecast of the National
Employment Service reported that one quarter of the firms gave up their earlier intention of
staff enlargement and half of them mentioned redundancies.

Kertesi and Kollé (2002) found a link between increasing regional disparities and the
minimum wage increase. According to their calculations increasing the minimum wage had
different effects in different regions. This comes from the different own price elasticities of
skilled and unskilled labour. Kertesi and Kollé found that following the “transformational
recession” the own price elasticities of labour and capital were stabilised at levels observed
in developed market economies. The higher the own wage elasticities of certain type of
labour was, the more people were affected by the differentials of the old and the new
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minimum wage standard, the stronger the expected demand responses were. People with
low levels of education are in the worst position since the demand in this job category is the
most responsive to wages. Moreover, it is this group which has been most affected by the
new minimum wage standard.

Using estimated (own-wage) elasticities, Kertesi and Kollé predicted drops in labour demand
in 57 regional units of the country. It came as no surprise that while some regions were
affected only to a minimal degree, others, especially villages in the north eastern part of the
country and in the Great Hungarian Plain were seriously hit by the employment
consequences of the rise of the minimum wage. In some regions more than a 10 percent
drop in employment is expected for workers with completed or uncompleted primary school
education and more than a 5 percent drop for those with completed vocational schools
training. The conclusion is obvious: the rise of the minimum wage does increase regional
employment inequalities.

Short term expectations

Employment recovery may be hindered by a few negative shocks in the near future. The
number of people employed in manufacturing will be likely to fall due to the delay in the
cyclical upturn of the external business cycle. The 2002 minimum wage increase affecting
more employees than it did in the previous year will have a strong negative impact on the
employment of low productivity groups be it on a firm, sectoral or regional level. The National
Bank forecasts employment in the private sector to stagnate in 2002 and to rise slightly in
2003."

Recent calculations of the Hungarian Ministry of Economy (Kutas 2002) forecasted a
substantial increase of labour supply by 300.000-370.000 in the next five years supposing
that the rate of joining employment of the economically inactive population remains constant.
The growth of the labour supply will be the fastest in the depressed regions, thus the
deterioration of some regional local labour markets is expected. The prospects for young
workers first entering the labour market is especially gloomy. This group already has a higher
than average unemployment ratio.

According to the OECD (2002)’s short term outlook, wage growth will remain dynamic as a
result of the minimum wage increase in 2002, the increase of wages in the public sector and
the tight labour market. We do not expect a substantial decrease in wage inequality in the
near future. Kertesi and Kollé (2002b) calculations show that the supply side reaction of the
labour market was sensible to the increasing returns on education. A fast increase in the

10 Based on the most recent development the latest issue of HNB Inflation Report (HNB 2002b) has changed its
forecast published in March and reported 1,8 % drop of employment in manufacturing in 2002.
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number of students in higher education may lead to decreasing returns on skill over the
coming years.

3.2. How to change the “bad” equilibrium

As we have seen there are two main obstacles to increasing employment in Hungary: (1) the
relatively high ratio of the unskilled workforce, (2) the high number of regions with an
underdeveloped physical and human infrastructure. These regions could not attract foreign
investments despite the relatively low wages they offered. This kind of "bad” equilibrium on
the labour market has grave consequences. Unskilled labour is in the worst situation since
the wages in this group are too low to cover the high cost of commuting from depressed
regions towards regions with more favourable conditions.

What were the policy responses to these phenomena and what are the possible solutions?
It is these questions on which the rest of this paper will focus.

Recent outcome of the “work-fare” type employment policy

Besides some minor changes in the pension and in the personal income taxation system'",
some modification of active employment policy measures,'? and the introduction of some
special measures aiming at the reduction of regional disparities,13 it was the tightening of the
unemployment support system that has been the main employment policy tool to raise the
employment ratio of the working age population and the re-employment possibilities of the
unemployed in the hard hit regions."

1. In February of 2000, the government reduced the period of unemployment insurance
benefit payments affecting a large number of persons entitled to Ul benefit. Under the
new regulation the minimum benefit was cut to 50 days and the maximum to nine
months. The minimum is conditional on 200 days of prior employment, and the maximum
requires 45 months employment record during the preceding four years. The purpose
was to induce an increase in the re-employment rates by shortening the duration of the
entitlement for unemployment benefits.

" The Government has tightened regulations to limit the misuse of early retirement and disability pensions. In 2001
the Hungarian Government exempted pensions from the taxable income to make employment more attractive to
retirees.

In 2001 the amendment of the Employment Act introduced a new measure called ,labour market program”(LMP).
In its framework, it gives the possibility to the Employment Service to finance a set of integrated local employment
development projects. The amendment has raised the fiexibility to adjust employment development programs to
local circumstances. For a detailed description see Frey (2001).

For example: the government started to subsidise the construction of the municipality owned housing estates in
2001-2002. This can promote internal mobility towards urbanised regions.

In this sense the Hungarian Government just followed the New Deal policy of the Labour government in the UK
who copied the “workfare” system pioneered in the USA.
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2. In May of 2000, according to the amendment of the Welfare Act, unemployment
assistance (UA) for the long-term unemployed was terminated and it was replaced by
“regular social assistance” (RSA) for the unemployed of economically active age. RSAis
a social benefit of a smaller amount, and with a higher threshold of per capita income.
As opposed to the UA, the entitlement to the RSA is not conditional on exhaustion of
unemployment insurance benefits, but there is a requirement that the claimant was in
contact with the public employment service and local government for one year, seeking
assistance in his job search, and participated in a public works scheme for one month
prior to placing his or her claim. Local governments were put in charge of administering
the RSA and it was their responsibility to organise public works schemes for applicants.
The main justification for the above measures was to enforce the principle of “welfare-to
work”. Proponents of the changes assumed that the tighter rules would encourage the
long term unemployed to return to employment, increase participation in public works
organised by local governments and discourage free riders i.e. those who reject services
or job offers without an acceptable reason.

We do not know of any prior study on the effects of the tightening of the support system.
There are, however, recent ex post analyses which evaluate the longer term effects of the
stricter support system.

As far as the first modification is concerned, empirical results of Galasi and Nagy (2001)
showed that the shortened period of entitlement did not lead to faster re-employment of the
unemployed. Recent monitoring studies on the second change revealed that there-was no
clear cut evidence on the impact of the new rules on re-employment probabilities of those
involved. Galasi and Nagy (2001b) found that the new rules increase the relative re-
employment probabilities for certain groups (particularly among males) and reduce the
negative effects of local labour market conditions (in case of a higher unemployment rate) on
the probability of finding a job. On the other hand there is also evidence that the new
regulations reduced the relative probabilities of re-employment for some other groups
(particularly among females).

Fazekas (2001) investigated local government practices of providing income support and
public works for the working age unemployed under the new regulation. He found that in the
first year following the amendments, fewer people than expected were transferred into the
RSA scheme. The amendments were instrumental in the exclusion of free-riders, but some
people with a justified need for support were also deprived of assistance. Since there was no
increase in the proportions of people who exited to employment after exhausting Ul or UA
benefits, most of those excluded from assistance joined the ranks of the unemployed without
state support or were driven out of the labour market. The introduction of the “Regular Social
Assistance” scheme and the required participation in special public works substantially
increased the inequalities between settlements. A significant proportion of the local
governments in regions with better conditions and in larger settlements had exceeded the
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spending limits of public works in a few months, while most of the small settlements were
unable to organise public works schemes and thus have lost the earmarked funds. In the
large majority of small settlements, local governments cannot afford a separate branch for
the management of public works. Only larger settlements can maintain or finance non-
governmental organisations, educational and welfare institutions that can offer assistance to
the elderly, the sick, and long-term unemployed. Important reasons behind the large-scale
exclusion from the RSA were the tightening of asset and income limits for the entitlement,
the practice of putting a lien on inheritable property against the assistance and the
introduction of a mandatory minimum of 30 days public works as a prerequisite.

According to our view the above described steps of tightening the support system of the
unemployed and enforcing the principle “welfare-to-work" in assistance failed to raise
employment and failed to reduce regional unemployment rate differences because they did
not attack the basic cause of the low level of employment and the high regional dispersion of
unemployment.

Employment policy priorities during accession

A number of recently published documents on the Employment Policy Priorities of the
Hungarian Government and on the recommendations of the European Commission's and
OECD's expert groups prove that both the recent challenges of the Hungarian labour market
and the measures expected from employment policy are well known to the decision makers
of the Hungarian Government. The question remains, however: how to find the best way to
implement these policies?

It goes without saying that during the period of prolonged accession Hungarian employment
policy should be adjusted to the employment policy guidelines of the European Union.
According to numerous statements of the Hungarian government this process of adjustment
"is not only an external constraint but also a well-understood interest of Hungary." (Pulay
2001) It means that the Hungarian employment strategy should be based on the four pillars
of the employment guidelines set out by the Council of Europe. At the same time, the
Hungarian government has to decide on priorites derived from specific Hungarian
conditions. The “Joint Assessment of the Employment Paolicy Priorities of Hungary” signed in
November 2001 by representatives of the Hungarian Government and EU Commission
pointed out the four most important fields of action:

— Non-employment and the impact of the previous withdrawal from the labour market;

- Large regional differences in education: educational attainment and ethnic origin; the
danger of growing segmentation and exclusion;
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— Relative low response of education and VET systems to changing labour market needs;

— New requirements of the changing labour market, particularly with regard to
implementing the ESF.

How can these guidelines be translated into concrete action programs? The document
mentioned above envisages a number of measures such as:

— Specific employment development programs should be implemented for the groups in
the most disadvantageous positions (people with changed working abilities, Roma
people, young people from very poor families etc.).

— Special support programs are needed to increase the flexibility of the labour market.
Measures are required against all form of discrimination, in certain cases positive
discrimination could be also approved to create equal chances on the labour market.

— Programs aimed at the reduction of regional backwardness on the labour market should
be also introduced.

Policy options

All the measures mentioned above are important parts of a successful employment policy.
However, there are three more policy areas which we consider as equally important parts of
a comprehensive employment development package. These policies cover: (1) increasing
wage flexibility, (2) raising spatial mobility and (3) development of human capital in
depressed regions.

(1) Wages

Raising wage flexibility in the CEE countries can become a key factor in regional labour
market adjustment. Koll6 (1999) argues that although the predominance of decentralised
wage bargaining averts some kinds of rigidities, the co-existence of free-market practices in
the competitive sector and centralised wage bargaining in the public sector makes the
adjustment of wages more difficult. Enhancing work-fare policies by large scale public work
programs in depressed regions which isolate the long term unemployed from the labour
market also hinder the adjustment of wages. It is not easy to form a simple policy advice in
this field but the sensibility of the incumbents to non-employment must be increased.
Measures should be taken to maximise the volume of search on the labour market. In the
case of central actions such as wage policy in the pubiic sector or the increase of the
minimum wage a careful a priori weighing of their labour market consequences is strongly
recommended.
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(2} Spatial mobility

The almost full privatisation of the rental housing, persisting low spatial mobility and the
extremely high costs of daily commuting are to maintain the relatively low level of internal
migration flows. There is a hope that increasing possibilities of mortgage financing will
encourage people to move towards low unemployment regions. In the long term it is perhaps
easier to promote the mobility of young people by building student dormitories, opening
secondary schools for non residents, and offering sheltered jobs and training for young
people from depressed areas. Short distance geographical mobility is heavily dependent on
the availability of public transport. In Hungary gasoline prices are high compared to public
transport fares. Public transport policies should therefore play an important role in improving
the accessibility of urban centres for village dwellers. The subsidisation of fuel prices should
be excluded from options because of the enormous dead-weight loss implicit in such a
policy. The subsidisation of public transport companies raises similar concems but,
nevertheless, should be taken into consideration. Given the external economic effects of
public transport there seems to be a strong case for mixed finance. (E.g. projects aimed at
maintaining or starting particular coach services, with the financial contribution of affected
local governments and firms, should be candidates for state support.) Instead of cutting
transport services there is a need for a set of “commuter friendly” policies. In the case of
villages well targeted subsidies of commuting costs could drastically increase employment
probabilities for their residents. This applies above all to the vicinity of urban centres in well-
performing western macro regions of Hungary.

(3) Education

To reduce regional labour market differentials — and by the same token, to reduce long term
unemployment and increase the employment ratio, government policies should aim at
increasing employability of workers by the development of human capital in less developed
regions. The performance of Hungarian students in international tests used to be excellent. It
is often pointed out that the highly skilled labour force with competitive wages was one of the
main factors that attracted foreign investors to Hungary. Unfortunately, recent results of
educational tests raise doubts about the quality and effectiveness of public education in
Hungary. These tests have revealed a deterioration of student performance during the 90’s
together also with growing regional disparities in this field. This process seems to be the
consequence of the deterioration of the quality of education in primary and secondary
schools across regions and settlement types during the last ten years. As a result of the
radical decentralisation of the educational system during transition, local governments have
the responsibility of owning and managing primary and secondary schools and have the right
to decide on the content of education. After 18993, no centrally-defined teaching methodology
was mandated. Also, during this period the real wages of the teachers fell by 36 percent,
which led to the decrease of the number of experienced teachers. A 1998 survey revealed
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that one third of the primary and secondary schools was not able to prepare and to carry out
a satisfactory curriculum.

In certain cases, especially in single firm settlements, i.e. in mono industry enclaves, co-
ordinated actions reforming the local educational system could provide high returns by
diversifying the supply of skills. In other cases e.g. remote villages with high rates of
unemployment, extremely low wages on the local labour markets, high drop out rates and
low quality of teaching in local schools it is more difficult to find solutions. According to
Kertesi (2001) there is a need for integrated educational development programs, which
address the different aspects of such an undesirable equilibrium of the labour market.

Educational expansion in Hungary took place without opening new public schools or by
increasing their capacity in backward regions. Among the 3200 communities of the country
only 200 have any kind of schools for secondary education. The network of dormitories is
extremely underdeveloped, accommodation prices both in dormitories and in sublets are
prohibitively high. This, together with the high costs of books, transportation and school
programs creates severe obstacles to school continuation, especially in the case of children
coming from rural low income families. (Kertesi and Ko6llé 2000) The most effective means of
raising the educational level of the young generation is to extend the age of compulsory
schooling by the introduction of mandatory general education until the age of 18. The
extension of compulsory education requires policy action to promote backward communities
in several fields. |t is necessary to increase the capacity of schools and to open new ones,
particularly in regions where there is an acute shortage of secondary schools. The travel and
accommodation of students from communities without schools should be assisted.

Strengthening the working-age population’s human capital, especially at the lower end of the
labour market, will be one of the key factors of employment development. Reducing total
employment costs, continuing productivity gains by stimulating investments by domestic and
international firms are also important parts of a successful employment development
strategy. National policies should be combined with regional and local policies focusing on
the development of the entrepreneurial capacity of regions and employability of the local
labour force. We do hope that the adaptation of the highly diversified institutional framework
of European local development policies will encourage the sustainable development of
employment in these depressed areas.
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ANNEX
Table A1.
Employment by gender and education level 1990-2001 (thousand)
Male Female Total
Year unskilled  skilled unskilled  skilled unskilled  skilled total
1990 1803,0 845,0 1380,0 1055,0 3183,0 1900,0 5083,0
1992 1321,2 840 028 938,5 2249,2 1776,5 4025,7
1993 1216,3 804 857,4 892,6 2073,7 16986,6 3770,3
1994 1210 786 812,4 884,1 20224 1670,1 3692,5
1995 1192,6 801 759,5 869,7 1952,1 1670,7 3622,8
1996 1185,3 808 727,9 883,09 1913,2 1691,9 3605,1
1997 1193,5 814 7314 871,4 1924,9 1685,4 3610,3
1908 1203,7 815 726 930 1929,7 1745 3674,7
1999 1208,1 875 698,5 1009,9 1906,6 1884,9 3791,5
2000 1212,4 890 690,8 1035,9 1903,2 1925,9 3829,1

Source: Central Statistical Office: Labour Force Survey 1992-2000. Fazekas (2000), pp. 247, 249. Skilled stands
for workers with secondary or higher educational background.

Table A2.
Economic Activity of Population Aged 15-74 by Sex

Year Employed Unemployed Economically Economically Ofwhich: Population Participation| Unemployment

active inactive passive  aged 15-74 rate rate
unemployed ;

1992 4 082,7 4442 4 526,9 3202,0 153,0 7728,9 58,6 9,8
1993 38273 518,9 4.346,2 34171 116,5 7763,3 56,0 11,9
1994 37515 451,2 42027 3576,9 107,8 7779,6 54,0 10,7
1995 3678,8 416,5 40953 37244 106,7 7 819,7 52,4 10,2
1996 3648,1 400,1 4048,2 3759,8 101,8 7 808,0 51,8 9,9
1997 3646,3 348,8 3 995,1 3804,9 94,7 7 800,0 51,2 8,7
1998 3697,7 313,0 4010,7 37451 110,4 7 755,8 51,7 7.8
1999 3 811,65 2847 4 096,2 3620,8 109,1 7717,0 53,1 7,0
2000 38491 262,5 41116 3574,3 106,9 7 685,9 53,5 6,4
2001 385958 232,9 40924 35843 53,3 5,7

Source: Central Statistical Office: Labour Force Survey 1992-2001.
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Map A1.
Unemployment rates in macro-regions (March 2001)
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Map A3.
Unemployment rates in micro-regions (2001)
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Map A4.
Unemployed/working age population ratios at settlement level (1999)
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Reform Policy and New Institutional Developments

Peter Mihalyi $

1. Introduction

The success of Hungary in the post-communist privatization ‘competition’ has not been the
result of a well-designed blueprint. To the contrary, by emphasizing de-etatization and certain
aspects of corporate governance, Hungarian policy makers for many years misunderstood
the raison d’étre of post-communist privatization. In this paper, | will argue that in comparison
to other transition economies Hungary has done things differently, because it had been
forced from the very beginning to divest its most valuable state owned enterprises (SOEs)
against hard currency. At the outset, for many policy makers — let alone politicians — this was
a painful and regrettable step. It was only around 1994-1995, when Hungarian privatization
officials understood that selling virtually each and every “crown jewel” of the Hungarian
economy to foreign strategic investors was a blessing in disguise. Only hindsight showed
that this was the only conceivable way to put the Hungarian economy firmly on an export-led
growth path. Other countries have understood this connection only recently. Today, it needs
little explanation why we place the Hungarian privatization story into the context of worldwide
globalization. Nevertheless, the world looked different in 1989/1990.

2. Suggested "privatization™ models prior to 1989

When the new property right school gained popularity in the West, their ideas brought little
news to Eastern Europe (Pejovich, 1990) In this region policy makers grew up on Marxist
political economy. For them the idea that ownership matters was self-evident. In a way, they
could have tapped each other's shoulders by saying that "our Western colleagues now
discover that we always knew". As collective ownership had always had a variety of sub-
forms (state owned industrial enterprises, industrial trusts, industrial co-operatives, state
farms, agricultural co-operatives etc.) and these sub-forms performed differently in terms of
technological progress, productivity and quality, the doors in Eastern Europe were open to
consider various ownership forms within private ownership.

In the section-iitle above, the word privatization was put between inverted commas. Prior to
1989, privatization per se was never seriously contemplated neither in Hungary nor
elsewhere, While property issues had been always in the forefront of thinking, Soviet and
East European economists honestly took it for granted that nationalization was irreversible.
For this reason, the quest for and the debates about more efficient forms of enterprise
control were formulated not as property rights'questions, but as questions of planning,

§ Visiting Professor, Central European University, Economics Department, Nador utca 9, H-1051 Budapest,
Hungary, phone: +36 (1) 327 3226, fax: +36 (1) 327 3232, e-mail: peter@mihalyi.com.
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market regulation and management incentives. But the reform proposals themselves were
suitable to become privatization alternatives, when the political situation was ripe.1

e The leasing model was associated with Tibor Liska's life-work stretching from the mid-
1950 to 1989. He was the only Hungarian economist who openly questioned state
ownership. He was, however, equally critical of Western types of private ownership as
well.? In 1966, he proposed leasing-type contracts between individual entrepreneurs on
the one hand and the state on the other. He planned to build this relationship on a
periodically recurring auction process, where the incumbent lessee could always be
removed, if somebody else could offer a better deal for the state. Although the profession
knew Liska's views, he remained marginalized for more than two decades. Incompletely
though, Liska's ideas were finally turned into reality in the late 1970s, when a large
number of shops, cafes and restaurants were leased to private entrepreneurs. By 1988,
about 11 per cent of the shops and 44 % of restaurants operated in such schemes.

e The roots of the holding model went back to the preparatory discussions of the 1968
reform.? Already then several experts argued for the need to separate ownership rights
from dispositional rights in order to boost capital mobility among SOEs. The problem was
the following. Even if planners realized that shifts in world market prices or in technology
would require capital redirection, there was simply no mechanism to do it. Planners were
constrained to allocate the equivalent of net GDP growth (i.e. the increment) only, rather
than restructuring GDP through company closures and setting up new SOEs (Hoch
1991). A few years later, the same suggestion surfaced in a seminal article of Tardos
(1972). His idea was to create a small number of profit-maximizing financial institutions,
as a personification of state ownership.

o Self-management, resembling to the Yugoslav mode/ was also considered. But even its
advocates (Bauer 1984) viewed it with a great deal of reservation. Nonetheless, the good
experiences of the Hungarian agricultural co-operatives suggested that if industrial SOE
employees were allowed to elect their managers, the firms would improve their
performance in the same way as it happened in the agricultural sector between 1965-
1975. To some extent, this proposition was realized as part of the 1984-85 enterprise
reform, when most SOEs got an elected board-type leadership, the Enterprise Council.

o The cross-ownership model was the brainchild of Matolcsy (1988). He suggested that
corporatized SOEs should be encouraged to hold stakes in other SOEs. Primarily, banks
were identified as good candidates for cross-ownership, but some role was also
envisaged for local authorities, pension funds, etc. The advantage of this model was

' 1n academic circles, there was a general agreement that after 40 years of socialism, capitalism cannot be restored
("the wheels of history will not turn backwards"). Though private new ventures were supported by these economists,
only a limited role was foreseen for them. X

For an English language summary of Liska's vision, see Macrae {1983), Barsony - Siklaky (1985).

This was the so-called New Economic Mechanism, the introduction of which coincided with the Dubcek reforms in
Czechoslovakia.
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seen in helping to create a market for capital, where ownership rights and management
rights were separated.”*

With hindsight, it is fortunate that thorough theoretical discussions on various ownership
models were already held prior to 1989. Years were spent with such discussions and this
allowed the economic profession to digest all arguments speaking for and against the
different models. When history put privatization on the agenda, the economic profession was
prepared. This was important, since the protagonists of the academic debates soon went into
politics or joined the government machinery.

It was very easy, for example, to identify the similarities between the Liska model and the
voucher method of mass privatization. Both concepts assumed that everybody could
become an entrepreneur, thus it was possible and desirable to turn a large segment of the
population into capitalist owner without any previous track record and any form of upfront
payment. Since the Liska proposal had been widely discussed earlier, the flaws of the
voucher proposal were already known. In every society, entrepreneurship is a rare talent
(Schumpeter 1943). Governments should not transfer assets to anyone by simply believing
that the self-imposed candidate will be a good owner. Another shortcoming of the voucher
proposal was also common with the weakness of the Liska-model. If assets were transferred
to a new owner without any payment, this would encourage rent seeking. Since the new
owner did not pay a penny, he could make an "undeserved” profit with reselling to any third
party.’

The holding model of the 1970s resembled closely to the investment fund mode/ introduced
in Poland. Hungarian economists disliked it and argued that the state-created holdings would
decrease rather than increase the transparency of market relations. Once the possibility of
profit redistribution is allowed, neither the shareholders, nor stakeholders — banks, clients,
potential investors, state supervision etc. — will be able to see through the smoke-screen
generated by the holding's management. Thus, it seemed that the holdings would become a
convenient channel for the political parties to intervene.® Furthermore, the question of
legitimacy was raised. So6s (1990) singled out a paradox: if the holding management was

4 What Matolcsy proposed as a long-term solution, has started to become a reality much faster than anybody
assumed. In 1988, the two-tier banking system was called into being when departments of the Central Bank were
turned into commercial banking corporations. The newly created state owned banks were burdened with bad
industrial loans, thus a debt-equity swap was a tempting quick fix solution. Indeed, bank managers immediately
pushed their clients toward such deals. With the swap the bankers achieved two objectives. First, they cleaned the
balance sheets in a technical sense, second they got a dispersed ownership structure. Prior to the swap, the banks
were controlled by the state as a founder and a 100 % owner. After the swap, the banks were owned by a multitude
of stakeholders which were individually all dependent from the management of the banks themselves. When the
1991 annual reports became known, everybody was surprised to see that in the five largest commercial banks more
than 50 % of the shares were owned by the clients of the banks.

in Czechoslovakia, this concern had been grossly neglected in the design of the voucher privatization. Thus, it was
entirely inevitable that the new owners exploited this opportunity through arbitrage andfor through asset stripping or
“tunneling” as it was later called.

References were made to the Austrian Parteibuchwirtschaft.
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not independent that was bad economics. If the managers were truly independent, that was
unjust. How can they enjoy the action freedom equal to the freedom of an owner, if they are
nominees, just like any government bureaucrat?

Similar arguments were raised against the cross-ownership model. Mihalyi (1989) recalled
the weaknesses of the German ownership model by saying that cross-ownership between
banks and large industrial conglomerates was risky, especially if a precise and strong legal
system was not present {o minimize abuse.

The pre-1990 discussions served an educative purpose as well. It became clear for all
participants that every privatization method had its weak points; therefore it would not be
wise to put all eggs in one basket. Hungarian economists also understood and warned the
political decision-makers in time that the management of existing SOEs would play a crucial
role in the privatization process — whatever method is chosen. The government should
assess the possible privatization methods with a watchful eye on these managers.
Politicians, lawmakers should always ask themselves: if we do this, what would be the likely
reaction of the SOE managers.

3. Limited choices

For western observers, the trivial the aim of privatization was to eliminate the inherent
inefficiencies of social ownership and planning. It was argued that replacing bureaucratic
incentives with profit-oriented ones at the company level would lead to increased
production efficiency (Blommestein et al., 1991). Priority was given to legal reforms, too. It
was also understood that different ownership forms have different impact on allocative
efficiency. It was also clear that competition, regulatory environment, macro-economic
stabilization and trade liberalization also matters (Brabant, 1992).

In general terms, the situation in Hungary was not fundamentally different from that of any
other Central and Eastern European country. However, due to some particular characteristics
of the Hungarian political and economic landscape, such as

= the high level of foreign debt,
« the existence of joint ventures, and
= the early start of co-operation with Western banks and multilateral institutions,

successive governments were forced to steer privatization in a direction that explicitly
favored foreign investors.

Right before and after the first democratic elections of 1990, Hungarian politicians had to find
answers to two pressing questions: (1) what to do with the country's accumulated $20 billion
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gross debt? (2) Was re-privatization (or restitution) a possible avenue towards the rapid
divestment of state assets?

By now it has been already forgotten, that multinationals already present in 1990 had
influenced the answers to both questions. Although their investment until 1990 had not
exceeded $500 million, and they had stakes in less than 100 joint ventures, they were big
names, such as Girozentrale, Siemens, Adidas, Volvo, lkea, Citibank, Societé Génerale,
Creditanstalt (Mihalyi, 1993). The voices of the international financial community — including
the Bretton Woods institutions’ and foreign private banks — were also important. If Hungary
defaulted on its debt, it was argued, the short-term implications on the exchange rate would
question the economic rationale of all foreign investments made so far. Additionally, a
privatization policy with a significant restitution component might question retroactively the
legality of these investments. On the top of this, elementary calculations showed that the two
issues — i.e. debt management and privatization — were closely interrelated. If Hungary
decided to keep servicing its foreign debt fully, that was not possible without FDI inflows in
the order of $1-2 billion per annum. In this logic, any attempt to re-schedule the debt was
disastrous from the point of view of credit-worthiness and the chances of further borrowing.
By servicing the debt despite the huge social burden it required, the Government wanted to
impress private foreign creditors and investors.® In other words, the divestment of
Hungarian SOEs to foreign investors was an implicit debt-equity swap.

Adopting and implementing a privatization strategy that openly favored foreign investors was
not an easy proposition. Like in all other post-communist countries — -or indeed in all
countries of the world — lawmakers and privatization officials had to face suspicion and fear
on the part of the electorate. To make matters even worse, the majority of Western
“transition-experts” were critical to the emerging case-by-case selling strategy. This approach
was called “crazy and disastrous” even three years after its launch, and therefore Hungary
was constantly downgraded in comparison to those countries that espoused Czech or
Russian-type of voucher privatization.

Fortunately, there were unique circumstances that helped the government. After the
introduction of the 1968 economic reforms, Hungary suffered from a chronic underperfor-
mance of exports, as the fallout from decades of import substitution strategies. In looking for

7 Hungary joined GATT in 1973. The accession to the IMF and the World Bank took place in 1882.

Mr. Bertalan Diczhazi (1998), a close advisor of Prime Minister Jozsef Antall, quoted an interesting passage from a
(still) unpublished policy paper of 1990: “From the perspective of attracting foreign direct investments, a policy of in-
kind restitution would have especially had serious consequences, After entering office, the Government completed a
series of international political and economic negotiations in order to assess the likely reaction of foreign
governments, international monetary institutions and leading investor groups to an eventual all-encompassing
reprivatization strategy. It became crystal clear that, from a business point of view, the international community
would react negatively to changes in the Hungarian economy and society that might jeopardize retroactively past
investments and newly developed business relationships. And — as far as the future was concerned - such policies
would freeze for many years the majority of potential foreign direct investments. (op. cit., p. 26, translated from
Hungarian, highlights by Mr. Diczhazi.)
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better export performances, Hungarian policy makers received intellectual support from two
of their compatriots: Béla Balassa and Nicholas Kaldor, living in the United States and the
United Kingdom, respectively. These outstanding economists were frequent visitors to their
native country already in the 1970s.

Both Balassa (1982) and Kaldor (1971) were advocates of export-led growth. Their
teachings and policy recommendations were well received in Hungary by foreign trade
experts such as Andras Inotai, Béla Kadar, Andras Kéves and Andras Nagy. From the works
of these Hungarian authors, a new theory of industrial development emerged already in the
1980s. From the analysis of export statistics of fast-growing countries, these authors
concluded that even moderately sophisticated manufactured goods could not be exported
successfully unless the country in question was fully integrated into the international
networks of multinationals. This change in the perception of understanding the conditions of
a successful export-led growth policy turned Hungary by the early 1990s into the only
transforming economy conducting a fully-fledged open door policy vis-a-vis FDI (Csaba,
1997).

4. Institutional developments

The privatization process in Hungary cannot be understood without stressing strongly its
centralized nature. From March 1990 to date, SOEs have been owned, managed and
divested by a single institution headquartered in Budapest. This is unique. In most countries,
the privatization agency is only a policy arm of a national property fund or the branch
ministries. Furthermore a geographical division of labor characterized the daily work of
privatization agencies. The first advantage of the extreme centralization was power itself.
Privatization went ahead, because the privatization agency had the power to do so. But the
benefit of centralization demonstrated itself in the transparency of the procedures as well.
For all stakeholders - including foreign and domestic investors, the media and the Hungarian
public opinion at large — it was much easier to monitor developments in a single
organization. This scrutiny forced discipline upon privatization managers as well.

This was a learning process, in which decision-makers learned from each other, from foreign
advisors and from the investors themselves. Surprisingly, in the course of practical work,
thorny theoretical questions often presented themselves in a much a simpler form. The
management of the privatization agency arrived at the following conclusions:

» different investment proposals could be compared adequately only on a cash basis, soft
promises on employment or investment were hardly comparable;

+ there was no effective mechanism preventing Hungarién buyers to act as intermediaries
for foreign companies or to forbid them to re-sell their newly acquired assets to
foreigners at a later stage;
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there was no possibility to distinguish between “true” entrepreneurs on the one hand and
“adventurers” on the other;

divestment of existing SOEs and greenfield FDI went hand in hand as a commercially
successful, clean and well-publicized sales transaction helped to attract FDI into other
activities through a general improvement of the investment climate;

mass-privatization techniques and sales assisted by soft credits or discounts could lead
to a give-away of the country’'s most valuable firms to politically well-connected persons
or even persons linked to illegal activities and corruption.

selling Hungarian companies to foreigners was (Figure 1), a good strategy to preserve
their jobs under the permanent public fire of corruption accusations. In defending sales
decisions, when Hungarian investors were ranked second or third behind foreign
investors, the demonstration of higher (hard currency) cash payments helped
enormously.

Figure 1.

Share of foreign currency in total privatization revenues
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After the second elections in 1994, Hungarian privatization officials realized that the interest
of the very large foreign investors, the transnational corporations (TNCs) was limited to 30-
50 manufacturing firms and financial institutions. Only then it became clear that the earlier
analytical approach that distinguished between small- and large-scale privatization had been
inadequate (Mihalyi, 1996a). These were the companies that:

e could generate significant privatization revenues in hard currency;
e were important as export producers;

e were sources of positive externalites on the domestic markets (e.g. banks,
telecommunication);

e required regulation even if privatization had not taken place (e.g. banking, energy and
telecommunication).

The recognition of these links helped the privatization agency to concentrate on these very
large deals — essentially deals with TNCs — while, the divestment of the remaining portfolio
was treated almost as a political “public relation” exercise. The importance of this latter point
can be hardly overemphasized.

It is widely held that rent seeking and asset-stripping intentions are the characteristics of
foreign investors. The Hungarian experience, by contrast, suggested otherwise. Short-
termism was characteristic to investors with little money (be they foreigners or endogenous).
Since in a privatization deal not just money, but scarce top managerial time is involved,
together with the prestige of the investor, TNCs can hardly afford such malpractice.

5. The impact of globalization — a new interpretation

During the period of 1980-1994, the total exports of Hungary stagnated, with blips in 1989
and 1993, It was only in 1995 that exports from Hungary were put firmly on a steeply rising
growth path. The connection between export performance and the presence of TNCs was
easy to establish. In 1992, half of the top 10 Hungarian exporters had still been owned and
managed by Hungarians. By 1988, out of the top 10 exporters only three companies
remained under Hungarian management and there was only one, in which the State retained
majority ownership. In this way, the open door policy towards TNCs and the intellectual
support for export-led growth policies mutually reinforced each other. Hungary was lucky to
find itself in a virtuous circle,
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For many years, transition economics was interpreted written as a cookbook with simple
recipes:

¢ Create and maintain macroeconomic stability,
s Introduce a state-of-the-art corporate governance regime;

« Teach the new private managers how to find the optimal combination of inputs and how
to apply state-of-the-art management techniques.

If you do all this, the former state owned enterprises would become competitors of General
Electric, Motorola or Shell. With hindsight, we have to be realistic. The 5-10 thousand
middle-size and large SOEs of Central and Eastern Europe did not have the slightest chance
to become TNCs and/or to compete with the already existing TNCs. It should have been also
publicly acknowledged and propagated that the viability and international competitiveness of
de-etatized SOEs does not depend on the right combination of inputs, their capacity to
innovate and learning modern sales methods or their willingness to harden the budget
constraint. The truth is that already in 1989, the companies of Central and Eastern
Europe were hopelessly disadvantaged against the existing TNCs in the worldwide
size competition.’ This was and remains the crux of the problem. The suggested and often
implemented round-about ways and means to “fix" this shortcoming by creating privatization
intermediaries, supporting cross-ownership with banks' solved little at best and caused
irreparable harm at worst."”

In retrospect, it is obvious that size matters not only on the export markets of manufactures.
From the very beginning of the transition, the large TNCs could easily penetrate and capture
the traditional domestic markets of the former SOEs as well. In some countries, the
penetration took place first on the traditional industrial markets, while services, including the
financial sector were taken over later. In other countries, — e.g. the former GDR, the three
Baltic countries or Hungary — the insurance and banking sectors were concurred already at
an early stage."

° Politically, of course, such a message would have been difficult to embrace by the respective Central and East
European governments. However, it was quite visible already at that time, that the former managers of SOEs had
intuitively understood all this. Many of them resisted privatization, precisely because they new that their firms, be
they big and powerful on the protected domestic market, were all ridiculously small in comparison with their
international competitors As the president of Hungary's largest company said at one point: “The oil multies of the
world are bigger by three orders of magnitude than the largest East European oil company. At some point, the
multies will *hoover up” us all.” .
y This was explicitly recommended in an important study of the EBRD (Phelps et al., 1993).

Recent economic history knows only one counter-example: Nokia. But the success of the Finnish company, as a
Hungarian proverb says, is only the exception which confirms the rule.

For a recent overview of developments, see the proceedings of a series of UNCTAD conferences under the title
Privatization and Greenfield FDI in Central and Eastern Europe: Does the Mode of Entry Matter? in Kalotay (2001).
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Where the scale effect is important, unit costs are considerably lower for TNCs, which is a
big advantage. Larger size also implies stronger financial power, which in turn can be used
as a collateral to bank loans in supporting capital formation, new projects and research.
Larger companies are more attractive to school leavers. They can offer higher salaries and a
more promising carrier path. Established trademarks, such as Coca Cola or Citibank greatly
increase the chances of success in marketing and public relations.

In this context, it is particularly instructive to remind us what happened in the banking sector.
In the former East Germany, West German banks took over 100 per cent of the market
literary on the very first day of economic transition (i.e. with the introduction of the D-Mark on
July 1, 1990). In the Baltic countries, it took 3-4 years for the Nordic neighbors to settle
themselves. In Eastern Europe, the first post-communist Hungarian government had resisted
for four years to sell banks to foreigners and only the costly and painful lessons of
recapitalization forced the second government to allow the foreign domination of the
Hungarian banking sector. After the Hungarian “capitulation” in 1995, the Czech and the
Polish governments followed the lead, while the former Yugoslav republics, Bulgarian and
Romania remained temporarily behind.

Practice showed also that once the penetration of TNCs begins into a certain market
segment, it is difficult to find a “right” balance between TNCs and domestic firms. In the case
of the banking sector, for example, the point-of-no-return was quickly achieved, when clients
had to make a decision with whom they want to bank in the future. Will they keep their
accounts with a domestic bank and risking another bank failure, or rather they switch to an
“AAA"-rated OECD bank, where the mother company will guarantee their deposits under all
circumstances? In the case of enterprises, this tendency has been further strengthened by
the fact that TNCs operating in the manufacturing sector prefer to bank with the same bank
worldwide. In this logic, the preference of the local management to bank with a locally owned
bank simply does not make sense.

Privatized Central and East European companies are typically not self-contained single level
entities. They are merely subordinated units of a TNC, headquartered somewhere else in the
world. From the perspective of the TNCs, these Central and East European operations are
not fully-fledge companies, or profit maximizing entities. Although these entities do have well
defined, but limited goal functions — production and/or distribution and sometimes even
research and development — but it is not expected from them to develop a complete set of
enterprise activities. Another consequence of the multi-level character of TNCs, that within
these Central and East European companies, the principle-agent contradiction — i.e. the
conflict of investors and managers — does not manifest itself at all. There is no need for
governing bodies (board of directors, supervisory board) either. One or two designated
managers directly represent the interest of the foreign owner.
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Table 1 and 2 illustrate this point by presenting the evidence of Hungarian manufacturing and
financial companies respectively. Out of top 100 Hungarian companies, 63 are directly
owned by a large TNC. Quite clearly, the legal form of operation itself shows the irrelevance
of corporate governance, the companies are not shareholding corporations (abbreviated as
Rt. in Hungarian), but limited liability companies only (abbreviated as Kft. in Hungarian).
From the top 100 largest companies, only 66 is operating as a shareholding company, in the
other 34 firms there are only owners, but not shareholders. This, of course, excludes the
possibility of public trading with the shares. The figures also reveal that even if it is
technically possible, only 17 of the largest 100 firms were — at least at some point of their
history — actually traded on the Budapest Stock Exchange (BSE) or elsewhere.” Table 3
completes the Hungarian picture with the listing of all commercial banks. While these banks
are all joint stock companies — because the law does not permit any other form — there are
only three banks, where the distributed ownership structure may require sophisticated
corporate governance measures.

e This complicated formulation is required, because there is a growing number of delisting from the BSE. In
addition, there is a growing number of “dormant” shares without any trading at all.
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Largest 100 Hungarian companies

Table 2.

Ranked by 2000 net revenue

Ranking Total

1-20 21-40 41-60 | 61-80| 81-100 1-100
Method of establishment
- SOE 4 14 16 13 16 63
- SOEs partitioned or merged 5 0 0 2 1 8
- Greenfield investment 11 6 4 5 3 29
Present ownership form
- Joint stock company 14 11 17 12 12 66
- Limited liability company 9 3 7 8 33
- Other 0 0 1 0 1
Type of ownership
- TNC - strategic investor 15 15 12 12 9 63
- Financial investors 1 0 2 0 2 5
- State or municipal ownership 3 3 2 1 1 10
- Other 1 2 4 7 8 22
Listed on the BSE or elsewhere 3 1 9 2 2 17
Nationality of top local executive
- Hungarian 10 11 13 12 16 62
- Other 10 9 7 8 -4 38

Sources and notes: See Table 1.




192 — Mihalyi / Reform policy and new institutional developments —IH S

Table 3.
Commercial banks in Hungary
Ranked by unconsolidated total assets in 2000

Listed on

Unconsolidated/Unconsolidated,  Year the Budapest Nationality
Rank Name total assets in | total assets in |established Largest shareholder(s) Sto ckp of top local
HUF bn Euro mn in Hungary Exchange executive
(2) (3) (4) (8) (6) (7) (8)
institutional investors (80%), .
[1] |OTP Bank 1.831 8.046 1949 small investors (20%) Yes Hungarian
[2] |K&H Bank 1.089 4.537 1986  |Belgian and Dutch Banks (99%) No Canadian
(3] VKB 790 3.291 1950 239%{2?5”‘9 Landesbank group| o |Hungarian
{4] |CIB Bank 680 2.833 1979  |IntesaBci S.p.A. (100%) No Hungarian
HypoVereins- ,
{5} bank Hungaria 501 2.086 1993  IHypoVereinsbank group No German
(6] |Raiffeisen Bank| 351 1.461 1986 g%‘fg?,}ff” Banking Group No  |Hungarian
[7] |Postabank 331 1.380 1988 [State owned No Hungarian
[8] |AEB 329 1.372 1922 |Gazprom group (100%) No Russian
[9] |Budapest Bank 321 1.335 1988  |GE Capital (100%) No us
[10] [Citibank 314 1.309 1986  (Citibank group (100%) No Czech
{11] |Erste Bank 200 833 1986  |Erste Bank (99,3%) No Hungarian
e ltalian banking groups (84%),
[12] g;e;(Europa 152 633 1981 [institutional investors, small Yes ltalian
investors (15%)
[13] [Commerzbank 145 604 1993  |Commerzbank AG (100%) No German
[14] [ING Bank 143 597 1991  |ING Bank N.V. {100%) No Dutch
DG Bank (72%), Hungarian
[15] [Takarékbank 115 477 1989  [savings cooperatives (23%), No - IHungarian
Allianz Hungaria Insurance (5%}
[16] |BNP Paribas 91 378 1990  [BNP Paribas (100%) No Hungarian
Westdeutsche Westdeutsche Landesbank
[17] Landesbank 77 321 1993 (100%) No German
{18] {Volksbank 70 293 1991  [Volksbank group (100%) No German
[19] {Deutsche Bank 67 280 1995 [Deutsche Bank (100%) No Hungarian
[20] |Konzumbank 64 267 1986  [State owned No Hungarian
{21] |Credit Lyonnais 42 175 1892  [Credit Lyonnais (100%) No French
. South
{22] |Daswoo Bank 42 175 1988  |Daewo Securities (100%) No Korean
{23] |Rabobank 26 107 1995  [Rabobank group (100%) No Dutch
Société aes Al o
[24] Générale 14 59 1998  |Société Génerale (100%) No French
Hanwha group (99%), Hungarian South
[25] [Hanwha Bank 9 36 1990 Education Ministry (1%) No Korean
[26] |ICB Bank 19 1993  |Malaysian individuals (100%) No Hungarian
{27] |Credigen Bank 8 1999  [Sofinco (100%) No French
Source: See Table 1.

Notes:  Some of the data in columns (2, 6-8) reflect changes occurred in 2001 and 2002.
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Another aspect of the multi-layer operation of modern firms is reflected in foreign trade. In
contrast to the neoclassical paradigm, a firm's capability to produce “high quality-low price”
goods is not a guarantee to find markets. The Central and East European companies have
virtually no chance to market their products on world markets if they remain specialized in
end-products. World trade of manufactures consists largely of intra-industry trade. For the
relatively small firms of Central and Eastern Europe the only alternative is to integrate
themselves into the production and supply chains of TNCs.

One can argue, of course, that introduction and propagation of good corporate governance is
important for the transition economies, even if this can apply only to the domestic-owned
middle-size companies. This argument can be developed further in three ways.

First, it can be said that good corporate governance is also good for the health and stability
of domestic companies. After a closer inspection of the accumulated evidence, however, the
reverse argument appears to be equally logical. It seems that the strength and the viability of
private’ middle-size domestic firms are based on non-formalized, quick decision-making,
where the business instincts of a single decision-maker prevails over collective deliberations.
It is a fact, that these domestic companies are extremely secretive towards all stakeholders,
with the important exception of banks. There is little official communication beyond the legal
minimum’®, company managers refuse to talk to the press about substantive matters and
even employees are not informed about company matters. On the other hand, these
companies maintain close and open relationship with their banks, because they have to. This
is where financing comes from. But all other stakeholders are unimportant. -

Although, the lack of formal decision-making structures and the vehement rejection of
transparency requirements may sound primitive for sophisticated model-builders there is no
alternative for domestic, middle size firms, if they want to survive. Let us face it, flexibility,
quick decision-making, secret operation and close links to creditors are the only
specific factors rendering Ricardian comparative advantage to these middle-size firms
vis-a-vis the very large TNCs.

Let us consider another argument. Even the domestic firms would be better off, if they rely
on equity financing rather than loan financing. Unfortunately, this is not true either. The

" The word “private” is emphasized here to clearly differentiate the situation of de nouvo created private firms or
privatized former SOEs from those which are still de facto state owned in one way or another. In Central and
Eastern Europe there are many tricks how state ownership can be hidden behind the veil of municipal ownership,
cross-ownership, ownership chains, differentiation among shareholders’ class, etc. Unfortunately, the poor
performance of these quasi-privatized firms is often falsely interpreted in the literature. Instead of discovering the
“devil" of state ownership behind the veil, foreign observers explain everything in the context of infernal and external
control.

In Hungary, the company law requires that a copy of the annual tax report has to be deposited with the Court of
Registry within 30 days after the closing of the tax reports. Many companies deliberately break this law year after
year and the prefer to pay a fine instead.
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volume of capital requirements are too small, thus the unit costs implicated by an IPO and
the subsequent presence on the stock market have proved to be prohibitive in many Central
and East European countries. '

A third way of arguing in favor of transparent corporate governance is to look at the
motivation of domestic financial investors. Indeed, this proposition had been discussed at the
beginning of the transition (Kornai, 1990, UN ECE 1994. p. 16.), and the conclusion was that
foreign investors would not enter the Central and East European markets until they see that
the domestic investors are fairly treated and well protected. Actual developments showed
that the sequencing was reverse. In the Czech Republic, Hungary and in other places,
domestic investors were unwilling to move until the foreign funds appeared. In retrospect, the
explanation is quite simple. Only the very large foreign funds were able to generate sufficient
liquidity for the stocks and thus a relative stability to the market as a whole. Without the
participation of foreign funds, the domestic stock exchanges bound to be extremely volatile.

The economic success of the Baltic countries illustrates another interesting point. Due to the
particularities of their post-1990 transition paths, the very smaliness of these three countries
almost equally impacted their equity and government securities markets, as well as their
foreign exchange market (Sutela, 2000). There is simply almost nothing to invest in. These
countries inherited zero debt from the USSR, central government balances have been quite
good and pattern of foreign investment was in favor of long-term strategic investors (as
opposed to financial investors). The example of the Baltics reminds us to the fact that asset
markets are integrated in a horizontal way, too — once again a consideration missing from the
neoclassical paradigm. In other words, the lack of sizeable bond and foreign exchange
markets reduces the motivation of foreign investors to participate actively at the equity
markets, even if these latter markets are perfectly liberalized and transparent (as it happens
to be the case in the Baltics).

6. The Western perspective

Looking at Central and Eastern Europe with a neoclassical eye, the behavior of transnational
foreign investors could be easily misinterpreted, which then lead to wrong forecasts. A the
beginning of transition it was assumed that the willingness of privatization would
automatically trigger a “pull” effect — the supply of investment possibilities would create its
own demand. As said before, the neoclassical vision of firms’ behavior did not pay attention
to the economy of scale, and variation of scale effects from sector to sector. In reality, FDI
flows have always been concentrated in those few sectors, where the scale effect is the
largest (telecommunication, energy, information technology, pharmaceuticals, banking, etc.)
In other sectors, everything — including the relatively low price of productive assets, the well-
functioning R+D basis which was created during the last two decades of socialism, or the
traditional East European trade marks — was totally disregarded.
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Another mistake — almost inevitably following from the previous one — is the underestimation
of geographical considerations. Geography matters. As the eye moves eastwards on the
map of Europe, the appetite of TNCs is continuously weakening. There are several factors
working here: increased transportation costs, language and cultural differences. Landlocked
countries have an additional disadvantage. In sum: bad location is a big handicap that even
perfectly implemented corporate government reforms could not fully counterbalance.

The scale effect and the location effect often reinforce each other. The Central and East
European experience shows that it matters a lot, which country is chosen first as an
investment opportunity. Once a major investment takes place, say in the Czech Republic, it
makes little sense for the same TNC or even for a competitor of this TNC to start business in
the neighboring Slovakia.

Geography matters in another sense as well. The danger seriously threatening the interest of
cross-border investors is not the minority shareholder position. For cross-border investors,
three other risks are far more important:

s  Country risk,
» Exchange rate risk and

¢ Regulatory risk.

To make the matter even more complicated, the firs two types of risks have to be considered
in a regional, if not worldwide perspective. Financial investors are driven by herd behavior,
which is a cause and a consequence of the contagion of crisis from one market to another.®
Regulatory risks are important, because TNC concentrate their activities in network
industries (which is in turn results increasing returns). The network industries, however, are
usually regulated by national governments and/or supranational organizations.” If these
regulations are not neutral or — for any other reason — severely constrain the freedom of the
investor, this can do much more harm than the lack of sophistication in corporate
governance,

7. The Austrian perspective

The developments in Austrian outward investments into former Hungarian SOEs corroborate
our findings above, Geography matters. As a neighboring country, Austrian entrepreneurs
are represented by the highest number of privatization deals (Table 4). In the period 1988-

16 To make the matter even more complicated, recent evidences suggest that the herding behavior itself is not
constant. It is a variable of the equation. In 1998, the Russian'bond market crisis had far reaching contagion effects,
three years later a disaster of major magnitude in Argentina sent much smaller shock waves around the world.

The importance of national price and tariff controls are only the trivial examples in the energy and
telecommunication sectors, but the role of the WTO, the ITU and the BIS are also important in determining profit-
generating possibilities in the pharmaceutical, the broadcasting and the banking sectors, respectively.
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2002, there were 150 registered transactions, which are listed one by one in Table 5. A
closer inspection of these transactions reveal that the bulk of them were concluded in the
early period of 1988-1993 — another evidence of the importance of geographical proximity. it
is also interesting to see that many privatization deals were implemented stage-wise. Thus
the Austrian investor was willing and had the possibility to increase its ownership share in the
course of several years.

Table 4.
FOREIGN INVESTMENTS

Total sales, 1988-2002

Transactions Transactions Share (%)
number HUF billion

Germany 125 292,56 24,68%
U.S.A. 51 166,57 14,05%
France 54 103,25 8,71%
Austria 150 60,91 5,14%
Belgium 15 53,45 4,51%
The Netherlands 23 43,84 3,70%
ltaly 28 34,88 2,94%
UK, 39 20,04 1,69%
Switzerland 20 18,39 1,55%
CIS 17 10,23 0,86%
Sweden 15 5,74 0,48%
Finland 3 6,3 0,53%
Greece 4 1,92 0,16%
Luxemburg 7 1,6 0,13%
Others 32 8,82 0,74%
International placement of
shares (stock exchange)* 38 356,88 30,11%
TOTAL 621 | 118538 | 100,00% |

Notes: The table shows the number of transactions with foreign ownership, the contractual value of the
investments and their distribution by countries since 1990. Investments include sales, contributions, in
kind, capital increases, sale of shares, business portions, etc.

The table does not include "Greenfield" investments.

* A significant part of it was acquired by Austrian investors.




1 H S — Mihalyi ! Reform policy and new institutional developments — 197

0'06 uoezieiodiod | 0007092 0£9°95/ ZL6'116 Buunpoenuen | s661 Hawe teureny 1 vedie|fa] yoweunp-yezsy | 07
. . . pp - ‘T beAuegjobewios)
0’9 8BS | 000008 0007008 Y€L6V0°0L Bupnjoejnuey | v661 oy Jebingsopy s3 11ded YovdyNng | &
aseasoul feydes | 0007008 000008 66998 pocd | 0661 YNVHOV 7 Joxjnosodey | g
0'sz sleg | 8/z¢88 006°LL8 SY60LL Y poo4 | Z661 VYNVHOV R peduoyn) 1zeuoled | L1
. . e i (1 1wjopaysalay ydey - abswas))
s)eS | 000°006 000006 18071yt apey 1e18y | 1661 [ulely sninp ™ INGEW SAMNr-393nass | o
asealou) [eydes | 000°006 0007006 18y ove| Bupnioginuei | 1661 P OOLID 1 JeABAucEByeNdisD elugpIED | G
' 8[eS | 0007004} 0000047} 9ZTC6S'G Buumoejnuep | v661 SyiemEIowW pun _Bgumw >w T OADIN [9a8Y JeABRI | ¥1
aseanoul leyded | 002 /811 00228471 pood | 0661 | ©V sbunbijieleg saxonzisO Ry Heduodn) 1Zeygled | ¢4
seg| 000Gkl 000°6HL"L 192°902°€ sabesonag | 1661 | HQWO |PIWISURqa] BIgnUEQ ™ Z83IZSNA | 2L
0'vz sles | 00000z'L 000002t | veLev00L Buunjoeynueyy | v661 v sebinquien T beAuegjobewosy ||,
: s sided xo,m%z:nw
. . . . (1M 1Luepaysalay Yoje|N — abaLLas)
uogezjelodiod | 009 vreL 000966 180°2¥9°Y apey ey | 1661 Julep sninp ™ INIZW SNAF-3oanasy | 0
Ao jerorddy | 008°102°L 008°L0.°} ABisuz | 2661 HQWO SYO Wvd A ojejebjozszes ipjoje-teq | 6
Ao [erorddy | 008°z2L'L 008722l ) ABiauz | Z661 HAWo svo Wvd ‘A oeyeblozszes ymueunp-ieQ | 8
Ao feaoiddy | 00v'v06°L 00t +06°L ABieu3 | ze6L HIWD SV NVd A oreyeblozszen ymuezs | £
Ao jerosddy | 000252 000¥25°C sobetonsg | 0661 VYNVHOV ‘A vedizsazg 1zeyhbapeqezs | g
uogezijeiodiod | 0640942 009°€iL2 9z72'€66°G Buunoejnuen | €661 oyOMIEIOW pUn _mn_mx_mmw__ >w T e [eae eAbeny | ¢
0'09 uoyezierodiod | 680°691°¢ 0E¥1667 | ¥EL6YO0L Buunyoegnuen | 5661 v 1ebingsopy 4 beAuegjobewosy |
T i s Jided MOVAVNNG
0'se 8BS | ZIGELYY ZLGELYE 680°LYL 0L) Buunoenuely | ¥661 yeisueNpaID | B JgAD nozseAbop uospen Jeyoly | ¢
Oy uassexiedg
l'c8 uoyezie10diod | 009°LE6'Y SECPI8T ££0°080°% Bupjueg | /661 UBYOSIYDIBLIRISEO T jueqoze | 2
Jop yueg 93813
Ao ferorddy | 000vEE'S 000°+€€S Bunmoegjnuep | 0661 Hawo leblaquen ‘A ueduided | L
diyssoumo (0001 4NH (G (0061 4nH)
paJinboe juswIsSaAUL Jo adAl | |enjoe) anjeA | J4AH ‘feuiwou) 101088 aeq JO}S8AUL UBHSNY Aueduwioo jabie; ueebuny ‘ON
o areys o uonoesuel] | anjen opoesuey | TENIE? IE10L

(az1s uopoESUEY] JENOR AQ padjuBy)

Z00Z — 8861 ‘AiebBuny ul sjuswlsaAu] ueLisny

‘G ojqel




198 — Mihalyi / Reform policy and new institutional developments — | H S

Ajuo [eacuddy | 000°05€ 000°05¢€ Buiuily | 0661 HIWO VAONYYYIL | A eAuegAuensy se-013 sobezsio | 6y
) ] ) T IWepaYsaIsy] 59 1Sa1epRlequUOABen
asessou feyded | 000°05€ 000°06¢ SeOINISS [BIOUBULY| 166 Oy uueuyOH-PuEd ysezovelen ewbizs | V7
o . ) e soBEING OV [euoijeusaiu] Y]
eS| 000'6.¢ 000648 292 L10°S Janag | 1661 seuamalg UEMSNY | YvdYADNOS VIMYONNH Nvug <Y
‘Ao feaoiddy | 060°6/€ 050°6.€ apeJ} 1B19Y | 0661 OV Ynyog pun Jape] A lspaysaIay] Aupnenzs | Zy
uonezijesodiod | /29°68¢ 000°€€9 0000221 uonaNysuoy | L661 OV YOIRLBISQ OVEVYHLS B ondg euebuny ovavyls | Ly
. . } Hquiey yeyosjjasebsjepueH )
uonezielodiod | 069°16€ 069°L6€ 092°698 Buuniejnuey | 6861 puN -SBUNBIBISE SYAWIED B yoanwzssn yuobery | oy
Ao feaoiddy | 000°00% 000°00% Buluy | ze61 HAWO VAONVYYIL | AMeAueqhueasy so-013 sobezsio | 6¢
sjeg | 00090V 000+0% 192°9%6 J Ajsnpui uoionsuod | 0661 OY ONIGTIOH-NVE W Nvady | g¢
9'gz uogezyerodiod | 00V'90¥ 022001 180°062 Buikirenp | 661 oV 11vSvd "I YeAueqoy oxdezo) jesed | /¢
0's6 uonezyesodiod | 000Gy 026742k 90¢'zee Buikenp | z661 |  HAWD INHIMSIIN SYIV ¥t eAuRgsOIneY nueysaAbel | o¢
aseaoul jeyded | 000°2Zh 000°2zZv £C1'626 UORONHSUOD peoY | 166} OV ONITIOH-NYE 1 oudal{ NVGYIAN | 68
v'6 ajes | zel9zy 009°69¢ SP80LLY pood | /661 VNVHOV B teduoyng 1zeyoled | ¢
uonezijeiodiod | 0€S 16Y 0£G°L6Y 0Z1L°216°L uoONNSU0S PeOY | £661 OV ONIATOH-NVY Y ondeK ok | ge
. . ) e .. {3 epzopos
g'ce uogezyelodiod | 000°0LS 000015 8y 0c9'L sabelonag | €661 HAWO BURIBA | 5 1) 1oy soaq JekBiog eiuouuey | €€
626 uonezieiodiod | £91°025 000055 LerovzL Buunoenuepy | 1661 PY1O0LD 14 JeABAugbByeydiso eluspies | Lg
0’21 oles | 99171e8 000°05% 192°902°¢ sabelonag | Z661 | HIWO |ePiwsuageT eignueq ™ Z83Zsng | 0
HaWo
Auo feaosddy | 000°GES 000°5£5 wsuno} pue Bunele) 1 0661 | SEINMIIANILIVISISYD ‘A 91eibopuan iepng-yezs3 | 62
aNN 1310H 93gvo
6'12 oleS | 001295 001°295 Buunoejnuely | 2661 VNVHOV ‘I Joynosoded] | gz
} ] ] . Hawo ]
L' B[S | 897°9.6 00t 8%/ 922°$65°S Buunejnuely | y661 SHIOMIBISLN PUR [OQBNIBUSIN T oA [eae JeAben | 22
uonezeiodiod |  000°L£9 000°2£9 0007021 Ansnpul uolonJIsUoD | 1661 OV Yolousis) ovavels Yy ond3 euebuny ovawvyls | 92
Ao [eaoiddy | 600°2£9 600°4£9 Ansnpui uoonisuod | 0661 Oy USIeus}SQ OvVavels ‘A 0ud3 unzoy ueasodey | Gz
. ) HAWwo }
Ao jeaoaddy | 000°6/9 000649 Buunjoenuepy | €661 SISMIEION PUN [OQEIBUSIM T OAN 18qed teABel | v2
. . ] . HAWwo )
£'g 8[eS | 076'989 00°825 92T'€65°S Buunyoenue | ve61 SHOMIZION PUR [OGENIBUBIM, T YoM [eged) JekBepy | €2
0'0¢ uonezgesodiod | 000°002 00000/ 61E°9Z¥ 9L Buumoejnuey | ¥661 | OV Bunjueg Juswiseau v ‘I 1sejdogein) | zz
. ] j . ('Bj0zS "AuIQY d3DATOH-SNHAd)
Z'iL uoneziesodiod | 0ZF' 90/ 000°76F 16L°ZYS UORONASUOD PEOY | €661 OV HUYIBPIEMUWN HAOd | 11 ondakion SOUBIENY 0104 1z
diysisumo (0001 4NH (0001 (0001 4AH)
palinboe jusuisanul Jo adAy | jenjoe) enjea H4NH ‘feuiwou) endes 210 101098 aeq J01S@AUE UBLSNY Auedwoo 1e6ie; ueprebunpy ‘ON
HO @ieUS 9 uoloesues anjeA uonoesuel | ey iB0L




| H S — Mihalyi | Reform policy and new institutional developments — 199

Ajuo jeacidd : " Buunoejnue HAWD LJVHOSTIAS3O apoluoWaINAUUQ
Juo | V! 005Zvi 0052t unjoejnuery | 1661 SSNONANYG poQuIINAUUY TVLITVNO | 69
] ) . sbunbyieleg | .. ]
uonezyelodiod | 089Gy 089°Gh 1 000°€ee A pood | 1661 pun sispueH YNNG T 1oy s9°dioS HIANTINVNNQ | 89
asealoy; [eude . K Buunjoenue HAWO "a0¥d ‘A 1S9]219ZS|90IN
1fexded | 0009V 000951 HRIOBINUBIN | 266L | 5 oeinHoTL LIMIJNES A 1S9 ETOVE e
) ] s ov ]
3eS | 000°0S4 000051 yG8° 16171 Jredas pue apel) | 1661 JUEQISPUET SUOSIYIIBLIBISO 1o twjepaysarey VHOLNY | 99
‘Ajuo jeaoaddy | 0057161 0051514 Buunjoejnuely | 1661 OV SFAIANOD ‘A vediejbal tepng | 69
¥'oz oS | £v5Esl 0LL8LL £82°6.L Buunjoejnuely | €661 Hawo uolyse s,usiy ‘T JeABeuny 1bezssebseez | ¥
£'901 uonezieodiod | 005'8G} 005851 £ZL18¢ UOJONIISUOD PROY | Z661 OV ONIQIOH-NVE "B oudain IoYSIN | €9
. ] ) g
sleg | 005°¢9l 005°€91 062619 uoionIsuoy | 1661 Hawg seblequien oudain so -AlaN ‘sebepy weoaigaq z9
g1z sles | 00S°6L1 00564 ££1°6/0°1 apeif | 0661 Uvds T IwiepaNse1oy YHINID | L9
6'v6 uonezpeiodiod | 0EL'G8L 0S.°v61 £6C851 Builiienp | Ze6l OV 17vYSvd " eAueqgsoiaey izeyoejumisiy | 09
uoijezielodiod | Gog V6L 099°0¥2 €82°6.L Bunnioeinuey | 9661 HAWo uolyse s,usiy T JehBeuny 1bezsiebaeley | 66
: s[eS | 000°602 000602 192902 sefelansg | 1661 | HQWO [eRIWSUSqe] BIGNURQ T4 Zs378N4d | 85
. iy]
8've ges | 0067012 006012 197’616 $0IAIBS [EloUBULl /661 OV UuRWOH-PlURd | 1WBpaysaley s9 1salapjelaquoAben | L5
‘Isezoyelien ewbizg
slesjessy | 000°0vZ 000082 8¥9°025 UOHONIISUOD PROY | 0661 Hawe) 1ebisquey ‘24 oudoin ub3 | o5
. . . . ADlejesEN
uonezipeiodio Bununjoeihue OV iLQEjUSIEMUSSIT w1 oue
nezy D 9svEve 02ev0€e 000'vE9 unjoesnuely | 1661 WINVA4 OLOY so -1e7 uoidog 1 13713 | 99
uoezielodiod | OV6'ESe 081682 €€L'610°) opell | 1661 HVdS T wjepaysalad] TYHINEO | b5
. ] ] . oy uaddeniyey ) -
0'6. uoneziesodion | 000'6SZ 000652 L1I8°€L Bunnyoeinuen | ¢661 pun sBNZINY 18|pUIYES UM YIT ZUBS-IOPUILDS | €6
aseasou feyded | 005°€92 005°€92 ePLELs UoHONASU0Y | 0661 OV ONITTIOH-NVE ¥ ondz isoed | 26
y'ze s)esS | 000°00€ 000°00¢ SLT692T poo | z661 OV UUBWOH-DIUB 1 pedisny zsniqo | 1S
8|eS | 000°00¢ 000°00¢ 282198 sobesonag | 1661 juegiepue] ‘1 JeAbiog 1posiog | 05
Ajuo eaosdd . . Bupnoejnue HAWS MINHOSL LTSN ‘A uedibeAuenpy 1sejduouued-
juo | | 000'90¢ 000°90¢ HMOBJAUBIN | 0661 | 1 s S S oo g aNGIM A uedibeluenyy jsejduouued-H | 6y
: sie . . e sebeiona (332 CLLR e Y]
L't eS| 695'80¢ 000281 792 Li0°S d | 2661 souemalg UELISNY | MVHYADNOS VRIVONAH Vg 8y
1'is uoyezielodion | 0Z8°6€S 028°6£€ apel [ieley | 1661 OV uleuyoH-plued T lwijepaysamyezsiwialg | Ly
. . . Besepzeo)
Ajuo jenoiddy | 0GZ'LvE 0seLre Aussiod | 1661 HAWD MANAVH | 6510pj05e s3-0pi3 rezsnosjeg | ¥
diysioumo (0001 4NH {ooot (0001 4nH)
poJsnboe juBWsSaAul Jo adA] | [enioe) anjea 4NH ‘Teulwou) BudEo 210 i0peg aleqg J0ISOALL UBLISNY Aueduioo jabisey ueuebuny ‘ON
O 3IBYS 9%, uonoEBSURI] | SNJEA UOKOEBSUEB) | tex 1301




200 — Mihélyi / Reform policy and new institutional developments — 1 H 8

Ajuo ferosddy | 00019 000°L9 Buikirenp)| £661 OV ONITI0HNVE ‘A eAuggsoiney | 6
vl 8les | 00Z¥9 00609 1807062 Buikirend | ¢661 OV Ivsvd i NeAugqoy oxdezoy yeseq | €6
aseasout euded | 000°S9 00059 9691 Bukireno | 1661 Hawo sebraquey 1 eAueqod} bleAwiox-isad | Z6
Ao eroxddy | 000704 000704 Ayysnput uogonnsuo) | z661 Haws webun xAwlpeay ‘A ondesexer isedepng | 16
‘Auo [eacsddy | 004712 00L°LL Buuere) | 6861 OV Buipjoy AemBujway ‘A o1eiBapuaA §sad-1e1ey | 06
: uoezigeiodiod | 025712 02514 050°€€e Buueles | ze61 oV Buipjoy Aembuiwapy ‘T ogiBepusn ININRIO | 68
. . A ISP SDIDY Z0MZSagPWIa]
Ao [eroiddy | 009b2 009°v2 Buunjoesnuely | 1661 VNI 533 uediwg 4 snqojBojiEloN 88
0'68 uonezpe1odiod | 000G 061°€9 898'¢6 Buikiend | 2661 Hawo webun xAwtpeay | “uy eAuggsoie) 1zeyAbopa vyIQ | 48
uonezierodiod | 16/°/8 008°88 £2.°18¢ UOONIISUOD PROY | 2661 OV ONITIOHNVE "W ondain ooMsIN | 98
. ] ] ] Haws )
z'6 Ajuo feaciddy | 00t'88 082°v62 Buunoenuely | 9661 SIULOSISSMISSSEM Ul T IejuyoIsYUSWZIA INOW | 68
) . . . Hawo )
0'06 uonezipe1odiod | 6068 0£0°06 10L°0LL SSOINSS [BIOUBULS | L66L | finsuion juswsebeuey v i T opesoeuB] HOZNIZS | ¥8
. i i yeyosjjasabsbunbijisjeg .
uonezijeiodion | 199716 08808 GL0°0LL Bukiend | 661 ) JoBlegeiasse T iy 11 somed PIPAN | €8
£'6 sles| 0086 00062 L9V'G16 apeit | 1661 OV UUBUYOH-]uE R LLISPRISAISA S | 79
PUBd | sojapiejequonBen Isezoxelien ewbizg
: ‘Ajuo jeaoiddy | 009°96 00996 1661 10Yg ¥IINY ‘A pedisapd 2 -0INS OOVIVZ | 18
‘Aluo jeaoiddy | 000°001 000001 SOOMUSS [BIOUBLL | 0661 TIVLIWOYH | A clezexuohben uedidebiezsiwiela | 08
0'02 8eS | 006'80L 006°804 062°G19 uonpnysue) | 1661 HAawo JebiequeH |1y ondein se Ao ‘sebepy weosigeq | 61
. . ) . [eIeNoNIpSieElS
6'v8 uogeziieiodiod | 026601 026°604 Xerara:]! 1 Bunuid | €661 SLOSIYIBLIBISO 1 BPWOAN Kuayoezs | g2
"Auo jenordd : : 6 HAWO ONNANIM . n
Juo | V| 00860 008601 ULINJOBJNUEIN | 1661 NYZIONING N3 A BFRWwoINyY {IVHIA | 22
HaWo
Auo feaoiddy | 000011 0007044 Ansnpur uononisuo) | 1664 | sbunBiisieg pun nequabejuy | A uedioyds sougellly ¢ NYAYNNA | 92
jeuonewisSiu] sewelyg
uonezieiodiod | 000°€L) 000°ELL buikirenp | 1661 oV 1 TvSvd W ehueqoy oxdezod yeseq | 6L
0'004 uonezijeiodiod | 82611 00068 $v8'98 Buunjoegnuepy | 9661 HGWo DIJLAZ | "W oneAbzsaseyy eAueqelel-OHg | v
Auo |eaoiddy | 0007021 000024 Buikienp | £661 HAWO VANO | A eAugqhueasy so-013 sobiezsiO | €L
. ] HaWo yeyosjiesan | )
Ao [erorddy | 000221 000221t Ansnput uogonisucy | 6664 souten) oysemsbary | A uedie|fe | 10Abaw ejez-Abowos | 2/
015 uonezpeiodiod | 00y ZZL 005221 196°169 spely | Z661 OV Buipjoy Aembuiwial] | 1 1USPaySRISY IZOWSZWSN XSUY | |/
Auo fenosddy | 000°2p1L 000°2HL Buunioegnuely | +661 oV sebingsopy ‘A neduided | 02
diysioumo {0001 4NH (0001 (0001 4NH)
palinboe Juswisanul Jo adAt | [enioe) anjea 4AH ‘feuiou) eudes 1210 101088 aleq JOISBAUY UBUISNY Auedwoo jebie) ueuebungy ‘ON
10 21BYyS 9, UonOBSUBS] | SNEA UOROBSURL] = 1EjoL




1 H S — Mihélyi/ Reform policy and new institutional developments — 201

0's oleg | 0£522 0522 90¢'22e Buihieny | 661 |  HOWD IUHIAMSIN SVIV ¥ eAuegsoney tweysaAboy | 0Z1
Auo eroiddy | 000°62Z 00062 Buumoenuey | 16611 VIMLISNY WMINHOZLIIOC A vediwg eAbauwl 1sad | 611
Auo eroiddy | 000'Z 00052 speiL | 1661 HAWD XIJINNO niEBon S5 st suney | €4
fjuo feaoiddy | 000°S2 00062 Buunjoenuely | G661 JINTHD SN T pedikBap ejuadopia | 211
: . . . sbunBijioleg . R
' sles | 00062 00062 000°€2e pood | 1661 pun sjepuen yNng | T8 1o €2 dioing WIAANIIVNNG | 911
5z sles | 00092 00092 292220° sabeionag | 2661 sonombrt wewony | T IVHYADHOS VIMYONNH Nvaig | 61
UM oueA
uopeziesodiod | 000'08 00008 121208 Buunioesnuely | 2661 HAWO [BISWORNN | 1o oasaiorzn TnGONN | T
L ‘A 0Z201BAN
Auo jenoiddy | - ooy 've 007 7€ podsuelL | 1661 LHOdSNVHL amon | nezsefuea s3 gty uzion | £
1l ses | ZL¥se 000°0¢ 192°907°¢ soberoneg | 2661 | HOWD [ERIWsusge] eignueq B ZSHAzSNg | 211
Ajuo fenosddy | 000°9E 000°9¢ Buunoenuep | 0661 nﬁ_muw%mﬂﬂw A XIBWOINY LIVTIA | L)
Ajuo jeroiddy | 00E"6E 00€°6€ Bupnioeynuen | 1661 AVETYLS mmwzﬁw@w A Qlesezsouonjed se-deo | 0LL
Auo [enosddy | 086°6€ 086°6¢ Ayjsnpur uoponnsuoy | 1661 usip\ neg slesIaniunN A\ ondesexer| nsadepng | 601
0'sz eS| 000°0¥ 000°0% ¥90° 141 Buisere) | Z661 OV BuiploH Aembuiusi T 01I68pUBA UOlSESD | 801
‘Auo jeacddy | 0002y 0002k speiL | 1661 NI A\ RuBpa)saied XaNoy | L0L
§'cl s | 000°¢h 000°ct 9v6'91E Buikuenp | 661 Hawo Jebiaqiuey 1 BAURGOY DIPALION-ISBd | 901
14vHOSTIES39
0's joysendery | 0GLEY 0SLEr 092°698 Ansnput uononisuo) | 6861 “$73ANVH 4401SHOY P MeAnwzsoN Juobely | GOl
HOINON IVHININ
8'8l 8BS | 068'CY 068°ct 050°€82 Bupeie) | €661 OV BuipjoH AemBuiuey 2 oleIBapusp INAMO | 01
Ao feaosddy | 000bY 000'tt Aysnpuy uononiisuo) | 1661 INIJTV-LSTON | A pedioyd] weyy iBezsioreAbeunsisy | €01
£'l1 oeS | 0006y 000°6¥ Bukireny | Z661 "Hawo sebiequiey 1y eAueqoy ppAuigy-ised | Zo1
uoyezieiodiod | 929 005 0% $90° 1L Hedey pue epeil | £661 OV Buipioy Aembuiwey ‘1 oleibopuan uonsen | LOL
0'06 uonezijeodiod |  008°9Y 008 9% vY6'SLL Buunjoenuepy | 2661 Haws oouqnd "YM ooudiid | 001
g'hl seS | 0000 000°05 Buikuenp | ze61 oV L1vSvd "I eAueqoy o4dezoy jleseqd | 66
6'26 uogezjesodio) | G/£°€G 0£1°9¢1L 98Y'92¢ Buunjoejnuely | 2661 09N NS 0RO ‘W oueAbeinjeuny ped| | g6
‘Aluo jeaosddy | 00¥°9S 00496 Bupnioeinuely | 0661 veain leABdeg) sg -uoben Jekbeny | /6
vl ses| 00009 00009 28.°68Y opes} ;g1ey | 2661 JUIBKy Sninp R IwjapaysaIey JYONAN | 96
0'sl uogeziesodiod | 09£09 000024 000091 Buunoenuely | 2661 Howe 13avy T [exjuByoSLILIOULY [UBBIGed | 66
diysIaumo (0001 4NH A@oe (0001 4nH)
palinboe uswseaul Jo adAL | jenjoe) anjea HNH ‘feuruou) 10J098 aleq J0JSOAUL UBHISNY Auedwoo 1o6ie) ueuebuny ON
1O B1eyYs 9, uoloesuel] | snjea uonoesuelf fendea jejop




202 — Mihalyi / Reform policy and new institutional developments —1H S

. } ) . Hawo ]
L2 sES| 009 8.t 005°6¢22 Buunioenuepy | 9661 SUYOSISUOMISSSEA U] T BYIUYDBISRIBWZIA INOW | il
14vHOSTIZSaO .
. . . . W 1ISBZOIBAN
0'z aeS | 00g¢ 00£'s GLEBSG) vodsuei | Z661 -STIANYH 44018HOY £l
omejque Q = gjsuel
HOLNOMTVHININ | OMIUEL EORSZUBN UBISUBLL
1'e 3[BS | 000G 000°S 00561 apell | 6861 DY UuBLyoH-pued o wspavsaley ewbizs | Zyi
L'z a[eS | 000G 0008 00561 apeil | 0661 OV UuBWOH-pjued B Iwiepaysasey ewibizs | Lyl
Auo eacsddy | 000°G 000G UCHONASUOD | 2661 | HAWD NVENHO-LTY INAN ‘A 0UdT Q18I S2 1S9paYRIZOY | ovL
. . . NCIEESRELGEN
Auo jeaciddy | 000°G 000G SOOIMBS 18I0 | 2661 yeIsuBIpSID so oleyeBlozg saweaogess) | BE
0'0l ajes | 00Z'S 002 PY6°GL1 Buunpenuen | 9661 Hawo ooualid Yy ooualld | 8¢t
Ao jeroiddy | €96°G £96°G Ansnpui uoonasuo) | €661 HAWD Juyos). ssiap ‘A 1edi0]2192808)) | /€1
aes| 0009 0009 G67°919 speil | 0661 ] Hawosjepuer yodw; 949 T UIMI3A | 951
L'0 oS | 869°L 269/ 682'626°€ "pul [810H | 661 Hawo neg euyey "I wnouinby 18104 lgwisyL | GE1
1z ses| 1196 1196 §G.'99/ "pul [910H | 8861 oy neg jja1baN B Aueyil aniD | veL
z'e s|eS | 06001 060701 66199/ "put [230H | 8861 Hawo 1ebiaquiey R Aueytr gnio | g¢1
‘ . . . Hauig) Mozuy i
0'9 seS | 2780l ore's 02861 uoyINgSUCY | Y661 pUN [OGOLISSEH PUBYIST] Y olideAlaN JIZIA | 2EL
. . . . Y
8'l aes| 00041 00261 ov8' el T Buunjoenuely | £661 Beimg Auonaiazswiad ueroseABewuosopy | FE*
. . . . HAWo) nequauyosen
9'sl uogezieiodiod | Z50'LL 0p8°98 668°1Z Anysnpuy uoonnsuo) | 2661 pUn USBE(UEIOPIO AMINA UM AY3LYHYT | oSl
. ] e ‘7 oleyeblozg
aseasoul jejided | 00421 0022t $00°0G SPeiL | 2661 | HAWO WISHTIMHORIAIRI | o4 yyopaysasey ‘ued) 11anoou | 56
8‘C s|eS | 068°¢L 0582k 65/°99/ "pul [910H | 8861 ISNH-UVINIYH T AueyiL gnpo | gz1
Ajuo jeacidd N ¥ - A
juo | Vi 000¢l 000°Et pul UOKONAISU0D | 1661 OV UIIBLIRISQ OVEVHLS | | tediods sougiely ‘e NYEYNNG 12
0'05 uonezieiodio) | 008'EL 008°¢lL 0vS'6¢ Buunjoepnuely | £661 OV "unp Hivy ‘Bny P BYIuyOsYeZS WIN Uley | 921
Ao jeacsddy | 005791 00591 Buunyoenuen | 1661 OY3g3INI ‘A WedieiBa) tepng | gzi
Ao [eacsddy | goL°ZL 00L°LL Anysnpur uononnsuo) | 1661 NIUIJON STTHVHO | A nediond3 ruejly 19kbaw seyeg | vzl
. . ) ] HAWo)
9' 3es | 0v9'LL 0v9°LL 542085 Buunpeynuen | 1661 USUIYOSEWIXOL VINXTL 1 JehBeyny pensodey | €21
Aluo jeacuddy | gov'gl 00784 Buikuenp | €661 OV ONIQTIOH-NVE ‘A eAueqsomney | Zzl
. . . . oy uaddaiuye . -~
0'6z SBS | 00002 00068 118°€L Buunoenuel | 6661 pun 9BNZIY JBPUILOS WY U ZUBD-IRIPUYOS | LZL
diysisumo (0001 4NH (o001 (0001 4AH)
paainboe juswisaAul jo adk] | [enjoe) anjea HNH ‘feuuou) endeo 210 105099 ajeq JOISOAUL UBLISNY Auedwioo 1abiey uenrebunyy ‘ON
L0 1eys 9 uonoBsuRl] | 8njeA uooesuel] el [e1oL




1 H S — Mihalyi | Reform policy and new institutional developments — 203

(0002) 61 (8661) £} '(9661) 1 '(S661) €1 4NH = S1V | 8OO sajel |eoeLOISIH 'JNH 062 = 0Ing | BJoN

1'o oes | 611 00} £6e'851 Buikuenp | €661 OV .IVYSvd "B eAueqsoiaey] 1zeyoejumisty | 061

uoneziesodios | 009 009 00Le Buynjoejnuely | v661 ‘abueT pujieim usipm-eboy | ¥ Blozg se Aef HOILOHIZSVYD | 611

o've sjeg | 8¢ee 081 [A A Buunjoeynuely | 0002 Buipjon OV Juedweg W ynsoney juedwag | gyl

g'L oesg Gz : Bunnoejnue w eg you W4 WepaSaIa)

052’1 052t unoBINUB | 2661 HQwo ypeg youg BeAuy 19pOWIQ TY.LINONYIS A4}

o'oe uonezpelodiod | 0SEL 05’} 005V Buunpemuely | y661 Joqi| Jepy ‘I pidey 181pY | vl

0oL uonezjelodiod | 0017 ooLe 66C°¢ apell | 2661 HAWO youliag pey B iwepaysase); so ted] INRQ | Shl
diysieumo (0001 4NH (oo01 (0001 4AH)

palinboe JUSWISOAUL 0 adAL | [ENIOE) anjeA 4NH ‘feunuou) P1dEo 210 101088 sjeq 10JSOAUL UBLISNY Auedwoo 19b1e) uenebuny ‘ON
HO BIeys 9, uoljoBSURL] | SNjEA UOKDESURS] e oL




204 — Mihalyi / Reform policy and new institutional developments —1H S

References

Bago, Eszter - Mora, Maria (1990): "The Economic Management and Market Behaviour of
Decentralised Enterprises in Hungarian industries," Acta Oeconomica, pp. 341-359.

Balassa, Béla et al. (1982):. Development Strategies in Semi-Industrial Economies
(Washington, D.C.: World Bank).

Bauer, Tamas (1976): "The Contradictory Position of the Enterprise under the New
Hungarian Economic Mechanism," Eastern European Economics, vol. 15. No. 1. Fall
pp. 3—283.

-~ (1984): "The Second Economic Reform and Ownership Relations: Some Considera-
tions for the Further Development of the New Economic Mechanism," (Hungarian
original published in 1982), Eastern European Economics, No. 3-4, pp. 33-87.

-~ (1988): "Economic Reforms within and beyond the State Sector," American Economic
Review, vol. 78 (2), May, pp. 4562-456.

-~ (1989): "Melyik a redlis illuzié ?," (What is a realistic illusion?), Figyeld, 14 December.

Bauer, Tamas — Sods, K. Attila (1979): "Inter-Firm Relations and Technological Change in
Eastern Europe — The Case of the Hungarian Motor Industry,” Acta Oeconomica,
vol. 23. Nos. 3-4. pp. 285--303.

Barsony, Jend - Siklaky, Istvan (1985): "Some Reflections on Socialist Entrepreneurship,”
Acta Oeconomica, pp. 51-64.

Blommestein, Hans J., Michael Marrese and Salvatore Zecchini (1991): “Centrally planned
gconomies in transition: an introductory overview of selected issues and strategies,” in:
OECD Centre for Co-Operation with European Economies in Transition, Transformation
of Planned Economies: Property Rights Reform and Macroeconomic Stability (Paris:
OECD), pp. 11-28.

Bod, Peter Akos - Hall, John B. (1992): "Toward an Autonomy Preference Theory of the East
European Firm," Eastern European Economics, No. 4, pp. 57-67.

Bossanyi, Katalin (1986): "Economy on the Way to Democratization," Acta Oeconomica,
pp. 285-304.

- (1984): "The Newly Independent Enterprises in Hungary," Acta Oeconomica,
pp. 269-286.




| H 8 — Mihalyi / Reform policy and new institutional developments — 205

Brabant, Jozef M. v. (1992): Privatising Eastern Europe - The Role of Markets and
Ownership in the Transition, Dordrecht: Kluwer Academic Publisher.

Csaba, Laszldé (1997): “Transformation in Hungary and (in) Hungarian Economics, 1978-
1996." Discussion papers of the Frankfurt Institute for Transformation Studies, No. 6,
mimeo.

Csillag, Istvan - Szalai, Erzsébet (1985): "Basic Elements of an Anti- Monopoly Policy," Acta
Oeconomica, pp. 65-78.

Diczhazi, Bertalan (1998): “A kulféldi t6ke szerepe a privatizacioban” [The role of foreign
capital in the privatization process] (Budapest: State Privatization Agency), mimeo.

Ellerman, D. - A. Vahcic - T. Petrin (1991): "Privatisation Controversies East and West,"
Communist Economies and Economic Transformation, No. 3, pp. 283-298.

Fehér, Ferenc - Heller, Agnes - Markus, Gyérgy (1983): Dictatorship over Needs, Oxford:
Basil Blackwell.

Hoch, Rébert (1991): "Changing Formation and Privatisation," Acta Oeconomica, No. 3-4,
pp. 263-280.

Kaldor, Nicholas (1971): “Conflicts in national economic objectives,” Economic Journal,
vol. 81. March.

Kalotay, Kalman ed. (2001): Privatization and Greenfield FDI in Central and Eastern Europe:
Does the Mode of Entry Matter?, Special issue of Transnational Corporations, vol, 10.

No. 3. December.

Karsai, Judit. (1992): "Creditor" Managers - Experiences from MBO Deals in Hungary and
Abroad," Eastern European Economics, No. 4, pp. 39-56.

Kaser, Michael (1996): "Post-Communist Privatisation: Flaws in the Treuhand Model," Acta
Oeconomica, pp. 59-76.

Kornai, Janos (1990): The Road to A Free Economy -Shifting from a Socialist System - The
Example of Hungary, New York and London: W.W. Norton and Company.

Laki, Mihaly (1984): "The Enterprise Crisis," Acta Osconomica, pp. 113-124.




206 — Mihélyi / Reform policy and new institutional developments —IH S

-~ (1982): "Liquidation and merger in the Hungarian Industry," Acta Oeconomica,
pp. 87-108.

Laky, Teréz (1984): "Small Enterprises in Hungary," Acta Oeconomica, pp. 39-64.

-~ (1985): "Enterprise Business Work Partnership and Enterprise Interest" Acta
Oeconomica, pp. 27-50.

-~ (1988): "Half-Hearted Organisational Decentralisation: the Small State Enterprises,"
Acta Oeconomica, pp. 247-270.

Lanyi, Kamilla (1982): "Some Problems of Entrepreneurship in the Hungarian Economy,”
Acta Oeconomica, pp. 351-362.

- {1988): "Enterprise behaviour in the 1980s: Beliefs and Reality", Acta Oeconomica,
pp. 123-136.

Liska, Tibor (1988): Okonosztat, (An economic model) Budapest: Kézgazdasagi és Jogi
Kdnyvkiado.

Macrae, Norman (1983):; "Intc Entrepreneurial Socialism,” The Economist, 19 March,
pp. 23-29.

Major, Ivan (1992): "Privatisation in Eastern Europe: An Alternative Approach,” Institute of
Economics Discussion Papers, No. 2,

- {1994): "From Credit Vouchers to the Small Investors’ Share-Purchase Programme,"
Acta Oeconomica, pp. 253-266.

Matolcsy, Gyodrgy (1990). "Defending the Cause of the Spontaneous Reform of Ownership,"
Acta Oeconomica, No. 1-2, pp. 1-22.

Mihalyi, Péter (1983): "Das ungarische Modell," Ost-Europa Wirtschaft, No. 2, pp. 138-146.

-~ (1989): Az NSZK gazdasagpolitikaja (Economic policy in Germany), Budapest: Kossuth
Kényvkiado.

-~ (1992): "Privatisation in Hungary," Institute of Economics (Hungarian Academy of
Sciences) Discussion Papers, No. 3. ;




1

| H S — Mihalyi / Reform policy and new institutional developments — 207

(1993a): "Property Rights and Privatisation - The Three-Agent Model (A Case Study on
Hungary)," Eastern European Economics, No. 2 (Winter 1992-93), pp. 5-64.

(1993b): "Hungary: a unique approach to privatisation — past, present and future,” in: D.
Newbery - |. Székely (eds.) Hungary: An Economy in Transition, Cambridge: Cambridge
University Press, pp. 84-117.

(1993c): "Plunder - squander - plunder: The strange demise of state ownership in
Hungary," The New Hungarian Quarterly, Summer, pp. 62-75.

(1994a). "Common Patterns and Particularities in Privatisation: A Progress Report on
the Transition Economies," Acfa Oeconomica, No. 1-2, pp. 1-35.

(1994b): "Privatisation in Hungary. An Overview," (UNCTAD/KOPINT-DATORG)
Privatisation in the Transition Process in Eastern Europe, Geneva: United Nations,
pp. 363-385.

(1996a): “Privatization in Hungary. Now comes the ‘hard core’,” Communist Economies
and Economic Transformation, vol. 8, No. 2, pp. 205-216.

(1996b): "Management and Sale of Residual State Shareholdings in Hungary," Acta
Oeconomica, pp. 331-347.

(1997): "On the Quantitative Aspects of the Hungarian Privatisation," Comparafive
Economic Studies,vol. 39. No. 2, pp. 72-95.

(1998): A magyar privatizacio kronikaja, 1989-1997 (Privatisation in Hungary, 1989-
1997), Budapest: Kbzgazdasagi és Jogi Konyvkiadd.

(2000): “Foreign direct investment in Hungary: the post-communist privatization story
re-considered,” Acta Oeconomica, 51, 1, pp. 107-128.

Mdra, Maria (1991): "The (pseudo-)privatisation of state-owned enterprises - Changes in

organisational and proprietary forms, 1987-1990," Acta Oeconomica, No. 1-2,
pp. 37-58.

Nagy, Andras (1994): "Import Liberalisation in Hungary", Acta Oeconomica, pp. 1-26.

(1991); ™Social Choice' in Eastern Europe," Journal of Comparative Economics,
pp. 266-283.




208 — Mihalyi / Reform policy and new institutional developments —IH 8

Papanek, Gabor (1986): "Hungarian Enterprises Surviving Critical Financial Situations," Acta
Oeconomica, pp. 305-324.

Pejovich, Svetozar (1990): The economics of property rights: towards a theory of corporativ
systems, Kluwer Academic Publishers, Dordrechi-Boston-etc.

Phelps, Edmund, Frydman, Roman, Rapaczynski, Andrej and Shleifer, Andrei (1993).
"Needed mechanisms of corporate governance and finance in Eastern Europe," EBRD
Working Papers, No. 1., March.

Révész, Gabor (1982): "Problems of Social Ownership and of the Proprietary Organisation,”
Acta Oeconomica, pp. 225-258.

- (1984): "Enterprise Business Partnerships (VGMK) in Hungary - A Case Study,” Acta
Oeconomica, pp. 337-350.

Sarkozy, Tamas (1986). Egy gazdasédgi szervezeti reform sodréban (Reforming the
enterprises in Hungary), Budapest: Magvetd Kiadb.

Schumpeter, Joseph A. (1943): Capitalism, Socialism and Democracy, London: George Allen
& Unwin Ltd.

Schweitzer, lvan (1982): A véllalatnagység, (Enterprises by size), Budapest: Kézgazdasagi
és Jogi Kényvkiado.

Soobs, Karoly Attila (1990): "Privatisation, Dogma-Free Self-Management and Ownership
Reform," Eastern European Economics, Summer, pp. 53-70.

Spéder, Zoltan (1991); "The Characteristic Behaviour of Hungarian Commercial Banks," Acta
Oeconomica, pp. 131-149.

Stark, David (1992): "Path Dependence and Privatisation — Strategies in East Central
Europe," East European Politics and Societies, vol. 6. No. 1. Winter, pp. 17-54.

--- (1996): "Recombinant Property in Eastern European Capitalism”, American Journal of
Sociology, January, pp. 993-1027.

Sutela, Pekka (2002): "Managing capital flows in Estonia and Latvia," International Center for
Economic Growth European Center Working Papers, NR. 8.




| H S — Mihalyi / Reform policy and new institutional developments — 209

Szalai, Erzsébet (1982): "The New Stage of Reform Process in Hungary and the Large
Enterprises,” Acta Oeconomica, pp. 25-46.

-~ (1990): "See-Saw: The Economic Mechanisms and Large-Company Interests," Acta
QOeconomica, pp. 101-136.

Szamuely, Laszlo (1996): "Establishment and Erosion of the Soviet Model of CPE as
Reflected in Economic Science in Hungary 1945 — 1980," Frankfurter Institut fir
Transformationsstudien, Discussion Papers No. 1/96.

Tardos, Marton (1972): "A gazdasagi verseny problémai hazankban," (The problems of
economic competition in Hungary) Kézgazdasagi Szemle, No. 2.

-~ {1982): "A Development Program for Economic Control and Organisation in Hungary,"
Acta Oeconomica, No. 3-4, pp. 295-315.

- (1989). "Economic Organisations and Ownership,” Acta Oeconomica, No. 3-4,
pp. 17-38.

-~ (1990} "Property Ownership," Eastern European Economics, No. 3, pp. 4-29.

--- (1992} "Liquidating State Property: Necessity and Difficulty," Journal of International
Comparative Economics, No. 1, pp. 55-65.

Toth, 1. Gabor (1996): "Privatisation in East Germany: Lessons for Hungary," Acta
Oeconomica, pp. 347-374.

UN ECE (1994). "Overview of transition economies in 1993-1994," Economic Survey of
Europe in 1993-1994, UN Economic Commission for Europe, UN, New York, pp. 1565-
187.

Voszka, Eva (1986): "Company Liquidation Without a Legal Successor," Acta Oeconomica,
pp. 58-72.

- (1991a): "From twilight into twilight: Transformation of the ownership structure in the big
industries," Acta Oeconomica, No. 3-4, pp. 281-2986.

- {1991b): "Ownership Reforms or Privatisation?," Eastern European Economics, No. 1
(Fall) , pp. 57-91. ‘




210 — Mihalyi / Reform policy and new institutional developments — | H S

-~ (1992): "Not even the contrary is true: The transfiguration of centralisation and
decentralisation," Acta Oeconomica, vol. 44. Nos. 1-2, pp. 77-94.

--- (1993): "Variations on the Theme of Self-Privatisation," Acta Oeconomica, pp. 301-318.

- (1994): "Revival of Redistribution in Hungary," Acta Oeconomica, pp. 63-78.




Hungary and EU Eastern Enlargement

Thursday, June 6, 2002, 9 a.m. — 7 p.m.
OeKB, Osterreichische Kontrollbank AG (Reitersaal)
Strauchgasse 3, A-1010 Vienna

Conference Program

8:00 a.m.
9:00 a.m.

9:15 a.m.

10:00 a.m.

10:45 a.m.
11:30 a.m.

12156 p.m.

1:00 p.m.
2:30 p.m,

3:30 p.m.

4:30 p.m.

Registration

Welcome and Opening Remarks:
Bernhard Felderer (Director of IHS)

Chair: Helmut Frisch (Technical University, Vienna)

Gabor Oblath (Institute for Economics, Market Research

and Informatics, Budapest) and Sandor Richter (WIIW, Vienna):
"Competitive Positions and Sectoral Growth of the Hungarian Economy
Discussant; Erhard Furst (Federation of Austrian Industry, Vienna)

”

Chair: Bernhard Béhm (Technical University, Vienna)

Karoly Fazekas (Hungarian Academy of Science, Budapest):
"The Hungarian Labour Market”

Discussant: Helmut Hofer (IHS)

Coffee break

Chair: Bernhard B6hm

Zoltan Torok (Raiffeisen Securities and Investment, Budapest):
"Capital Markets and EU Convergence”

Discussant: Harald Stieber (University of Klagenfurt)

Chair: Bernhard Bohm

Julius Horvath {Central European University, Budapest):
"The Financial and Banking System”

Discussant: Janos Kun (Budapest)

Buffet Lunch at the Conference Venue

Chair. Helmut Frisch

Judit Nemenyi (Financial Research, Budapest):

"Fiscal Policy and Government Debt”

Discussant: Kurt Bayer (Ministry of Finance, Economic Policy Department,
Vienna)

Chair. Bernhard Béhm

Peter Mihalyi (Central European University, Budapest):
"Reform Policy and New Institutional Developments”
Discussant; Gerhard Hanappi (Technical University, Vienna)

End of Conference




Editors: Bernhard Felderer, Helmut Frisch, Bernhard Boehm
Title: Hungary and EU Eastern Enlargement

Workshops Proceedings 3

© 2002 by the Institute for Advanced Studies (IHS), Stumpergasse 56, A-1060 Vienna
@ +43 159891-0 « Fax +43 1 59991-555 s hitp://www.ihs.ac.at




