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The following symbals have been used throughout this paper:
. to indicate that data are not available,

— 1o indicate that the figure is 2ero or less than half the final digit shown, or that the item
does not exist;

—  between years or months (e.g.. 1994-95 or January—June) to indicate the years or
months covered, including the beginning and ending years or months:

! between years (e.g., 1994/95) to indicate a crop or fiscal (financial) year.
“Billion"” means a thousand million,
Minor discrepancies between constituent figures and totals are due to rounding,

The term “country,” as used in this paper, does not in all cases refer to a territorial entity that
is a state as understood by international law and practice; the term also covers some territor-
ial entities that are not states, but for which statistical data are maintained and provided in-
ternationally on a separate and independent basis.
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| Introduction

Carlo Cottarelli

he process of macroeconomic adjustment and
structural reform in Hungary during 1995-97
deserves attention for several reasons.

= First, the performance of the Hungarian econ-
omy improved dramatically during this period,
correcting some long-standing macroeconomic
imbalances that had deepened through 1994,

* Second, this improvement reflected primarily a
consistent set of macroeconomic and structural
policies implemented by the authorities, rather
than favorable external developments. Thus,
there are important lessons to be learned for other
countries facing macroeconomic imbalances.

= Third, while the process of macroeconomic ad-
justment and convergence toward European
market economies is not yel over, an important
phase in the transition can be regarded as com-
pleted. This phase was initiated with the eco-
nomic adjustment package enacted in March
1995, and has continued with the support of a
precautionary Stand-By Arrangement with the
IMF during March 1996—February 1998.

During this period, several momentous steps in
the integration of the Hungarian economy with the
rest of Europe and the industrial countries commu-
nity have taken place. In May 1996, Hungary ac-
ceded to the Organization for Economic Coopera-
tion and Development (OECD); in July 1997, it
was invited to join the North Atlantic Treaty Orga-
nization (NATO); and, in the same month, the Eu-
ropean Commission recommended that the Euro-
pean Union (EU) start membership talks in the near
future. These steps cast future economic develop-
ments and issues in Hungary in a new perspective.
While economic developments are never character-
ized by quantum leaps, the end of the Stand-By
Arrangement with the IMF provides a symbolic
turning point in Hungary's recent economic history.

This paper is organized as follows. After provid-
ing a bird's-eye view of economic developments in
Hungary before the March 1995 stabilization, Chap-
ter II discusses the main features of the stabilization
package, outlines the macroeconomic and structural

policies that characterized 1995-97, and describes
the outcome of those policies. The chapters that fol-
low can ideally—and somewhat schematically—be
grouped under two headings: Chapters [H1-VYI11 deal
with “macroeconomic™ issues, while Chapters VII1-
X1 focus on “structural” issues,

Four main macroeconomic issues are explored.
Chapter 111 looks at Hungary's external balance and
at the appropriate contribution to investment that, in
such a country, should come from external saving.
This is a key issue, as historically, Hungary's exter-
nal debt has been high and has often constrained the
country's growth potential during the 1990s. Chap-
ters IV and V focus on the fiscal balance, describing
the process of fiscal consolidation during 1995-97,
outlining the main structural measures undertaken in
the fiscal area, and assessing the areas where further
reform appears to be needed. Chapter VI deals with
growth, In Hungary, the output shock related to the
collapse of central planning was not as severe as in
other transition economies. The subsequent recovery
had, until recently, also been more modest. The
chapter discusses the factors behind this perfor-
mance and looks at Hungary's growth potential in
the medium term. The last chapter on macroeco-
nomic issues, Chapter VII, looks at inflation. One
achievement of the 1995-97 adjustment program is
that, despite a sizable up-front depreciation of the
forint and increases in administered prices, the in-
crease in inflation was only temporary: indeed infla-
tion fell below 20 percent in 1997, which had rarely
happened during the 1990s. Progress has been less
rapid, however, in the most recent period. Chapter
W11 also discusses the factors that sustained inflation
in the 1990s and looks at the prospects for disinfla-
tion in the future,

The structural chapters focus on goods, labor,
and financial markets. Chapters VIII and 1X deal
with two developments that have increased com-
petitiveness and the medium-term growth potential
of the Hungarian economy: privatization {mostly
through the sale of enterprises to foreign investors)
and the increased openness of the economy. Chap-
ter X focuses on the labor market, discussing its de-
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I INTRODUCTION

gree of flexibility compared with other transition efficiency in financial markets, including the recent
and nontransition economies, and highlighting the strengthening of the banking system, and the pro-
rigidities arising from overly generous and poorly gressive liberalization of the capital account of the
targeted social programs. Chapters XI and XII dis- balance of payments. Finally, Chapter XIII looks at
cuss the factors behind increased competition and the policy agenda for the future.
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Il Macroeconomic and Structural
Adjustment During 1995-97:

An Overview

Carlo Cottarelli

conomic developments in Hungary during

1995-97 illustrate one of the most remarkable
cases of macroeconomic adjustment in Europe over
the last decade. At the end of 1994, macroeconomic
conditions in Hungary were worrisome by any stan-
dard: the external deficit had exceeded 9 percent of
GDP for two years; net external debt had increased
rapidly to more than 45 percent of GDP; the deficit
of the general government had exceeded 8 percent of
GDP; public debt exceeded 85 percent of GDP; and
borrowing conditions, for both public and external
debt, were deteriorating. Three years later, the exter-

Figure 2.1. Change in External Current
Account in Central and Eastern Europe,
1994-97

External current account!
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Source: Eastern European Data Base, European | Department, IME
IChange in the ratio between external current account balance and
GDP between 1994 and 1997 (staff estimates for 1997).

nal current account deficit had dropped below 3 per-
cent of GDP, reflecting an upsurge in exports, and
was financed entirely by foreign direct investment;
net external debt in relation to GDP had declined to
its lowest level in the 1990s; and major rating agen-
cies had raised their rating of Hungary’s external
debt to an investment grade.

Hungary’s record of external adjustment is even
more remarkable compared with the performance of
other countries in the region, of which almost all ex-
perienced a sizable deterioration in their external ac-
counts during the same period (Figure 2.1). More-
over, the external adjustment in Hungary did not
involve a major output loss: while output growth re-
mained well below potential (Chapter VI), it was
positive both during 1995 and 1996, and is estimated
to have accelerated briskly in 1997 (Table 2.1).

What is behind this turnaround in economic per-
formance? To answer this question, a brief discus-
sion of the factors underlying the 1993-94 crisis is
necessary.

Roots of the 1993-94 Crisis

The external and fiscal imbalances that peaked in
1993-94! can be traced back to the output shock suf-
fered by the country in the early 1990s as a result of
the collapse of the Council for Mutual Economic As-
sistance (CMEA) trade, the breakdown of key eco-
nomic relationships and institutions that had pre-
vailed under communism, and the recession in
Europe. During 1990-92, output dropped by a cu-
mulative 18 percent and the subsequent recovery,
while relatively subdued, quickly ran into a balance
of payments constraint. Other transition economies

'Hungary's economic developments through 1994 have also

been discussed, from an international perspective, in Boote and
Somogyi (1991) and Krueger and Lutz (1995).
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I MACROECONOMIC AND STRUCTURAL ADJUSTMENT

Table 2.1. Selected Economic Indicators

Estimate
1990 1991 1992 1993 1994 1995 1996 1997

Real economy (change in percent)

Real GDP =35 -Il9 -3.1 —0.6 29 1.5 1.3 4.0
Real domestic demand =3.1 9.1 -3.6 9.9 22 -3.8 -0.8 29
Of which: Private consumption -36 5.6 0.0 19 -02 7.1 =3.1 24
Gross fixed investment 71 -104 26 20 12.5 —43 6.3 1.3
Exports (real) 1.2 -139 21 —lol 13.7 134 74 23.0
Imports (real)! 18 -6 02 202 88 07 57 215
Average gross wages (industry) 249 298 261 258 208 212 215 2l
CPI (end-year) 346  31.0 247 2.1 21.2 28.3 19.8 18.4
GDP deflator 257 254 215 213 19.5 25.5 20.3 18.0
Employment ... -32 -106 -102 -52 23 -8 -
Unemployment rate
(end-year, in percent of labor force) 1.9 7.5 12.3 12.1 10.4 10.4 10.5 10.4
Nominal GDP (in billions of forint)? 22824 2,521.7 29703 35815 44057 56140 68454 8,400.7

Public finance (percent of GDP)?
Consolidated government balance

(excluding privatization receipts) L1 =33 =72 =18 -1l -4 32 —4.6
Primary balance, excluding privatization* 6.6 26 -1.7 =33 -I3 1.9 44 38
Public debt (consolidated government) 663 734 776 879 852 843 721 63.9
Money (end-of-year, percent change)

M3 296 359 276 15.3 13.0 202 221 19.8

Interest rate (90—day treasury bill

level, end-year) 33.7 36.6 15.5 26.6 356 337 235

Gross national saving’ 27.6 18.1 153 10.6 14.4 204 224 234

Gross investment® 25.6 20.6 16.1 20.0 222 24.1 245 25.4
Balance of payments

Current account (percent of GDP)'-5 0.4 1.2 09 -l09 97 -5.7 -38 -27

(In billions of U.S. dollars) 0.1 0.4 04 43 —4.1 -25 -1.7 -1.2

Reserves in convertible currencies
(National valuation of gold, billions

of U.S. dollars) 1.2 4.0 4.4 6.7 6.8 12.0 9.8 9.l
(In months of merchandise imports) 24 4.8 43 7.1 5.3 8.6 5.7 5.4
Gross external debt in convertible currencies
(end-year)®
In percent of GDP 64.3 67.1 57.0 63.0 68.1 709 61.6 56.2
In billions of U.S. dollars 21.3 227 21.4 24.6 28.5 317 27.6 25.3
Net external debt in convertible currencies
(end-year)é
In percent of GDP 44.5 43.1 353 383 45.2 376 31.8 29.3
In billions of U.S. dollars 15.9 14.6 13.1 14.9 18.9 16.3 143 13.2
Exchange rate (annual average)
Exchange rate regime (Crawling peg with respect to a basket of the deutsche mark and U.S. dollar)
Nominal effective rate (1990 = 100) 100 88.8 849 81.3 72.0 56.1 48.1 417
CPI real effective rate (1990 = 100) 100 1116 1205 1313 1303 1252 1280 1312

Sources: Data provided by the Hungarian authorities; International Financial Statistics; and IMF staff estimates.

'In 1993, includes imports of military equipment from Russia in lieu of outstanding claims by Hungary.

The official estimates of nominal GDP for years prior to 1995 have been adjusted upward by 0.94 percent to render them consistent with the official
data for the following years.

3The figures on public finance in this table refer to the “consolidated government” for which a consistent time series exists for the whole period (see
Box 5.1 in Chapter V for a definition of consolidated government). Deficit figures for a more comprehensive definition, which includes also the profit
position of the central bank and the expenditure of the state privatization agency, are presented in Box 2.1 in this chapter.

4Overall balance, excluding net interest expenditure and other debt charges. The figures for 1994-97 also exclude profit transfers from the Mational
Bank of Hungary and transfers to cover National Bank of Hungary losses.

5The current account deficit is on a settlements basis and differs from the saving-investment balance, which is on a national accounts basis.

$Including intercompany loans.
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Roots of the | 993-94 Crisis

Box 2.1. A Comprehensive Measure of the Fiscal Policy Stance

To get a comprehensive definition of fiscal policy stance, the deficit figures for the general government
(see Chapter V for a definition of the latter) are adjusted here for a number of factors.

Estimate
1994 1995 | 996 1997
{In billions of forint, unless otherwise indicated)

(a) General government deficit
{excluding receipts from privatization) 168 373 213 169
(b) Relevant APY Rt expenditure 8 21 36 80
() Miscellaneous iems ] -0 98 14
{d) Inflation adjustment 150 83 340 47
{e) Operational deficit (d-g) 226 51 7 56
{In percent of GDF) {5.1) (1.8) (a.1y 0.7)
{fi Corresponding primary surplus -126 72 240 214
{In percent of GDF) -1.9) {1.3) {3.5) (2.6)

The general government deficit (a) is first adjusted for the component of the expenditure of APV Rt (the
agency in charge of privatization) that has a macroeconomic impact (transfers to enterprises, investment ex-
penditure, subsidies) plus the transfers to the general government not formally regarded as privatization re-
ceipts under (a). Second, the deficit is adjusted for miscellaneous items (), the largest of which is the differ-
ence between cash and accrual position in the profit and loss accounts of the National Bank of Hungary.!
Third, the figures are adjusted for the difference between nominal and real interest payments on the consoli-
dated debt of the general government and the central bank (d). This yields the operational deficit ().

'This adjustment is necessary to have a full consolidation of the balance sheet of the two institutions. As the profits of the
Mational Bank of Hungary are transferred to the state budget, and as the budget covers the deficit of the National Bank of
Hungary whenever there is a need, in principle the state budget already represents a consolidated balance sheet of the two
institutions, However, the profit and loss account of the National Bank of Hungary that is used to compute the transfers to
the budget (or the need for transfers from the budget) is compiled on an accrual basis. Thus, to get the consolidated deficit
omn a cash basis, it is necessary (o adjust the govemment deficit for the difference between cash and accrual position in the
Mational Bank of Hungary profit and loss account. Note that the consolidation between the Mational Bank of Hungary and
the general government is important given the deterioration in the profit and loss of the National Bank of Hungary related o
sterilized intervention (Neményi, 1996). It is also important because in 1997, the zero-yield “valuation account™—a credit
of the National Bank of Hungary toward the government—was converted into an interest-bearing credit (Chapter 1V),

in the region suffered from similar, or larger, output * Reflecting soft budget constraints in public en-
losses, with severe effects on export capacity. In terprises and generous increases in minimum
Hungary, however, the effect of the shock on the ex- wages, real wages declined less than output, and
ternal balance was exacerbated by the policy attempt income distribution shifted from employers to
to shelter the household sector as much as possible households (that is, from a high-saving sector to
from the effect of the economic crisis (Kornai, a low-saving sector).
1997). This attempt is apparent in virtually all as- » Monetary policy was relaxed during 1992, with
pects of macroeconomic policymaking before 1995: real interest rates remaining negative until the
* As the tax base shrank, public expenditure failed fall of 1993.
to adjust commensurately, and the fiscal balance = Exchange rate policy was used to contain the in-
{excluding privatization receipts) moved from a crease in the consumer price index (CPl}—and
surplus in 1990 to a large deficit position (Table the decline in real disposable income, given the
2.1 and Box 2.1). rigidity in nominal wage growth; inflation re-
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Il MACROECONOMIC AMND STRUCTURAL ADJUSTHMENT

mained fairly low, compared with other transi-
tion economies (Table 2.1), but at the cost of a
sizable appreciation of the real exchange rate
(Figure 2.2).

The consequences of these policies for the saving-
investment balance of the country were harmful. As
real private consumption declined by only 1% per-
cent a year during 1990-94 {against an average out-
put decline of 3 percent), private saving in percent
of GDP edged downward, at the same time that pub-
lic saving collapsed (Table 2.2), The impact of the
fall in domestic saving on the external account was
initially cushioned by the fall in enterprise invest-
ment. But, as investment recovered in 1993-94, the
current account imbalance widened to levels that
were unsustainable, despite comparatively large
nondebt capital inflows (foreign direct investment
(FDI}; Table 2.3).

Figure 2.2. Effective Exchange Rates!
(1993 = [00)
120
Real Based on unit lobor costs
(Three-manth maoving overege, 5.0.)

J/;m’ on Based an umt m'::
CORSUMEr PCES  Towhe month moving Gverage, 5.0.)

i i L A i i I

1990 91 i 93 ko 75 9% 97

&0

Mominal

"h...._‘_h

L i i i i i i i

1990 %l 92 " “ 5 % 97

Sources: Data provided by the Hungarian authorities: and IMF
staff estirmtes
|An increase denotes an appreciation,

The dramatic worsening of the current account
highlighted a long-standing weakness of the Hun-
garian economy: its high external debt ratio. Hun-
gary's external debt had increased rapidly during
the 19705 and the 1980s. Despite a sizable drop in
the early 1990s (reflecting a broadly balanced cur-
rent account position and increasingly inward FDI,
including privatization receipts), nel external debt
stood at about 35 percent of GDP at the end of 1992
(Table 2.3) and had climbed to 45 percent of GDP
by the end of 1994 (a high level by international
standards).

Against this gloomy macroeconomic background,
some structural developments—which were to prove
important to the subsequent recovery—had taken
place. By the end of the 1980s, the price system had
been liberalized to a large extent, with regulated
prices accounting for only about 20 percent of the
CPI basket in 1989, This is a key difference with re-
spect to other transition economies—a difference
that helps to explain why the transition in Hungary
was not accompanied by a major inflationary out-
burst (Chapter VII). Moreover, the tax system was
reformed during 1988-90 with the introduction of
the value-added tax (VAT), personal income tax, and
a new enterprise profit tax (Boote and Somogyi,
1991). A two-tier banking system was introduced in
1987 (National Bank of Hungary, 1994). Finally, im-
portant trade liberalization measures had been im-
plemented by the beginning of the 1990s (Chapter
IX). The most significant areas of progress during
the first half of the 1990s were:

= the enactment in January 1992 of a bankrupicy

law; this law, while excessively restrictive {Chap-
ter V1), led to the rapid elimination of a large
number of loss-making public enterprises. releas-
ing resources to other sectors of the economy;

* the enactment in 1991-92 of modern commer-
cial banking and accounting laws, which forced
banks to provision against bad loans (thus high-
lighting the need for their further restructuring)
and contributed to the graduval tightening of the
budget constraint on enterprises; and

= the surge of FDI, partly as a result of the privatiza-
tion process (Chapter VIII) and incentives (in-
cluding tax incentives) to the establishment of
joint ventures; by the end of 1994 and since 1989,
cumulative FDI1 in Hungary equaled the sum of
investment in all other transition economies in
eastern Europe, central Europe, and Estonia,
Latvia, and Lithuania (the Baltic countries).

These steps helped to establish a basis for a supply
response, particularly in the export sector. Neverthe-
less, in 1993-94, the reform process slowed down
and eventually stalled, particularly in the fiscal area
(Chapters V. V1, and VIII).
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Table 2.2. Sectoral Saving and Investment Balances!

(In percent of GDP)

1990 1991 1992 1993 1994 1995 1996

Gross domestic saving 756 8.1 15.3 10.6 14.4 204 224
Government? 18 |.8 05 -1.0 -1.5 -08 1.2
Mongovernment 238 163 14.8 16 159 211 212
Gross investment? 25.6 0.6 1&.1 20,0 212 4.1 245
Government? 43 50 7.4 6.6 69 52 46
Mongovernment 21.3 I5.5 86 3.3 [5.3 19.0 9.9
Menfinancial balance 2.0 =14 -0.8 =23 -78 =37 =11
Government =0.5 =33 -7.0 =7.5 -B.4 =60 =-3.4
Mongovernment 15 0.9 6.2 -9 06 22 1.3

Sources: Cenvral Swvstical Office; and Ministry of Finance.

Dt based on the new System of National Accounts; staff estimares based on the odd national accounts for 1990,
*Excludes in 1993 imports of miliary equipment from Russia in lleu of outstanding claims by Hungary,

IGross investment includes net capital transfers to other domestic secvors.

Economic Goals and Policy
Strategy During 1995-97

The adjustment program initiated by the authori-
ties in March 1995 had a clear and immediate objec-
tive: to bring the external deficit down to a manage-
able level, 5o as to avert the risk of an external crisis,
But the overall strategy had more wide-ranging am-
bitions, The authorities intended to prime an export-
led growth process capable of raising the growth rate
of the economy to its potential. Achieving these
goals required reversing some of the phenomena that
had characterized the early 1990s: the profit share in
income distribution had to be reversed to contain
consumption and stimulate investment; the absorp-
tion of saving by the public sector had to be reduced
drastically; and external competitiveness had to be
restored to stimulate export growth. Reducing infla-
tion {(which had lingered in the 20-30 percent range
during the 1990s) was not regarded as an immediate
priority. On the contrary, it was recognized that a
price hike was inevitable and was indeed instrumen-
tal in redressing the real imbalances that had devel-
oped in the previous year (particularly in income dis-
tribution; see below). However, the program aimed
to ensure that the price acceleration would be tempo-
rary, and that the basis would be laid for a reduction
in inflation to single digits in the medium term.

The strategy to achieve these objectives had a
macroeconomic component and a structural compo-
nent. The macroeconomic component had strong or-
thodox features (the up-front fiscal adjustment and
depreciation), coupled with some heterodox features
{the use of inflation to correct income distribution in
the presence of nominal wage rigidity and the at-

tempt to shield domestic monetary policy from ex-
ternal pressures through sterilized intervention). The
structural component centered on the revival of the
privatization process (to reduce external debt and in-
crease efficiency), the downsizing of the public sec-
tor, the increased opening of the economy to foreign
trade, and the long-term reform of public finances.

The Macroeconomic Component

A sharp, up-front, fiscal adjustment was in-
evitable. The fiscal imbalance was not sustainable,
as it would have led to a steady increase in the public
debt-to-GDP ratio (Chapter I'V). But adjustment had
to go beyond the mere restoration of fiscal salvency.
There was a need to raise domestic saving to reduce
the external deficit and finance the expected increase
in private investment. The March 1995 adjustment
package included several permanent measures (cuts
in transfers to households, a reduction in the number
of state employees, and a broadening of the social
security contribution base), together with the tempo-
rary introduction of an 8 percent import surcharge
on consumer goods, with an expected annual yield
of about 1 percent of GDP (Chapter V). Moreover,
the government decided to freeze other expenditures
in nominal terms, with the result that the accelera-
tion of inflation (see below) involved a real expendi-
ture cut with respect to the projections underlying
the 1995 budget.

The extent of the fiscal adjustment implemented
in 1995 can be betier appreciated by focusing on a
comprehensive definition of the public sector, which
includes the Mational Bank of Hungary (see Box
2.1) and by adjusting the figures for inflation. In-
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Table 2.3. Balance of Payments

nts in Convertible Currencies

{In millions of U.S. dollars, unless otherwise specified)

Estimate
1990 1991 1992 1993 1994 1995 1996 1997
Current account 127 267 125 3457 3915 1480 1678 -1,200
Trade balance 348 189 —48 =3.247  =3.,634 -2.443 ~2.645 =1,800
Exports 6,346 9,258 10,028 8,094 7614 12810 14,183 18,800
Imports 5998 -P06% 10076 11341 -=1124B -15253 -16828 -20,600
Services (net) -948 =783 —4856 =942 =189 =164 45 =200
Interest income (net)’ —1 414  —-1,331 ~126 =113l -1287 =159 L1788 -LI00
Travel (net) 345 5&0 590 441 504 658 1,288 1,500
Other (net) 121 =12 140 =252 —406 =223 =65 =600
Unrequited transfers 727 8al 859 732 908 1127 922 08
Capital account -538 1652 444 BOBS 3418 78OS 211
Of which: Private (net; including net
errors and amissions) 340 1,598
Medium-term liabilites - 857 —B86 3039 1.326 |.B66  -3.008
OF which: Mational Bank of Hungary =774
Foreign direct investment (net)’ in 1,459 1,471 2329 1,097 4410 1,986 2,000
OF which: Privatization receipts e o e e 3.025 578 &00
Intercompany loans 196
Orther -937 ~&74 =141 &97 995 1,529 1,243
Of which: Met errors and omissions 189 1,225 1,854
Owerall balance =411 1.919 769 2,607 497 5325 —1.457
Memorandum items:
Current account (percent of GDF) 0.4 1.2 09 -10.9 9.7 5.7 -318 =17
Gross reserves? I, 160 4017 4,380 6,736 6,769 12,010 9,751 9,100
{In months of imports) 24 48 43 7.1 5.3 86 57 54
Convertible gross external debt? 21,270 22658 21,438 24560 28,522 31,660 17 646 25,300
(In percent of GDF) 64.3 &7.1 570 63.0 &8.1 70.9 &l6 562
Met external debt? 15938 14,555 13.052 14,927 18,937 16,336 14,258 13,200
{In percent of GDP) 482 431 353 383 452 175 118 293

Sowroes: Hungarian authorities; and IMF staff esumanes,
|Exchudes rednvested profits,

AL current exchange rate.

Hncludes intercampany loans,

deed, in a year in which inflation was rapidly rising,
the nominal deficit was boosted by the increase in
nominal interest payments necessary 1o compensate
holders of government paper for the erosion in the
real value of principal. However, the operational
deficit (that is, the deficit adjusted for the difference
between nominal and real interest payments) fell by
more than 3% percentage points, while the primary
balance improved by almost 444 percentage points.
Fiscal adjustment continued in 1996 and 1997,
with the main goal of consolidating the results
achieved, rather than of implementing a further
major fiscal tightening. The fiscal stance was tight-
ened again in 1996, but it was relaxed somewhat in
the subsequent year. Altogether, in 1997, the primary
balance had strengthened by 1% percentage poinis
of GDP with respect to 1993, while the overall oper-

ational deficit had declined by almost | percentage
point of GDP (Box 2.1).2 In addition to a further cut

INote that, in the definition reparted in Table 2.1, the adjustment
in the pomary balance between 1995 and 1997 was larger. The fig-
ure reported in the text refers to the definition used in Box 2.1,
which is more significant from a macroeconomic standpoint. Also
note that the fiscal tghtening between 1995 and 1996, and the cor-
responding relaxation between 1996 and 1997, was larger than in-
tended, as the 1996 deficit umed out 1o be lower than budgeted by
about ¥ percent of GDP. Morsover, because of the lengthening in
the maturity of government securities in 1996, the deficit on an ac-
crual hasis in 1996 was larger than the deficit on a cash basis. Fi-
nally, the larger increase in the overall deficit in 1997 as measured
in Table 2.1, with respect 1o the increase in the operational deficit in
Box 2.1, is due to the increase in interest payments on fonnt liabili-
ties issued by the government and the MNational Bank of Hungary as
a result of intense sterilization operations (see below). The infla-
tion-related component of these interest payments does not appear
in the definition of operational deficit,
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in the operational defecit, fiscal policy in 199697
achieved two main goals. First, some of the tempo-
rary measures that were part of the March 1995
package (including the import surcharge) were re-
placed by lasting measures. Second, downsizing of
the public budget continued, as highlighted by fur-
ther sizable declines in the public revenues and ex-
penditures ratios, with the effect of stimulating pri-
vate sector growth.?

The choice of the exchange rate policy was dic-
tated by the need to recover the competitiveness lost
during the first half of the 1990s, and to provide a
nominal anchor to make sure that the inevitable price
acceleration was only temporary. The forint was de-
valued by 9 percent on March 13, 1995, and at the
same time, a preannounced crawling exchange rate
band was introduced, thus abandoning the policy of
discretionary revisions of the parities that had char-
acterized the previous period. The band introduced
was relatively narrow (¥2.25 percent), so as 10 pro-
vide a clear indication of the authorities” intentions.
The rate of crawl was initially sizable (1.9 percent a
month through June 30, 1995}, so as to guarantee a
further improvement in competitiveness, but was
then gradually reduced.*

Why was the exchange rate preferred to other
nominal anchors, and what were the implications of
such a choice? In many respects, the choice of the
exchange rate as the nominal anchor was inevitable.
Traditionally, the exchange rate in Hungary, as in
many other small, open economies, has been highly
visible. As such, it represents an important focus for
the formation of the private sector’s expectations.
Moreover, the natural alternative, targeting some
monetary aggregate, was made difficult by the in-
stability of money demand, which was related to
wide-ranging structural changes in the Hungarian
financial and payments system (Box 2.2). The
choice of the exchange rate as the nominal anchor
had, however, an important consequence for the
shape of economic policies during 1995-97. Given
that the primary focus of the adjustment program
was external, the rate of craw] could hardly be used
aggressively to disinflate the economy: the possibil-
ity of faster disinflation was regarded as a poor
compensation for the external account risks arising
from tighter exchange rate policies. Thus, it is not

#5ee Chapter V for a detailed discussion of the changes in the
level and structure of public expenditure and revenues during
1995-97,

*The rate of crawl was 1.3 percent a month in the second half
of 1995; 1.2 percent a month during January 1996-March 1997,
and 1.1 percent a month from April 1997 until mid-August 1997,
when it was lowered to 1 percent. Through December 1996, the
forint was pegged o0 a basket of the Evropean currency unit
(ECLI}) (70 percent) and the ULS. dollar {30 percent). As of Janu-
ary 1997, the ECUl was replaced by the deutsche mark.

Economic Goals and Policy Strategy During |1995-97

surprising that the reduction in the rate of crawl be-
tween the second half of 1995 and the second half
of 1997 was rather modest.

As mentioned, the adjustment program also had
important heterodox features. The first relates to
the mechanism through which the needed redistrib-
ution of income from employees to employers was
brought about. Between the end of 1994 and the
middle of 1995, inflation increased from about 21
percent to more than 32 percent, reflecting sharp
adjustments in administered prices (particularly in
the energy sector) and the depreciation of the
forint. This inflationary outburst was to a large ex-
tent unexpected and had not been incorporated in
the wage agreements for 1995, most of which had
been concluded before the March stabilization pro-
gram was announced. The main effort required was
to make sure that the agreed wage increases were
not revised on account of higher inflation. To this
end, the authorities primarily used their influence
over wage developments in the public sector and
the public enterprise sector. In the public sector, the
decision not to revise the budgetary outlays for
1995 discouraged decentralized spending units
from granting wages in excess of those provided
for in the budget. As to the public enterprise sector,
still sizable at that time, instructions were issued to
avoid a wage acceleration. There was no formal
agreement with trade unions, though. The fact that
the authorities" tough wage policy was accepted
without disruption of work activity shows the
unions’ sense of responsibility and the fact that an
adjustment in real wages was regarded as in-
evitable.? Incomes policy agreemenis were instead
reached in 1996 and in 1997 in the context of the
Interest Reconciliation Council (IRC).5 In 1996,
the [RC recommended an average increase in gross
wages of 19% percent, with a range of 13-24 per-
cent to allow for different productivity growth
across sectors. The agreement assumed an inflation
rate of 18 percent. In the event, inflation was much
higher (see below), while gross wage growth in the
public sector (although not in the private sector) in-
creased by less than recommended. Again, this
contributed to the sirengthening of fiscal accounis.
The overshooting of inflation in 1995-96, however,

*Other factors were also important. In Hungary, the role of
trade unions in the emerging private sector branches (particularly
in multinational corporations) has been modest (Chaper X). In
these branches, wage increases are decided at the beginning of the
year, often without consultation with the trade unions. Wages are
not revised until the following vear. This facilitated the erosion of
real wages in the second half of 1995,

#The IRC is a tripartite institution comprising representatives
of trade unions, the government, and some employers’ associa-
tions. It issues recommendations for wage increases in the private
sector, which are not binding.
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Box 1.2. How Stable Is Money Demand?

The decision to adopt an exchange rate rule in March
1995 rather than o targel some monelary aggregale
was based in part on the perceived difficulty of reliably
forecasting money demand during a period of heighi-
ened macroeconomic uncertainty and structural trans-
formation, in addition to the absence of a timely and
accurate indicator of real economic activity.

Monetary developments since then have tended to sup-
port that decision. While the real value of M3 (currency,
bank deposits, and bank-issued financial securities) re-
mained relatively constant during 1992-94, real M3 de-
clined sharply (by 17 percent) between the end of 1994
and early 1996, before recovering somewhat since then
(see figure below). This dramatic reduction in financial
intermediation is also apparent in each of the major com-
ponents of M3, While this is not evidence of instability
per se, the evidence lies in the fact that the decline in the
monetary aggregate 15 poorly comelated with the level of

real activity and interest rates. As a consequence, had a
monetary target based on historical behavior been
adopted during this period, the monetary stance would
have been different than intended by the authorities.

The implications of the instability in money demand
for monetary targeting can be seen using a multivariate
emor correction model (VECM) of the form:

AZ =T\ AZ 4. .. A AT o + T + (1}

where Z is a vector of the variables log(Miadj),
log(prod), pi, Rdt, Rtb3comp:; logiM3ad)) is the natural
log of real M3, adjusted for interest accrued but not yet
paid on deposits; log{pred) is the natural log of the vol-
ume of industrial production; pi is the 12-month infla-
tion rate; Rdl is the interest rate on deposits held for
more than 12 months; Rib3comp is the compound in-
terest yield on 3-month treasury bills; and A indicates
the first difference of the vanable. An intercept and a

28

26 L. — L
12191 12192 1271193

F21194 121195

Sources: Mational Bank of Hungary, and IMF staff calculations.
'in real terms, seasonally adjusted, and for interest accrued but not yet paid.

made the 1997 wage agreement more difficult, and
led authorities to announce a relatively unambitious
inflation target for that year (see below).

The second heterodox aspect of the adjustment
program was related to monetary policy. Over
1995-97, monetary policy strove to keep forint in-
terest rates shielded from external pressures
through sterilized intervention. The Hungarian ex-
perience shows that, under certain conditions, it is

possible 1o maintain some monetary independence
for a fairly long period of time even in the presence
of a narrow exchange rate band.” During 1995-97,
the interesi rate differential with the deutsche mark,
adjusted for the announced rate of depreciation, al-

"Mareover, for most of 1995-97, the forint remained close o
the more appreciated margin of the band, o that the risk of a de-
preciation within the band may have appeared limited.
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linear time trend are included in the long-run model.
All variables are seasonally adjusted.

Based on the data available through the time, the
new exchange regime was introduced (December 1991
to December 1994) and Johansen's methodology, a
cointegrating relationship is found to exist between
M3, industrial production, interest rates, and inflation:!

L(M3adj) = ot + 031 L{prod) + 0.0015 Rdt
— (L0026 RibIcomp — 0.0067 pi
~(.0051 Trend (2)

These results imply that a | percentage point in-
crease in industrial production raises M3 by 0.3 per-
centage point; an increase in the interest rate on de-
posits increases M3, while an increase in inflation
{which represents a cost of holding currency ) and in the
yield paid on treasury bills (which are a substitute for
M3) lower M3. However, these relative price effects
are found to be quite small, in line with the empirical
findings of other researchers. Since the estimation pe-
riod covers the initial period of banking sector disinter-
mediation, money demand is found to have a negative
trend component.

Using the estimates from the VECM formulation, it is
possible to forecast the level of money demand during
1995. Had a monetary rule been pursued during this pe-
riod, such forecasts would have been used to establish
monetary targets under the program. One can see from
the figure that the model performs poorly out of sample,
providing forecasts of M3 during 1995 well above the
actual level.? The actual level of M3 is outside the two-
standard deviation band around the forecast throughout
the projection period. This would suggest that, had Hun-
gary followed a monetary target at that time, financial
policies would have been excessively lax.

The poor predictive power of the money demand
model can be related to the difficulty of capturing the
process of financial disintermediation through the in-
clusion in the equation of trend variables. In particu-
lar, a number of factors may have accelerated the fi-
nancial disintermediation process in 1995, The
increased presence of foreign banks in the domestic
banking system led to substantial modemization of
banking and payments technologies. These innova-
tions included the introduction of (1) automated weller
machines (ATMs) (which enabled Hungarians to re-

duce their average holdings of currency by lowering
the transaction costs associated with withdrawal); (2)
credit cards (which may have reduced households' av-
erage deposit balances since purchases no longer
needed to be financed by drawing down accumulated
deposits); and (3) a more efficient interbank clearance
system {which served to lower the demand for trans-
action money balances by limiting the time needed to
effect payments, thereby reducing the amount of
money in transit). Moreover, a wider range of non-
bank savings instruments became available—and
more accessible—during this period, including infla-
tion-indexed government bonds, investment and pen-
sion funds, and equities.

One would hope that, by adding additional informa-
tion, the predictive power of the model would improve.
Unfortunately, based on a reestimation of the model
through December 19953 actual money demand is sub-
stantially more than 2 standard deviations above the
forecast level throughout all but the first quarter of
1996, This underestimation may be partially related to
the omission of some relevant variables from the
model.* More fundamentally, it reflects the difficulty of
predicting the effect of financial innovation and disin-
termediation through a trend component.

The relative constancy of real M3 in 1996 following
several years of trend decline suggests that forecasting
could become more reliable in the future.,

This box was prepared by Rachel van Elkan.

ITwo cointegrating vectors were found 1o be present. On the
basis of theoretical priors regarding the signs and magnitudes
of the elements of the vectors, one eigenvector wis rejected.

*The inclusion of squared and cubic trend terms did not
improve the forecasting performance of the model.

*The long-run cointegrating relationship for the period
1992:1 1o 1995:12 is:

LiMIadf) = o + 0.31 Liprod) + 0.0026 Rd™
- 0.0035 Reb3comp — 0.0061 pi
= (L0044 Trend.

“The cost of reserve requirements declined in 1996 (Chap-
ter X1k insofar as this decline led 1o a spread between lend-
ing rates and treasury bill rates (and assuming that money de-
mand is affected negatively by lending rates), the omission
from equation (1) of the lending rate may explain an under-
prediction in 1996,

ways remained positive, initially at about 5-10 per-
centage points, and after the spring of 1996 in the
3—4 percentage point range (Figure 2.3), Taking
into account domestic inflation, this was enough to
keep real interest rates on government paper posi-
tive (at about 1-2 percent using ex post inflation
rates—Figure 2.3—and probably higher using ex-
pected inflation rates). This policy succeeded for
several reasons. First, constraints on capital move-

menis. both inward and outward, have been in
place, and were more stringent for short-term in-
vestment (Chapter X1I). Although they may have
been partially circumvented (as suggested by siz-
able errors and omissions in the balance of pay-
ments), they nevertheless helped to shield domestic
monetary policy. Second, the limited liquidity of
Hungarian financial assets reduced the attractive-
ness of speculative investment for foreigners, al-
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Figure 2.3. Interest Rates'
(in percent)
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Sources: Mational Bank of Hungary (MBM), Monthly Report. and
IMF sl calculavons.

1On & compounded annual basss.

IMominal treasury-bill rate adjusted for the ex post vwebve-
month TPl growth rate.

FMreasury bill relative to German interbank rate. adjusted for
the monthly rate of crawd for the forint.

though probably not for residents ® Third, the cost
of sterilized intervention was lowered in Hungary
by the fact that, in early 1995, the stock of external
debt issued at high spreads was quite large: foreign
exchange reserves purchased by the National Bank
of Hungary in the market could be used for early

A large share of foreign exchange market intervention re-
flected reverse currency substitution (in particular, domestic
banks converting into forint their large stock of foreign exchange
reserves deposited at the central bank).

It MACROECONOMIC AND STRUCTURAL ADJUSTMENT

repayment of external debt, with an implicit high
vield, thus reducing the cost of sterilized interven-
tion commensurately.” Nevertheless, the extent of
the foreign exchange intervention was impressive.
It amounted to 80 percent of base money in 19935,
and to a sull sizable estimated 50 percent in 1997,

The Structural Component

The goals of the structural adjustment program in
1995-97 were to reduce Hungary's external debt
through privatization receipts from abroad, strengthen
the supply response of the system, and consolidate the
progress made in the fiscal balances.

A key step was the revival of the privatization
process, which had stalled in 1994 (Chapter VIII). Pri-
vatization receipts during 1995-97 amounted (o a cu-
mulative 12 percentage points of GDP (against 8 per-
centage poinis in the preceding five years), more than
80} percent of which came from abroad. This had three
beneficial effects on the economy. First, it facilitated
the increase in productivity needed to sustain outpul
growth in the medium term as foreign ownership in-
jected fresh capital and know-how. Second, it con-
iributed critically to the decline in public and external
debt ratios, reducing the country’s exposure o exter-
nal shocks. Third, it involved sizable savings for both
the fiscal deficit and the external current account.'”

Another important step was the further relaxation of
constraints on external transactions. lmportant mea-
sures in the liberalization of capital ransactions were
undertaken, partly reflecting the requiremenis for ac-
ceding to the OECD (Chapter XI1). The trade liberal-
ization process was also continued (Chapter 1X).
There was a further relaxation of the remaining impori
quotas (which, already in 1994, covered a relatively
limited number of goods). The effective tanff rate (i.e.,
the ratio between tanff and fees revenues and the total
import value) did increase in 1995, reflecting the
above-mentioned import surcharge, but fell rapidly in
the following two years as the impon surcharge faded
away and underlying tariffs and fees were reduced or
removed in line with Hungary’s intemational commit-
ments. Indeed, the effective tariff rate in 1998 is ex-
pected to be one-third of its 1994 level,

Fiscal reform focused on the reduction in the
overall size of the public sector and on social secu-
rity reform. While official data tend 10 overstate the

*Refinancing the whole stock of old debt throngh new hormomw -
ing would have been problematic (keeping gross borrowing low
facilitated the decling in the spread). In any case, the spread on
new issues declined only gradually from high levels in early
1995,

WAs the average interest rate paid on external debt by Hungary
at the end of 1994 was fairly large, the cumulative prvatization of
1995-97 resulted in annual savings of about % percent of GDP
for the external current account and the public sector budger.
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magnitude of the phenomenon (Chapter V), primary
revenues and expenditure ratios dropped by about
10-15 percentage points of GDP between 1994 and
1997 (albeit from high levels). The revenue drop re-
flected sizable cuts in enterprise taxes and trade tar-
iffs (but households taxes were also lowered). It may
also have been affected by increased tax erosion and
evasion, although, in the same period, several mea-
sures were undertaken to strengthen tax administra-
tion. On the expenditure side, in March 1997, public
employment stood at about 11 percent below its
level of three years before. Outlays for subsidies,
pensions, and investment also declined in relation to
GDP. Important structural reforms—with less imme-
diate effects on the deficit but crucial for the
medium- to long-term evolution of public fi-
nances—were also undertaken in the social security
areda. The most important reform was the pension re-
form: enacted in two steps—in 1996 and 1997—it
involved an increase in pension age, penalties for
early retirement, a revision in the pension indexation
mechanism, and the introduction of a fully funded
component of the pension system, aimed at provid-
ing about 25-30 percent of pension revenues in the
long run. Parliament also approved a resolution as-
signing to the government the mandate to reform the
disability pension system, but a new law in this area
is not expected until after the May 1998 elections.!!
Measures were also introduced to rationalize the
health system (reductions in pharmaceutical subsi-
dies, and steps to reduce unused hospital capacity).
However, the reform laws enacted in 1997, while
providing a useful streamlining of existing legisla-
tion, fell short of what was needed to give the health
system sounder and more efficient foundations
(Chapter V).

Results of the Adjustment Program
External Accounts

During 1995-97, the performance of the Hungar-
ian economy improved in almost all respects. The
most impressive result of the program was the dra-
matic turnaround in the external accounts, which 15
illustrated by two key statistics: the external current
account deficit fell from 9% percent of GDP in 1994
to a projected 2% percent of GDP in 1997; and net
external debt was lowered from more than 45
percent of GDP to less than 30 percent of GDP,12

HThe disability pension system is poorly targeted. As a result,
people of working age receiving dizability pensions represented
almost 9 percent of the workforce in 1997,

12The reduction is even larger excluding intracompany [oans,
which increased rapidly in 1995-97.

Results of the Adjustment Program

This turnaround benefited from favorable external
conditions {the growth rate of imports of Hungary's
partner countries was 7 percent in 1995-97, against
4% percent during the first half of the 1990s), but
should be credited primarily to the policies imple-
mented by the authorities.

To clarify the link between economic policies
and external developments, it is useful to break
down the external current account into an interest
component and a noninterest component. As shown
in Figure 2.4, the improvement in the noninterest
component is closely correlated with the improve-
ment in the fiscal balance. Of course, the adjust-
ment also required a corresponding adjustment in
the real exchange rate, which was overvalued at the
end of 1994. However, after the initial adjustment
in 1995, the CPI-based real exchange rate gradually
recovered and eventually exceeded its end-1994
value. On the other hand, the depreciation of the
unit-labor-cost-based real exchange rate persisted
{and was about 20 percent; Figure 2.2). The differ-
ent behavior of the two real exchange rates reflects
a number of factors, including increasing profit
margin and faster productivity growth in the trad-
able vis-fi-vis the nontradable sector, strengthened
by the fact that adherence to the incomes policy
guidelines proved to be somewhat stricter in the
tradable sector, possibly reflecting the discipline
imposed by the exchange rate peg. The improved
competitiveness of Hungarian exports is evidenced
by the steep increase in the dollar receipts for ex-

Figure 1.4, Fiscal Balance and External
Current Account
{In percent of GDF)

1994 1995 199 1997

Source: IMF staff calculations.
| Bxclsding nat inperest payments.
peracional deficie {see Bos 2.1).
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Figure 2.5. External Current Account and

Trade Balance
(Three-month moving average, millions of U.S. dollars)
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Sources: National Bank of Hungary; and IMF staff estimates.
IThe dotted line is the raw series; the solid line is seasonally
adjusted.

ports, which outstripped the sharp rise in imports
(Figure 2.5).13

The improvement in the current account also re-
flected a sizable decline in the burden of net interest
payments, which dropped by 1% percentage points
of GDP between 1995 and 1997.14 This drop was
due to two factors: the decline in the stock of net ex-

13The figure, as well as the data in Table 2.1, may overstate the
actual increase in external trade. Export receipts in 1994 may
have been artificially depressed by hidden capital outflows.
Moreover, anecdotal evidence indicates that imports for reexport
increased rapidly during 1995-96. The further sharp increases in
imports and exports recorded in early 1997 may also be due to
changes in the recording of some imports for reexport from a net
basis to a gross basis.

14The comparison with 1995 is more significant than that with
1994 because the increase in interest rates on Hungarian debt ob-
served in 1994 was reflected in interest payments only in 1995.
Moreover, to a large extent, the interest savings related to privati-
zation receipts were not felt until 1996, as privatization receipts in
1995 were concentrated in December.

Table 2.4. Factors Underlying the Change

in Net External Debt, 1995-97
(In billions of U.S. dollars)

Change in net external debt! 5.7
Current account deficit 54
Foreign direct investment

(excluding privatization receipts

and intercompany loans) 3.7
Privatization receipts —4.2
Errors and omissions in the balance

of payments -3.6
Other? 0.3

lIncluding intercompany loans.
Yncluding changes in cross exchange rates.

ternal debt and the authorities’ active policy of refi-
nancing high interest loans undertaken before 1995
with lower interest loans, as the risk premium on
Hungarian government debt declined sharply.

The reduction in the current account deficit and
the increased privatization receipts from abroad
were, of course, key factors behind the drop in net
external debt. Other factors were at play, some of
which may be related more to the overall improve-
ment of Hungary’s economic conditions than to spe-
cific policy measures undertaken by the authorities.
Table 2.4 provides a breakdown of the factors behind
the decline in net external debt. The table highlights
the importance of FDI and, in particular, of privati-
zation receipts. It also shows that a large component
of the decline in net external debt (about $3.5 billion
out of an overall decline of about $5% billion) can-
not be identified precisely, as it corresponds to the
errors and omissions in the balance of payments.
This item is likely to include both current account
transactions (which would give rise to a genuine de-
cline in net external debt) and capital account trans-
actions (which would largely be matched by un-
recorded debt components). It is also possible that
the errors and omissions item hides, as a result of a
“confidence effect” in the forint, the surfacing of un-
recorded financial assets held abroad illegally by
residents. It is impossible to quantify the relative
size of these components, particularly during a pe-
riod in which there was a significant improvement in
both recorded current account and capital account
transactions.

Output Growth, Aggregate Demand
Composition, and Unemployment

A slowing down of economic activity was re-
garded as the inevitable by-product of the adjust-
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ment program. On average during the 1990s, and
even after the initial output shock had been ab-
sorbed, output growth in Hungary remained well
below its potential (Chapter VI). Nevertheless, the
output acceleration of 1994 (Table 2.1) was clearly
not sustainable, as it relied excessively on domestic
demand and soon clashed against the external con-
straint. The program’s envisaged shift of resources
toward the external sector was accompanied by a de-
celeration of growth in 1995-96. However, it is re-
markable that, despite the magnitude of the required
external adjustment, output growth remained posi-
tive in both 1995 and 1996, and accelerated briskly
in 1997 (Table 2.1 and Figure 2.6). This result owes
much to the structural changes that had already
taken place in the first half of the 1990s. These
changes allowed the export sector to react promptly
to the macroeconomic stimuli coming from eco-
nomic policies.

Figure 2.6. Industrial Production and
Domestic and External Components of

Aggregate Demand
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(Seasonally adjusted)’
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Source: Hungarian Central Statistical Office.
|Also adjusted for working days.

Results of the Adjustment Program

The extent of the adjustment of aggregate demand
from internal and external components is illustrated
by Figure 2.6 (lower panel) and Figure 6.1 in Chap-
ter VI. The contribution of external transactions to
growth turned from minus 5 percentage points in the
average of 1993-94 to plus 32 percentage points in
1995-96. This exceeded the negative contribution
that was coming from domestic consumption and in-
vestment. The decline in consumption was expected
and was indeed an integral part of the adjustment
process. The adjustment was painful: net real wages
dropped by a cumulative 16 percent in 1995-96
(Figure 2.7), and private consumption dropped by 10
percent. By 1997, however, both real wages and pri-
vate consumption had begun to recover. The re-
sponse of fixed investment was initially lukewarm:
investment accelerated only in the second quarter of
1996. This delayed recovery is understandable. Even
though enterprises’ internal financial sources im-
proved rapidly in 1995, it stands to reason that enter-
prises initially took a wait-and-see attitude, given the
uncertainty about the success of the stabilization, be-
fore launching new investment projects, particularly
in domestically oriented activities (FDI, even ex-
cluding privatization, remained high throughout the
period). Moreover, housing investment was con-
strained by the squeeze in households’ cash flow and
cuts in housing subsidies.

During the last three years, the unemployment rate
has remained broadly constant at about 10-11 per-
cent, and has failed to decline even during the most
recent recovery (Figure 2.8). While in all countries
employment lags behind output, a decisive increase
in employment may require structural measures—
such as a further reduction in labor taxes and a re-
form of the income support schemes that would dis-
courage the active search for jobs (see Chapter X).

Inflation

As argued above, the main target of the authori-
ties” 1995-97 adjustment program was external. The
establishment of a crawling exchange rate regime
aimed at avoiding a permanent acceleration of infla-
tion, which indeed was initially expected to come
down quite rapidly in 1996 and 1997. In the event,
however, progress on the inflation front was more
limited than initially envisaged (Table 2.5 and Figure
2.9): the 12-month inflation rate was 18.4 percent in
December 1997, one of the lowest levels in the
1990s, but still not too far from the range in which
inflation had remained in 1993-94.

The resiliency of inflation in 1996-97 reflects in
part the authorities’ priorities (the need to avoid ex-
cessive risks to the external sector), and in part ob-
jective factors raising the cost of disinflation (see
Chapter VII). These difficulties included sticky in-
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Figure 2.7. Real Wages in Industry!
(1993 = 100) y
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| Adjusted for working days and seasonally adjusted.

Figure 2.8. Unemployment Rate

(Seasonally adjusted)
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Sources: Hungarian Central Statistical Office; and IMF staff calculations.

flation expectations, after years of moderate but changes in administered prices). These difficulties
steady inflation—a difficulty that had been exacer- are apparent in 1996, a key period, as price develop-
bated by the peak in inflation in 1995; the still lim- ments that year also explain the authorities’ decision
ited credibility of the newly established monetary to revise the inflation target upward for 1997.

framework; and continued pressure on prices arising The authorities’ target for 1996 was ambitious:
from the transition process (in particular, the needed inflation was expected to fall by more than 10 per-
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Results of the Adjustment Program

Table 2.5. Consumer Price Index Inflation Targets and Outcomes

Sepr. 1994 March 1995  Original' Revised! Ovriginal! Revised?
|'995 1996 1997
Average inflation
Target 2% 15-17 ] 23l 13 18
Actual 284 234 184

Targets set in December 1995, as part of the IMF-supparted adjussment program.

Hievised in |une 1996,

Figure 2.9. CPI Inflation
{Twehve-month growth rate)
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centage points with respect to 1995 In the event,
inflation did drop fairly rapidly, but was about 5%
percentage points above target. This overshooting
was due primarily to two factors: first, the limited
credibility of the anti-inflationary program and the
related failure of the incomes policy guidelines to
keep gross wages in line with the target, which was
more evident in the private nonmanufacturing sec-
tor; and, second, further large increases in adminis-
tered prices, whose extent had initially been under-
estimated. !5 By the spring of 1996, it had become
apparent that inflation would exceed the target and

SInitially, it had been expected that the increase in adminis-
tered prices would raise the CPI by about 2 percentage poinis in
January 1996, The sctual contribution was twice as large. Thus,
taking into account the reaction of other prices to changes in ad-
ministered prices, this unexpected increase in administered prices
explains about one-hall of the 1996 price overshooting.

1994 1995 - 1996 1997

the authorities were faced with the difficult choice
of revising the target or tightening policies (includ-
ing exchange rate policy). As the latter option
would have involved significant risks for output
and external developmenis, the inflation target was
revised for both 1996 and 1997. A key factor in this
decision was the expected difficulty of reaching an
incomes policy agreement with trade unions for
1997 based on low nominal wage increases after
the overshooting of inflation in both 1995 and
1996.!6 The decision resulted in a limited decline in
inflation through 1997, However, it had a positive
effect: with inflation developments in 1997 broadly

WThere was also a problem of iming. The 1997 inflation target
was announced in June 1996, when the 12-month inflation rate
had just started declining. With the benefit of hindsight, that is,
taking into account the drop in inflation in the second half of
1996, the announcement appears to have been premature.
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in line with the revised target, the authorities’ cred- Mario 1. Blejer and Marko Skreb (Cambridge, Massa-
ibility was enhanced and this strengthened the chusetis: Cambridge University Press), pp. 172-203.

prospects for a faster disinflation in 1998 and in the Krueger, Thomas, and Mark S. Lutz, 1995, “Develop-
medium term (Chapter XIII). ments and Challenges in Hungary” in Road Maps of

the Transition—The Bealtics, The Crech Republic,
Hungary, and Russia, by Biswajit Banerjee and oth-
ers, IMF Occasional Paper No. 127 (Washington: In-
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Il The External Current Account and
Net Foreign Assets: Longer-Run
Equilibrium Perspectives

Thomas Krueger and Carlo Cottarelli

he external current account in Hungary has

been volatile during the transition period since
1989: small surpluses in the early years were fol-
lowed by current account deficits of about 10 per-
cent of GDP in 1993-94, and a subsequent strength-
ening with deficits averaging 3% percent of GDP
during 1996-97 (Table 2.3 in Chapter II). From a
saving-investment perspective, the relatively strong
current account position in the earlier vears reflected
robust household saving but also weak investment
demand in the wake of initial uncertainties surround-
ing the transition process (Table 2.2 in Chapter II).
But with a considerable weakening in public and pri-
vatle sector savings, domestic saving was inadequate
to finance the subsequent rebound in investment,
leading to a substantial reliance on foreign saving.
More recently, following the introduction of a policy
adjustment package in early 1995, the current ac-
count deficit has dropped sharply: the 1997 deficit-
to-GDP ratio is projected to be less than one-third of
its 1994 level (Figure 3.1).

Developments in the current account have been
mirrored to some extent by movements in real ex-
change rates, in particular, those based on unit labor
cost (Figure 2.2 in Chapter 1I). The appreciation of
the forint contributed, with some lag, to the deterio-
ration of the current account in 1993/94 (although
several other factors, including the impact of new
bankruptcy regulations, were also important).! With
product-based gross real wages declining by about
6% percent during 1995-96, and concurrent substan-
tial productivity gains, the gains in competitiveness
were quickly reflected in a turnaround of the current
account. These gains in competitiveness were also
evidenced in strong gains in export market share that
continued into 1997,

LAs dizcussed in Chapters 11 and V1, these regulations forced
many firms, including those in the export sector, to close down,

In parallel with the swings in the external current
account, Hungary also witnessed relatively large
movements in its foreign asset and debt position
over the past seven years (Figure 3.1). The strong
current account position at the beginning of the
decade, as well as foreign direct investment inflows,
contributed to a decline in the external debt-to-GDP
ratio, which, however, by the end of 1992 remained
well above levels in many other emerging markets—
a legacy of the past. During 1993-94, sizable new
net borrowing was needed to finance the current ac-
count deficit, and it was only in 1995 that the net
debt ratio began to decline again, helped by the nar-
rowing of the current account deficit and exception-
ally large inflows of foreign direct investment, in-
cluding privatization receipts. Even with its large
external debt and debt service burden, Hungary has
maintained its impeccable debt service record and,
following policy adjustments since 1995, yield
spreads have declined rapidly.

The volatility of the external account balance dur-
ing the 1990s raises the issue of what level of this
variable is broadly appropriate as a longer-term
equilibrium. To address this issue, this chapter draws
mainly on theoretical models that analyze the cur-
rent account from an intertemporal saving-invest-
ment perspective. These models, which build on ear-
lier work in the context of closed economies (for
example, Lucas, 1981), highlight the role of the cur-
rent account as a buffer against temporary shocks
{such as a relative cyclical weakening or temporary
negative supply shocks). But they also underscore
the role of the current account in allocating re-
sources in a more sustained way over time, for ex-
ample, as a way of building up a country’s foreign
assets ahead of a relative aging of its population.

While the main focus of this approach is on flow
equilibria, as reflected in the external current ac-
count, the approach also has implications for the cu-
mulated sum of a country’s historical current ac-
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(minus international reserves) and GDP in Hungary over the sim-
ple average of the same ratio computed for the countries classified
in the Warld Ecanamic Outhesk as “market borrowers™ or “countries
without recent debt service difficulties.” The figure for 1997
assumes that the ratio for the other countries s unchanged with

raspect o | 996,

IThe figure reports the rato berween gross escernal debo
(minus international reserves) and exporw of goods and services
in Hungary over the simple average of the same rato computed
for the eountries classified in the Word Economic Outiook as “rmarket
barrowers” or "countries without recent debt service difficulties”

counts, as reflected in the stock of external debt and
foreign assets. Accordingly, in addition to analyzing
the current account position, this chapter will also at-
tempt to examine if, from cross-country compar-
isons, lessons can be drawn about Hungary's current
net foreign asset position and its projected future
path.

The chapter draws on ongoing analysis in the IMF
on longer-run equilibrium current account and ex-

change rate paths, and, in particular, on a recent
study by Debelle and Farugee (1996). Based on
these results, simulations are presented that may pro-
vide a reference point for a current account or net
foreign asset position.

Determinants of the External
Current Account and Net Foreign
Assets: Theoretical Aspects

Intertemporal Models of the Current
Account as Saving-Investment Balance

External capital flows enable a country to import
for some time more goods and services than it ex-
ports. Intertemporal solvency implies that these
debis should eventually be repaid through surpluses
on the trade and services accounts. In this way, the
external current account is fundamentally a venue of
intertemporal resource allocation between countries.
This aspect is at the center of the approach that ana-
lyzes the current account within an intertemporal
saving-investment model, and identifies the factors
that may make it optimal for countries to run current
account imbalances for some periods.

In addressing these issues, it is helpful to recall
that net exports (X—M) have to equal ex post private
sector saving (57) minus the sum of the government
deficit (DEF) and private investment ([):?

S _DEF-[=X-M. ()

Net exports is the national accounts equivalent to
the external current account (CA), excluding trans-
fers; for simplicity, it is assumed in this section that
these transfers are zero so that the current account is
equal to net exports.

The main focus of the intertemporal saving-in-
vestment approach is to identify the determinants of
the left-hand side of equation (1), taking into ac-
count the intertemporal solvency condition of a
COuntry:

PVICA) = — NFA,, (2)

whereby the present value of all future current ac-
count balances, PV(CA), must equal (the negative
value of) a country’s initial net foreign asset posi-
tion. This allows a country with an initially positive
net foreign asset position to “eat up” the assets over

*Recall the national accounts identity that relates national in-

come (¥} 1o the different demand components: Y= C+/+ G+ X
— M. Equation (1) is derived directly from this identity, defining
the government deficit (DEF—on a national accounts basis—as
DEF = - T and private sector saving as 5¢ = (¥ — C - T}, where T
denotes taxes net of ransfers. X - M includes (excludes) net factor
payments if ¥ is based on gross national (gross domestic) income.
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time by running current account deficits, and vice
VErsa.

The intertemporal model highlights the role of the
current account as buffer for rransitory shocks. This
essentially extends the consumption smoothing
model to an open economy: among other things, it
suggests a relatively strong current account position
for a country that is in a weaker cyclical position
than its trading partners; also, in the case of lempo-
rary real exchange rate, terms of trade, or supply
shocks, demand smoothing would result in tempo-
rary current account imbalances. For example, an
unusually bad harvest, as Hungary witnessed for
several years in the early 1990s, may have only a
limited effect on domestic demand and result in a
concurrent temporary deterioration of the external
current account.? Temporary shocks that affect the
current account can also be policy induced, includ-
ing monetary policy shocks and temporary changes
in the fiscal policy stance.

The intertemporal approach also identifies factors
that may result in more sustained periods of current
account imbalances. A potentially important factor
in this regard is a country’s relative srage of develop-
meni: a country that starts from a less-developed po-
sition, and is expected to narrow its relative income
gap, could be expected to run a current account
deficit during part of the catch-up period. While this
would allow some intertemporal smoothing of con-
sumption, it should also be reflecied in a relatively
large share of capital goods imports. As a result, the
composition of a current account imbalance may be
an important indicator of its sustainability. To some
extent, these factors have an analogue on the capital
account side. In particular, FDI-based financing may
be able to sustain larger current account deficits or
deficits for longer time periods.

Demographic factors may also result in sus-
tained periods of current account imbalances. The-
ories in this respect mostly build on aggregate life-
cycle models. In particular, as a country's
population ages relative to ils partner countries, its
dependency ratio tends to rise; and if, as the life
cycle hypothesis suggests, older dependent people
have lower propensities to save, this would tend to
lower a country's saving rate over time.* In order
for the intertemporal solvency condition (2) to
hold. this country would have to save relatively

THowever, to the extent that temporary shocks affect a coun-
try’s net foreign asset positon—for example, o temporary deteri-
oration in the current account raises the external debt level and in-
credases the future financing need—emporary shocks may also
have longer-run implications for saving and investment and
thereby the current account,

Cross-section and cross-country evidence on the importance
of these factors is mixed; see, for example, Polerba (1994), but
also Mazson, Bayoumi, and Samiei (1995),

Determinants of External Current Account and MNet Foreign Assets

more in the years prior to the relative rise in its de-
pendency ratio, that is, ceteris paribus, a country
would have to record a stronger current account po-
sition in the earlier years ahead of the relative aging
of its population. Also, demographic developments
can affect the fiscal position, for example, through
their effect on the pension system. Let us, there-
fore, turn to the impact of fiscal policy on the cur-
rent account.

Fiscal policy can affect the current account in
these models through several channels (Frenkel and
Razin, 1996). The fiscal deficit may affect a coun-
try's current account if Ricardian equivalence does
not (fully) hold, so that changes in public sector sav-
ing are not fully offset by changes in private sector
saving (see equation (1)). Fiscal policy also exerts
direct demand effects (or indirect effects via taxation
and transfers), and these have repercussions on the
external current account. For example, to the extent
that the private sector has a different (generally
lower) marginal propensity to consume nontradable
goods than the public sector, a temporary increase in
government demand would affect the current ac-
count even if Ricardian equivalence held (Osiry,
1988).

The real exchange rare may also affect saving
and investment directly and thereby the lefi-hand
side of equation (1). While empirical evidence in
this regard is at best mixed, the real exchange rate
has generally a strong impact on external trade
flows—that is, the right-hand side of equation (1)—
as is captured in standard estimates of relative price
elasticities for imports and exports. Therefore, in
the empirical model employed in the next section,
the real exchange rate is the key endogenous vari-
able that ensures over the medium term ex ante bal-
ance between saving minus investment and the ex-
ternal current account, as captured by the two sides
of equation (1).5

Finally, intertemporal models of the current ac-
count ascribe an important role to inferest rates and,
more generally, rates of return on assets. First, a rise
in real interest rates has a wealth effect. It is nega-
tive in countries that are net borrowers, like Hun-
gary, as it increases their debt service burden; as a
result, Hungary would have to run larger current ac-
count (net of interest payments) surpluses over time
if there were a sustained nise in real interest rates.
Second, as an intertemporal price, the real interest
rate also affects the intertemporal demand and sup-
ply pattern, and thereby the current account,

5This role of the real exchange rate is a comerstone of the

macroeconomic balance approach, which goes back m least 1o
Laursen and Metzler (1950), Harberger (1950), and Meade
(1951). More recent analyses of the effect of real exchange rates
on saving include Svensson and Razin { 1983),
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Foreign Asset Equilibria

The cumulated sum of a country’s historical cur-
rent accounts, adjusted for transfer payments and
valuation gains, determines its net foreign asset posi-
tion at any particular point in time. An alternative
way to apply the intertemporal saving-investment
maodel is, therefore, to focus on a country’s net for-
eign asset position (i.e., a stock equilibrium) rather
than the current account (i.e., a flow equilibrium).
This may provide some additional insights, in partic-
ular in empirical work. For example, by analyzing
the net foreign asset position, one can draw on the
empirical observation that some, notably develop-
ing, countries have encountered (negative) net for-
eign asset positions that wrned out to be ultimately
unsustainable. The outstanding stock of net foreign
assets may also provide an important indicator of a
country’s access to financial markets, an aspect that
may not be adequately captured by an exclusive
focus on current account flow developments.

With net foreign assets essentially representing the
stock equivalent to the current account, the theoreti-
cal determinants of a country’s optimal foreign asset
position are closely related to the factors identified
above in the intertemporal saving-investment model.
In tum, net foreign assets have two important effects
on a country's current account. First, the return on
these assets directly affects the current account in the
form of net interest and dividend payments as well as
profit remittances. Second, net foreign asset positions
should, over longer time periods, be reversed as indi-
cated by the solvency condition (2) above. It has
proven difficult to disentangle these two effects in
empirical work on the saving-investment model. As a
result, analyzing a country’s foreign asset equilib-
rium directly may provide useful additional insights
into a country’s external position.

Model-Based Results and
Cross-Country Comparisons

The theoretical framework of the previous section
can now be applied 1o analyze the external equilib-
rium for Hungary. However, in view of the fairly
short experience with a relatively liberalized balance
of payments, the analysis to identify the longer-run
importance of different variables has to rely largely
on historical evidence and parameter estimates for
other countries. These parameter estimates are ap-
plied in this section to Hungary and provide a bench-
mark against which one can assess Hungary’s devel-
opments and prospects.

The analysis in this section draws extensively on a
recent study by Debelle and Farugee (1996). Cover-
ing 1971-93, they provide an empirical investigation

of the external current account and net foreign asset
determinants for a large set of countries, including 21
industrial countries and 34 other, mainly developing,
countries. Their panel data study, which does not in-
clude Hungary, uses cross-section analysis—where
each country is treated as a single observation—as
well as time series panel data—where also the behav-
ior over time in the different countries is analyzed.

Intertemporal Saving-Investment Model

Based on the econometric relations estimated by
Debelle and Farugee (1996), the following equation
can be used to derive a benchmark value for the
medium-term equilibrium value of the external cur-
rent account in Hungary:®

CA=-191-0.13DEF - 0.I4DEP
+ alDEVREL. (3)

Here, the current account depends on three factors:
the general government deficit-to-GDP ratio (DEF),
the dependency ratio (DEF), and a country's relative
stage of development (DEVREL). The parameter esti-
mates in equation (3) suggest that a decline in the
general government deficit-to-GDP ratio by 1 per-
centage point would tend to raise the current account
balance by 0).13 percentage point of GDP, an estimate
that indicates a small deviation from Ricardian equiv-
alence.” One issue that needs to be solved in deriving
estimates for the equilibrium current account is which
value of the fiscal deficit should be used in equation
(3). The solution used here is to use the maximum
deficit that would be consistent with a “sustainable”
path of the public-debt-to-GDP ratio, that is, with
keeping the debt ratio constant at a level of about 60
percent of GDP (not far from the average level at
which the Hungarian authorities intend to keep the
public debt ratio in the next five years; see Ministry of
Finance and others, 1997). This approach has the ad-
vantage of focusing on values of the fiscal and exter-
nal deficits that are consistent with both the intertem-
poral budget constraint of the country and with the
intertemporal budget consiraint of the government.®

“Debelle and Farugee (1'996) repont severil estimates for indus-
trial as well as for developing countries. Equation (1) is based on
one of their estimates for developing countries (see column {3) of
Table A2 in their paper); using other specifications yields in most
cases quite similar results for Hungary's benchmark current ac-
count level; also see Krueger { 19%96).

"Other specifications in Debelle and Farugee (1996) yield
sometimes larger deviations from Ricardian equivalence. Also,
note that, in contrast (o the Gscal deficit, government expendi-
tures were not found o be a statistically significant determinant
of the current account.

#This yields a fiscal deficit of about 4 percent of GDP, after ad-
justing for inflation. Note that the operational deficit implicit in
the Hungarian authorities” medium-term scenario is lower, as the
authorities target a decline in the public debt ratio. Thus, using
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Model-Based Results and Cross-Country Comparisons

The relative dependency ratio of a country is also
estimated to have a significant effect on the current
account. As predicted by the model discussed in the
previous section, countries with a relatively small
dependency ratio tend to have stronger current ac-
count positions, with a 1 percentage point rise in the
dependency ratio estimated to result in a 0.04 per-
centage point decline in the current account-to-GDP
ratio. At present, Hungary’s dependency ratio is
below the developing couniry average underlying
the parameter estimates in equation (3 )—reflecting
the large proportion of underaged youth in develop-
ing couniries—with some relative increase expected
over the next five years.?

The empirical model of equation (3) also indicates
that the relative stage of development has an impor-
tant effect on the current account. In the estimates of
Debelle and Farugee (1996), this variable is proxied
by a country’s relative income and relative capital
stock position.'” This effect tends to strengthen the
estimated current account balance in the case of Hun-
gary, especially in view of its larger estimated capital
stock compared with many developing countries.

Using the parameters in equation (3) yields a
benchmark current account deficit for 1996 of 3%
percent of GDP. This value is close to the actual
deficit registered that year and somewhat larger than
the one expected in 1997 (Figure 3.1). Thus, the au-
thorities’ adjustment policies after March 1995 sue-
ceeded in lowering the external deficit to a level that
can be regarded as broadly consistent with the struc-
tural features of the Hungarian economy, based on
CTOSS-COUNITY COMPparisons.

The above results should, of course, be taken with
caution, for two reasons. First, the state of the art of
empirical work in this area does not generate econo-

the actual fiscal targets would yield lower values for the bench-
mark current account deficit, Finally, note that the inclusion in
equation (3} of the fiscal deficit by no means implies that any in-
crease in the fiscal deficit would raise the level of the sustninable
normal external deficit, A fiscal deficit level that was imconsistent
with the government’s intertemporal budget constraint could lead
o an unsustainable deterioration of the external accounts,

*The dependency ratio is defined here as the sum of the number
of people under 19 and above 65, divided by the rest of the popu-
lation, This understates the ratio in cases where the mandatory re-
tirement age is below 65 or o portion of the working age popula-
tion is not employed. Particularly in comparison with some
industrial countries, these factors may be relatively imponant in
Hungary, although the recently introduced pension reform could
be expected to alleviate some of these effects; see also the discus-
sion in Chapter V. It should also be noted that the dependency
ratio is only a rough approximation of the intertemporal demo-
graphic factors suggested by theoretical economic models, as dis-
cussed earlier.

T heir specification included level and square terms for both
varinbles. When only the relative income level is included in the
regression, the coefficient of is positive, as expected in the theo-
retical model of the previous section.

metric estimates that can be put into narrow confi-
dence bands. Indeed, some other parameter esti-
mates presented by Debelle and Farugee (1996)
would yield a somewhat lower benchmark current
account deficit for Hungary (Krueger, 1996). Sec-
ond, the model estimated by Debelle and Farugee
(1996) does not take into account some factors that
may be important for Hungary, as well as for other
transition economies. For example, the capital re-
quirement of transition economies may be temporar-
ily higher than in other economies, because of the
need to rebuild the capital stock (Krueger, 1996),
Another aspect concerns the composition of the fi-
nancing of the current account deficit. As noted
above, foreign direct investment may allow for sus-
taining larger external imbalances for longer periods
of time, as they typically tend to be less volatile than
other forms of external financing.!! Of course, this
conclusion should not be drawn to the extreme of 1g-
noring altogether the long-run implications of FDI,
for example, for the service component of the exter-
nal current account.!2

The above-described econometric estimates also
provide some indications of how the external current
account should move in time, as the determinants of
the current account in equation (3) are not fixed,
Based on projections for these determinants,'? the
benchmark external current account would be ex-
pected to decline over lime (on average by abour '
of a percentage point of GDP a year in the six years
starting in 1996; as noted, the improvement expected
in 1997 is larger than this amount). Such a decline
reflects the relatively rapid increase in per capita in-
come and the capital stock projected by the authori-
ties (per capita income is expected Lo rise by almost
4 percent a year during 1997-2002). This would be
only partially offset by a projected concurrent deteri-
oration in the dependency ratio relative to develop-
ing countries.

Stock of Net Foreign Asset

Hungary's net external debt position has improved
rapidly since 1994, Net external debt is projected to
be slightly above 29 percent of GDP at the end of

""For example, resulis reported in Frankel and Rose (1996)
suggest that the share of FDI in otal debt tends w lower the prob-
ability of a corrency crash in emerging markets.

2FDI, like any other external liability, entails profit remit-
tances. However, in most countries, reinvested profits from FDI
are not fully captured in the external current account. This lowers
the measured current account deficit in countries, like Hungary,
that have net FDI liabilities (and it correspondingly underesti-
maates FDI), Note that, as in other countries, the Hungarian offi-
cial statistics include the cumulated sum of FDI in the country’s
external liabilities,

BFAll projections and targets for Hungary are based on Mimstry
of Finance and others { 1997).
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I EXTERNAL CURRENT ACCOUNT AND MET FOREIGN ASSETS

1997, against 45 percent of GDP at the end of
1994 1% Moreover, reflecting the intense activity of
foreign exchange intervention since March 1995
{Chapter II), net public external debt has declined
even more rapidly.

There has been a strong improvement also rela-
tive to other countries during this peried. Cross-
country comparisons of external debt are fraught
with statistical difficulties, as in many countries the
information on external assets and liabilities of the
private sector is incomplete. With this caveat, and
based on available data in the World Economic Out-
look database, Figure 3.1 shows the gross debt (net
of official reserves)-to-GDP ratio in Hungary rela-
tive to a large group of emerging economies. In the
early 1990s and through 1994, the external debt
ratio in Hungary was about twice as large as in the
emerging market group. This reflected not only the
large external imbalances that had characterized the
19805 but also the fact that Hungary had continued
to service its debt impeccably, while other countries
in the group had undertaken debt renegotiations.
Hungary's external debt-to-GDP ratio dropped
much faster than in the emerging market group dur-
ing 1995-97, although at the end of 1997, it is pro-
jected to remain well above the average. This fact is,
however, mitigated by several factors, including
Hungary's fairly small share of short-term debt
(about 12 percent of total debt at the end of 1996).
Furthermore, Hungary's external position ranks bet-
ter based on other relative debt indicators. In partic-
ular, reflecting the relative openness of its economy,
Hungary's ratio of external debt to exports had
fallen well below the ratio for the emerging market
group at the end of 1996 (and probably further
below the average in 1997),15

What are the implications for the external debt-to-
GDP ratio of the improvement in the external current
account observed through 19977 In spite of the ex-
pected fall in privatization receipts from abroad afier
1997, it is reasonable to assume that in the medium
term, FDI could continue to offset external current
account deficit of the order of magnitude of the one
observed for 1997, In this case, external debt would
stabilize in dollar terms and would fall in relation 1o

Hhet external debt would be about 3% percentage points of
GDP lower, excluding intercompany loans,

I5Recent empincal research (Manzocchi, 1997) suggests that
the export-to-GDP ratio is a key factor in determining a country’s
secess o international capital markets. Another raditional indica-
tor of a country’s external position is the debt service ratio. How-
ever, in countries with an active debt management policy, such as
Hungary, this indicator has to be interpreted with caution, as it is
highly sensitive to changes in the schedule of debt amortization
related, imter alia, to carly repayments. In particular, the debt ser-
vice ratio for Hungary has remained high in 1995 and 1996 be-
cause of early repayments or refinancing of outstanding loans.

GDP. Assuming an average growth rate of 5% per-
cent (see Chapter VI), the external debt-1o-GDP ratio
would drop to 224 percent by 2002,

A further decline in the external debt ratio is con-
sistent with the expected trends in Hungary's funda-
mentals, based on parameter estimates in Debelle
and Farugee (1996). Their estimates suggest the fol-
lowing long-run determinants of a country’s net ex-
ternal debt position:

Ner debr = CONST + 0.57GDEBT + 0.45DEP
- 0.53¥REP, i4)

where net debt is determined by the ratio of govern-
ment debt-to-GDP (GDEBT) as well as a country’s
dependency ratio (DEP) and relative per capita in-
come (YREP), For example, a decline in the govern-
ment debt ratio of 10 percentage points is estimated
to be associated with a reduction in net debt of 5.7
percent of GDP; this relationship between the stock
of foreign debt and government debt corresponds to
the earlier discussed relationship between the cur-
rent account and government deficits.'®

These estimates would imply that a further decline
in Hungary's external debt should be expected, as a
result of changes in all three right-hand-side vari-
ables in equation (4): a sustained decline of the pub-
lic-debt-to-GDP ratio, reflecting a gradual reduction
in the budget deficit and robust GDP growth targeted
by the authorities; the targeted narrowing in the in-
come gap; and a (temporary) decline in Hungary's
dependency ratio relative to industrial countries.
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IV Public Debt Dynamics and

Fiscal Solvency

Reza Moghadam

H ungary's public debt-to-GDP ratio, a key indi-
cator of the state of public finances, has fluctu-
ated widely during the 1990s, The gross debt of the
consolidated central government' rose from about
66 percent of GDP in 1990 to nearly 90 percent of
GDP in 1993, before declining gradually to below
85 percent of GDP in 1995.2 There has been a sharp
decline in the debt-to-GDP ratio since 1995 (Figure
4.1, top panel). By the end of the century, the author-
ities intend to reduce this ratio to well below the 60
percent level specified in the Maastricht Treaty, as a
condition for participating in the Evropean Mone-
tary Union.

One factor behind the rise in the debt ratio in the
early 1990s was undoubtedly the deteriorating fiscal
position of the government (Chaprer II). However,
when analyzing government debt dynamics in Hun-
gary, a number of special factors have to be taken
into account in addition to the government's fiscal
position. For example, during 1992-94, the govern-
ment issued substantial amounts of bonds to recapi-
talize state banks and to cover losses from earlier
housing loans, adding to the debt burden. Since
1994, the government has benefited from consider-
able privatization revenue, which has mainly been
used to reduce government debt. Another important
factor affecting debt dynamics in Hungary is the in-
terest rate charged on debt. A small component of
domestic debt, related to central bank credit to gov-
ernment prior to 1991, carries a below-market inter-
est rate. More importantly, until this year, a large
part of the debt stock consisted of zero-interest-bear-
ing liabilities to the National Bank of Hungary aris-
ing from the devaluation losses associated with the
foreign debt, contracted in the past by the central

'Including the non-interest-hearing liabilities vis-a-vis the Ma-
tional Bank of Hungary for valuation losses (see below), These li-
ahilities were roughly of the same magnitude as the net foreign
debt position of the central bank.

Consolidated central government excludes the local govern-
ments (see Chapter V for further details). References to govern-
ment in this section refer only 1o the consolidated government.

bank on behalf of the government (Figure 4.1, bot-
tom panel). This portion of the debt did not bear any
interest. On January 1, 1997, through a so-called se-
curitization operation, the government swapped the
stock of the non-interest-bearing valuation losses

Figure 4.1. Government Debt
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(Contribution to change in deb, in percent)
Estimate
1992 1993 1994 1995 1996 1997 1992-97
Change in debt (I+11) 100.0 100.0 100.0 100.0 100.0 100.0 100.0
I. Consclidated deficit (1-2-3) 46.8 29 51.5 6.4 106.8 7is 487
|. Total interest payments 158 18.8 479 509 1848 140.8 &7.0
2. Primary surplus excluding interest revenue =134 -144 —4.6 122 163.4 47.7 135
3. Interest revenue 13 0.4 1.0 3 14.5 195 4.8
Il Other iwems (1+. . +6) 53.1 67.1 48.5 63.6 -5.8 6.4 513
| Conselidation bands and other debt-
generating operations 18.5 343 10.7 59 128 00 15.7
Consolidation bonds 28.5 4.3 g4 0.6 4.3 00 134
Oither 0.0 0.0 13 53 0.0 00 2.3
1. Impact of devaluation T 43.0 58.1 75.2 £9.3 3.5 35.2
3. Privatization receipts -1.6 =16 =10.0 =156 =078 -35 -14.2
4. Change in the treasury account re i2 -10.5 -039 279 -159 -20
5. Other asset reducing operations? 0.0 -89 0.0 0.0 00 00 =11
&, Orher —0.4 .8 0.2 -1.0 -390 -0.7 b

Sources: Dam provided by the Hungarian authorites; and IMF s caleulatons.
"The calculations in this table are based on data provided o IMF staff in june 1997,
Ympore of millary equipment using claims against Russia. The 1993 deficit is inflaced by the same ameount with respect 1o the cash deficit figure.

with foreign exchange denominated liabilities to the
central bank.? In fact, the operation was designed to
ensure that the new stock of National Bank of Hun-
gary foreign exchange claims on the government
was identical, in size and maturity, to the net foreign
exchange position of the central bank. This chapter
analyzes the above factors and quantifies their con-
tribution to determining debt dymamics in Hungary.
It then proceeds to draw conclusions regarding the
conditions that need to be met to prevent an increase
in the debt-to-GDP ratio. This is important because a
debt ratio that is not increasing is a condition for the
solvency of public finances, that is, for the govern-
ment o meet 1ts intertemporal budget constraint.

Determinants of Debt Dynamics

The change in debt can be expressed in the follow-
ing form:

AD=(I-F+A (1)

where [ is interest payments; P is the primary sur-
plus; and A is other items besides the budget deficit

*See International Monetary Fund (1996), Chapter 1V, The
term “securitization” is the literal translation of the Hungarian ex-
pression to describe this operation. It is somewhat misleading as
there was no actual transfer of securities between the central bank
and the government.

that affect indebtedness, for example, privatization
receipts, devaluation losses, and issuance of bonds
for recapitalizing banks.

Table 4.1 provides the breakdown of the change in
debt since 1992 according to equation (1). It also
identifies the major components of A. The table con-
firms that the fiscal deficit has had a significant im-
pact on debt, accounting for about one-half of the in-
crease in debt during 1992-97 (see last column of
Table 4.1). Other items have also played an impor-
tant role in explaining the movements in debt. For
example, the issuance of consolidation bonds in
1992 and 1993 accounts for about one-third of the
increase in debt during that period. Another critical
element in explaining the increase in debt is the de-
valuation of the exchange rate: the contribution of
this element has been of the same order of magni-
tude as the deficit.

Privatization receipts have had a significant role in
limiting the increase in debt. For 1992-97 as a
whole, the rise in debt would have been about 14
percent higher in the absence of privatization. Fi-
nally, in some years, the change in government de-
posits has also been an important component of A. In
1994, for instance, government deposits were drawn
down substantially, while in 1996, there was a sig-
nificant buildup of these deposits.

Equation (1) is useful in helping to identify the key
determinants of the change in nominal debt; however,
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IV PUBLIC DEBT DYNAMICS AND FISCAL SOLVENCY

Table 4.2. Decomposition of the Change in Debt-to-GDP Ratio!
(Percentage points, unless otherwise indicated)

1992 1993 1994 1995 1996 1997  1994-97

Change in d (I+11+111) 4.3 10.4 -2.8 -0.8 -11.0 —6.0 -207
I.I Primary deficit, p (excluding interest revenue)? 2.1 34 0.6 -2.2 —4.9 =3. -%.5
1.2 Interest revenue? 04 0.1 0.1 04 04 =13 =23
WL (i—g)/(! +g)*d —1.4 1.3 -1.9 38 -3.5 0.1 -1.5
lll. Other items (a) 39 5.7 =13 -2.0 =23 -1.7 -74

Consolidation bonds and other debt-

generating operations 4.4 8.1 1.5 1.0 0.4 0.0 2.9

Privatization revenue 0.4 0.6 -4 -2.8 -3.2 -0.6 -8.0

Changes in treasury account deposits e 0.8 -1.5 -0.2 0.8 -1.0 -1.8

Asset-reducing operations® 0.0 =2.1 0.0 0.0 0.0 0.0 0.0

Other 0.1 -0.4 0.0 -0.2 03 0.0 -0.5
Memorandum items:

Effective interest rate, i (percent) 15.6 22.6 20.3 33.0 14.9 206

Growth rate of nominal GDFP, g (percent) 17.8 20.6 23.0 27.4 19.7 205

Sources: Data provided by the Hungarian authorities; and IMF staff calculations.

|This table is based on data provided to IMF staff in June 1997; more recent information reported in Figure 4.1 indicates that the fall in the debt-to-GDP
ratio in 1997 was larger than reported in this table, owing to stronger GDP growth and higher privatization receipts. Because of revisions in the GDP
series, the changes in the debt ratio reported in this table for 1992-96 may also differ from those reported in Figure 4.1, in Table 4.3, and in Chapter II.

2A negative sign indicates a surplus. These figures differ from those reported in Box 2.1 of Chapter Il because the primary balance here is defined as
inclusive of the profit transfers from the Mational Bank of Hungary and of the transfers to the Mational Bank of Hungary to cover losses. Moreover, the
figure in Chapter |l refers to a broader definition of public sector and is adjusted for various factors (see Box 2.1 in Chapter Il).

Hnterest revenues mostly reflect the remuneration of the treasury account held by the government at the National Bank of Hungary.

“Import of military equipment using claims against Russia.

to facilitate an analysis of debt dynamics and the sus- during 1992-94, contributing to the rise in the debt
tainability of debt, it is useful to rewrite equation (1) ratio. The fiscal adjustment process since 1995 has
in terms of ratios to GDP. Dividing both sides of equa- meant that the magnitude of the primary surplus has
tion (1) by ¥, the nominal GDP, and defining: been one of the key factors explaining the decline in

the debt ratio over the past three years. In fact, the
size of the primary balance explains about one-half
and of the 20 percentage point drop in the debt-to-GDP
ratio since 1994 (see the last column of Table 4.2).

I=iD_,; (2a)

Y=(+g)¥, (2b) The other component of equation (4), which has
where i is the nominal interest rate and g is the had a significant impact on the decline in the debt
growth rate of nominal GDP, we obtain: ratio since 1994, has been a. This component had a

positive impact in 1992 and 1993, mainly because of

D/Y — D_/[(148)Y_1] = i D_/[(1+g)Y_,] - P/Y + A/Y (3) the issuance of capitalization bonds; however, since
Equation (3) can be rewritten as: 19?4, a hag been negative, thanks mainly to privati-

zation receipts.

Ad =—p + (i-g)d_/(1+g) + a (4) To calculate the contribution of the second term in
where d = D/Y, p = P/Y, and a = A/Y. equation (4), that is, (i-g)d_/(1+g), we have to cal-

culate the effective interest rate on debt, i. To do this,
we have added the devaluation losses to the actual
domestic interest payments in equation (2a).*
Nonetheless, i—g turns out to be negative in a num-
ber of years, reflecting mainly the fact that the for-

Equation (4) decomposes the change in the debt-
to-GDP ratio into the primary deficit (-p), a compo-
nent reflecting the difference between interest rate
and growth rate (i—g), and a component reflecting
temporary factors (a).

Table 4.2 provides the decomposition of Ad, the
change in the debt-to-GDP ratio, according to equa- 4In contrast to Table 4.1, devaluation losses are not included as
tion (4). The primary surplus was in fact negative a separate item in the presentation in Table 4.2.
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eign exchange liabilities vis-ii-vis the National Bank
of Hungary did not bear any interest.¥ Only in 1993
and 1995, when the forint depreciated sharply, does
the contribution of (i—g)d_;/(1+g) become positive.®
This term is also positive in 1997, albeit small in
magnitude, reflecting the debt swap operation be-
tween the National Bank of Hungary and the gov-
ernment, which replaced the zero-interest-bearing
debt with foreign exchange liabilities vis-i-vis the
central bank. Since part of the forint debt vis-d-vis
the National Bank of Hungary bears a below-market
interest rate and the full impact of the securitization
operation on interest payments will not be felt on the
budget until 1998, and considering the low level of
devaluation losses in 1997, the contribution of
(i—g)ed_y/(1+g) is small in 1997,

When looking at the solvency of the public sector
and the long-term sustainability of the debt ratio in
perspective, it is necessary to assume that i—g will be
positive.” Indeed, the proportion of below-market in-
teresi-bearing debt in Hungary is rapidly declining
and market interest rates, at which treasury bills and
government bonds are issued, are currently comfort-
ably positive in real terms. Similarly, in the medium
term, any contribution from a should not be ex-
pected.® Therefore, any analysis of future debt dy-
namics and sustainability would have to focus on the
first two right-hand terms in equation (4), namely, p
and (i-g)d_/{ 1+g).

Debt Sustainability

Equation (4) implies that for the debi-to-GDP ratio
to stabilize the primary surplus has to be larger than
(i=g)d_1/( 1+g), assuming no contribution from a. Al-
though the debt-to-GDP ratio in Hungary declined in
1994, this was achieved by using privatization re-
ceipts and running down government deposits (Ta-
bles 4.1 and 4.2). The government was running a pri-
mary deficit and i—g was negative—not a sustainable
situation in the long run. In fact, in 1994, before the
economic adjustment process began, Hungary was

SAlso, as mentioned above, part of the forint debt vis-i-vis the
Mational Bank of Hungary carries a below-market interest rare,

Sinterest payments on consolidation bonds also increased
sharply in 1995,

TIf i-g is negative, then the povernment debl can grow faster
than the real resource base of the economy. More formally, if i-g
is negative, then the economy would be “dynamically ineffi-
cient,” i.e., the return to capital in each period would be less than
the amount of resources devoled 1o capital formation (see Buiter,
19497}, The fact that (i-g) was negative in Hungary for most of the
19905 reflects primarily the below-market interest rate paid by
the government to the National Bank of Hungary.

¥The government, however, has recently amended the privati-
zution law o facilitate the sale of the remaining minority share-
holding in & number of enterprises,

Table 4.3, Analysis of Debt Sustainability

{In percent, unless otherwise indicated)

1994 1997

Debt stock {in billions
of farint) 3,800 5,300
Domestic 2,100 3200
Foreign 1,700 2,000
Debt/GDP BS 64
Marginal interest rate, i 8 n

Mominal GOP growth
rate, g ] 20
{i-g) 5.0 20

Required primary surplus

(i=ghd_ /(1 +g) 15 LI
Actual primary surplus, p' -0.6 31

Sources: Dama provided by the Hungarian authorites; and IMF
staff calculations.

|Excludes interest revenues. With interest revenuves and
excluding some misclissified items, the primary surplus would be
0.5 percent of GOP in 1994 and 4.1 percent of GDP in 1957,

probably in a debt trap. This is illustrated by column
| in Table 4.3. Using the actual debt stock and nomi-
nal GDP growth, and an interest rate in domestic cur-
rency close to those prevailing in the market on new
debt issues in 1994, column 1 indicates that the gov-
ernment would have needed to run a primary surplus
of at least 3% percent of GDP to stabilize the debt
ratio in 1994, In fact, the 1994 budget entailed a pri-
mary deficit of about ¥ percent of GDP.

A similar calculation for 1997 implies a required
primary surplus of only just over 1 percent of GDP,
against an actual primary surplus (excluding interest
revenue) of about 3 percent of GDP®

One other issue has to be taken into account in this
analysis: seigniorage. In theory, seigniorage would
reduce the primary balance needed for the debt-to-
GDP ratio to decline. Estimates based on the forini-
denominated component of reserve money, prevail-
ing market interest rates, and interest rates on the
required reserves put the magnitude of seigniorage
at about 3 percent of GDP in 1994 and at about 2%
percent of GDP in 1996.'% Seigniorage is likely to
decline further in 1997, and it is unlikely to exceed
¥a~1 percent of GDP in the medium term. If these
eslimates of seigniorage were included in Table
4.3, the basic results would remain unchanged.

The primary surplus is somewhat lower in the more compre-

hensive definition used in Chapier 1.
"The decline in seigniorage can be attributed to lower infla-
tion, the drop in interest rates, and lower demand for baze money.
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According to the table, Hungary would have needed debt ratio in Hungary; nonetheless, a sizable
a primary surplus of 3% percent of GDP in 1994 to decline in the debt ratio over the last three
stabilize its debt ratio; even if we subtract 3-1 per- years can be attributed to other items, in par-
centage point as the medium-term value of seignior- ticular, privatization; and

age, the required primary surplus would have still (3) the primary surplus in 1997 is adequate 10 en-
been much higher than the actual primary deficit of sure a downward trend in the debt ratio. The
4 percent of GDP."! Therefore, the situation was not authorities” medium-term strategy envisages a
sustainable even taking into account seigniorage. In drop of about 1% percent of GDP in the pri-
1997, the actual primary surplus is higher than that mary surplus in 1998 and maintaining the sur-
required for debt stabilization; therefore, the magni- plus in the following four years. Despite this
tude of seigniorage is immaterial in terms of debt decline, the magnitude of the primary surplus
sustainability. should be sufficient to keep the debt-to-GDP

ratio on a downward trajectory, even ignoring
seigniorage and the privatization revenues,

Conclusion which are likely to materialize in the next few

. _ years, Indeed, as the debi-to-GDP ratio drops,

. The analysis of the debt dynamics presented here the primary surplus needed to ensure its con-

indicates that: tinued decline becomes smaller than the value
(1) the debt-to-GDP ratio was not on a sustain- calculated here for 1997.

able trajectory in 1994;

(2) the fiscal consolidation undertaken since
1995 has played a key role in reducing the References

Buiter, Willem, H., 1997, “Aspects of Fiscal Performance
in Some Transition Economies Under Fund-Sup-
ported Programs,” IMF Working Paper No. 97/31

I"Moreover, the primary balance reponed in the mble already
inchedes part of seigniorage revenues (those consisting of trans-
fers of central bank profits 1o the government). The component of

seigniorage that was not included corresponds to those transfers {Washington: International Monetary Fund).

that ook the form of interest payments on the treasury sccount International Monetary Fund, 1996, Hungary—Selected
held by the government st the ceniral bank (the bulk of the inter- Issues, IMF Staff Country Report No. 96/109 (Wash-
est revenues in item 1.2 of Table 4.2). ington: International Monetary Fund).
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VYV Reform of Public Finances, 1994-97

Edgardo Ruggiero

uring 1994-97, Hungary implemented far-

reaching structural changes in the area of pub-
lic finance, and has achieved both a considerable
coniraction in the size of the government and sizable
primary surpluses. This chapter first describes the
main institutional characteristics of the government
sector and the principal issues that policymakers had
to address; then it reviews the reforms and their ef-
fect on fiscal indicators.!

Size and Composition of Government
and Main Structural Problems

In 1994, the state of public finances was charac-
terized by both a large deficit and revenue and ex-
penditure ratios that were high by international stan-
dards. As discussed in Chapter IV, the primary
balance was negative (Figure 5.1), and in the pres-
ence of a sizable public debt, the underlying dynam-
ics of the debt-1o-GDP ratio was not sustainable. The
size of the central government was also particularly
large, in terms of both expenditure and revenue ra-
tios to GDP. Total revenues (excluding privatization
receipts) were 48Y4 percent of GDP, while total ex-
penditures were 55% percent of GDP. Such expendi-
ture ratios are large compared with the OECD aver-
age (38'4 percent).? Government employment, as a
percent of total employment in the economy, was
also larger than in most OECD countries in the early
19905 (Figure 5.2). Also, Hungary had a relatively
large civil service compared with other central and
eastern European countries (Figure 5.3).

The bloated size of public finances and its large
deficit reflected underlying weaknesses in several
public sector areas, including a complex informa-

"The focus is on the consolidated central government as de-
fined in Box 5.1. This definition is narrower than the definition of
public sector used in Chapter 11, which covered local govern-
ments, the state privatization agency (APV Rit), and the central
bank.

*The average expenditure figure is based on the 22 OECD
countries for which 1994 consolidated central government data
from International Monetary Fund (1996) are available,

tional and institutional structure and inefficient and
unsustainable pension, health, and subsidy systems.

Informational and Institutional Structure

Fiscal policy management was hampered by inade-
quate information and complex institutional struc-
tures. The central government comprised (and still
comprises) four groups of entities: the State Budget
(SB), the Central Budgetary Institutions (CBIs) with
budgetary autonomy, the Extrabudgetary Funds
(EBFs), and the self-governing Social Security Funds
{S5Fs) (Box 5.1). These entities pursue their institu-
tional objectives and are endowed with their own rev-
enue-raising abilities, within the confines of their in-
stituting laws and the yearly budget law. The CBls
have their own independent revenue sources that, until
1996, were not remitted to a central treasury account,
though they were taken into account when measuring
the budget deficit.’ The SSFs were, for financial and
policy purposes, controlled directly by Parliament,
with the Ministry of Finance formally responsible
only for commenting on their budgets when these
were presented for approval to Parliament. Several
transfers and payments took (and still take) place
among these entities.* Partly because of the complex-
ity of intergovernmental flows and the institutional in-
dependence of these entities, the compilation of con-
solidated revenues and expenditure in either an
economic or a functional classification has been ex-
tremely difficult. This has been an obstacle in fully as-
sessing the economic impact of government policies.

Wil 1995, the CBls were allowed 1o purchase government

securities and treat the interest revenue as their own resources,

YFor example, the Central Budget makes iransfers 1o the Extra-
budgetary Funds for nationally relevant investments, pays social
insurance contributions on the salaries of its employees o the
§5Fs and the EBFs, and transfers figurative amounts to the S5Fs
for coverage of the population exempt from social insurance con-
tributions; the Labor Market Fund (an EBF) pays social security
contributions o the Pension Fund (an 55F) for the unemployment
benefits that it disburses; the Health Fund (the other S5F) trans-
fers funds to the CBIs and 1o local governments for financing the
hospitals that are owned by the latter. There are also internal
transfers and payments among EBFs, S5Fs, and CBIs.
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Figure 5.1. Consolidated Central Government Primary Balance!
(In percent of GDF)
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lincludes the central budget, social security funds, and the operations of central-budpetary institutions and extra-
budgetary funds. Final data are provided for | 994-96; budgeted data for 1997,

Figure 5.2. Government Employment in Hungary and Selected OECD
Countries, 1995/
{In percent of total emplayment)

i5
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Source: Organization for Economic Cooperauon and Development | F997).
IProducers of government services, except Australia, Austria, Canada, France, Irefand, New Zealand, Spain, and
Swizzerland, which are general government.

Financial and budgetary rules regulating different mulated by the CBls. Untl 1995, the 55Fs had un-

levels of government allowed for some slack in fi- limited access to the current account of the State
nancial discipline. For example, there were no con- Budget at the National Bank of Hungary. At the same
trols on, nor systematic accounting of, arrears accu- time, the S8Fs did not always bear responsibility for
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Figure 5.3. Public Sector Employment in Hungary Compared with
Other Central and Eastern European Countries!

(In percent of total employment)
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IAlbania (1996), Bulgaria (1992-94), Croatia (1995), Czech Republic (1994), Macedonia, FYR (1991 and 1992),
Poland (1992-94), Romania (1994), Slovak Republic (1994), Slovenia (1994), and Turkey (1991).

their deficits. For example, in 1996, the budget of the
Health Insurance Fund (HIF) was prepared under the
assumptions of large savings from the closure of hos-
pital beds and new pharmaceutical legislation. None
of these measures materialized in time nor bore their
budgeted yield. One consequence of the complex in-
stitutional structure and of the lack of information
systems was that budgets tended to be formulated in-
crementally, rather than being based on a comprehen-
sive review of expenditure priorities (OECD, 1995a).

The Pension System

The structure of the Hungarian social expenditure
system in the early 1990s was essentially intact from
the former period, and it was characterized by untar-
geted social benefits, lax eligibility conditions for old
age, survivors, and disability pensions, and general-
ized access to health care. The job losses generated by
the economic transformation were absorbed through a
sharp rise in early retirement, particularly disability,
and disguised unemployment (Chapter X).7 The result
was a social protection system with high access, low
benefits, and high social security contributions.

SIn 1994, about 600,000 unemployed, though statistically
counted as employed, were sheltered in various long-term leave
and work/training programs (World Bank, 1995).

The financial pressures on the pension system have
been directly related to the policies prevailing during
Hungary’s transition to a market economy, rather than
to population aging. The dependency ratio (the ratio of
pensioners to workers—36 percent in 1995) has been
high and rising during the 1990s due to (1) a reduction
in the labor force participation rate (which fell from 85
percent to 76 percent between 1990 and 1994); (2) the
increase in registered unemployment (which rose from
0.3 percent in 1990 to about 10 percent in 1995); and
(3) an increase in the rate of early retirement, partly
due to ad-hoc publicly financed schemes (OECD,
1995b), and of disability pensions (whose number in-
creased by 32 percent between January 1990 and Janu-
ary 1995—Figure 5.4). By 1995, there was almost one
disabled person for each 10 healthy Hungarians above
age 15. Moreover, contribution revenue declined sig-
nificantly, from 11 percent of GDP in 1991 to 8.9 per-
cent of GDP in 1995.,% mainly owing to a reduction of
the formal sector wage bill relative to total labor in-
come (in turn owing to a shift of workers to self-em-
ployment status to minimize overall tax liabilities) and

5These are the contributions revenue to finance old age, sur-

vivors, and disability pensions. Contribution revenue for the two
SSFs together declined from 16.9 percent of GDP in 1990 to 13.3
percent of GDP in 1995. The decline in 1995 is also due to the
wage policies of the March stabilization package, as real average
wages fell by more than 10 percent in that year.
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Box 5.1. Budget Structure

19941 19971

‘é State Budget State Budget

g 27 budgetary chapters 30 budgetary chapters

=

Y]

3 Central Budgetary Institutions? Central Budgetary Institutions?

% 1,471 1,294

5 715 with budgetary autonomy 615 with budgetary autonomy
=] 3]
o

o
E 9 Social Security Funds? Social Security Funds3
2 I 2 2
8| =
E § Extrabudgetary Funds Extrabudgetary Funds*
24 o 32 5
S

Local Governments Local Governments
3,167 Municipal governing 3,170 Municipal governing
bodies bodies
13,574 Municipal bud- 13,422 Municipal bud-
getary institutions getary institutions
Of which: 8,001 with Of which: 7,714 with
budgetary autonomy budgetary autonomy

1Data refer to end-1994 and June 30, 1997.

2The Central Budgetary Institutions are the decentralized spending units of the ministries. Those with bud-
getary autonomy have the authority to raise own nontax revenue.

3The two social security funds are the Pension Insurance Fund and the Health Insurance Fund.

4The five extrabudgetary funds operating in 1997 are the Road Fund (managed by the Ministry of Trans-
portation), the Employment Fund (managed by the Ministry of Labor), the National Culture Fund (managed
by the Ministry of Education and Culture), the Water Management Fund (managed by the Ministry of Trans-
portation), and the Environment Protection Fund (managed by the Ministry for Environment).

of the labor income share in GDP (in turn owing to
falling labor force participation rates and increasing
unemployment) (Palacios and Rocha, 1997).

The deficit of the Pension Insurance Fund (PIF)
would have skyrocketed under the impact of the
above factors had it not been for the fall in the aver-
age replacement ratio (ratio of average pension to av-
erage wage). This fall was due to three factors: (1)
less than full actualization of past contributions; (2)
lack of adjustment of the wage brackets in the benefit
formula (leading to a reverse bracket creeping ef-
fect); and (3) indexation of pensions to the expected
net average wage during the upcoming calendar year.
As a result, the real value of the average pension de-
clined by 13.1 percent between 1990 and 1994.

The Health Care System

The problems of the Hungarian health system do
not relate to the level of public expenditure for
health care. Total public health expenditure varied

between 6.5 percent of GDP and 7.4 percent of GDP
during 1991-94, and then declined to 6.3 percent of
GDP in 1996. This level of public health expendi-
tures is not large for Hungary’s level of economic
development—as measured by the level of GDP per
capita—in comparison with both the OECD coun-
tries and other transition economies (Figure 5.5).
The main problems of the Hungarian health care
system are its low efficiency, as measured in terms of
capacity and input indicators and health outcomes,
and the size and unpredictability of the deficit of the
HIF. The supply of health care services is character-
ized by excessive reliance on inpatient care and, in
particular, expensive acute care, low ratio of nurses to
doctors, and high use of specialist services. This is in
large part the legacy of the prereform system, when
health sector performance was measured principally
in terms of quantitative indicators, such as the number
of doctors and hospital beds, rather than performance
indicators. In terms of health outcomes, the health sta-
tus of the Hungarian population, as measured by life
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Figure 5.4. Disability Pensions
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and data provided by the Minssory of Finance.

expectancy at birth, is by far the lowest among OECD
countries and one of the lowest among the central Eu-
ropean countries in transition (Figure 5.6). This was
not the case before the mid-1970s, The life ex-
pectancy of Hungarian males is now two years lower
than in 1970-75; the life expectancy of women has in-
creased, but not at the same pace as in other European
countries. The main causes of death in Hungary are
related to lifestyle {i.e., smoking, alcohol consump-
tion, and dietary habits) (J6zan, 1996), rather than to
the level of efficiency of the health care system. How-
ever, 1ts lack of effectiveness, and its low ability to
adapt to demographic and epidemiological changes,
have stimulated public debate.

The deficits of the HIF have consistently overshot
their target—usually set at, or close to, zero percent of
GDP (Figure 5.7). As discussed above, the divergence
between the approved budget and the outcome is due
both to nonimplementation of approved measures and
to optimistic assumptions regarding yields from mea-
sures. Though the deficit is small in comparison to
GDP, it is large when compared to total revenue of the
HIF—it has ranged between 5 percent and 9 percent of
HIF revenue from 1994 to 1997. The “unpredictabil-
ity™ of the HIF deficit has reinforced concerns regard-
ing the efficient management of health expenditures.

Subsidies and Central Budget Social Transfers

A significant portion of the Hungarian consolidated
central budget expenditures is devoted to subsidies to
(1) different industries; (2) agriculture (including for
exports); (3) consumers; and (4) pharmaceuticals.
These four types of subsidies accounted for 4% per-

cent of GDP in 1994.7 The central budget disburses
other social transfers, most notably family and child
allowances and housing subsidies. These accounted
for 4% percent of GDP and 0.7 percent of GDP, re-
spectively, in 1994, Most subsidies and the social
transfers were untargeted and open-ended (actual ex-
penditures at the end of the year were ultimately de-
termined not by the budgetary allocation, but by the
number of claimants satisfying the eligibility condi-
tions). Lack of targeting resulted in an inefficient use
of public outlays. This was the case for both social ex-
penditures—when the nonpoor receive social trans-
fers and subsidies—and industrial and agricultural
subsidies—when the nature of subsidies is such that it
actually hinders, rather than promotes, efficient allo-
cation of production and economic transformation.
The open-endedness of subsidy and social transfers
resulted in unpredictability of public expenditures.
Commitments during the year were often higher than
budgetary allocations, and would eventually be ac-
commodated in revised budgets.

Smaller Deficit, Smaller Government

In 1995, the Council of Ministers approved a public
finance reform program, where it laid out a strategic
plan for reforming the role of the public sector in the

"These are the explicit subgidies in the budget only. In fact,
other expenditure categories (i.e., investments) include outlays
that should instead be classified as subsidies (i.e., transfers to
households 1o reduce the interest costs of housing loans),
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economy. Its final objective was to achieve a smaller,
but more efficient general government, while at the
same time strengthening the overall fiscal balance.
The plan was structured along four fundamental lines:
first, reforming social insurance; second, reducing
the tax burden and improving tax administration;
third, improving the management of public finances
and restructuring public administration; and fourth,
reforming intergovernmental finances. All structural
changes intervened in the mid-1990s in the area of
public finance fit in these four broad categories.
Many of the trends in revenues and expenditures
during 1994-97 (which are discussed in the next sec-
tion) can be interpreted in light of the above strategy.
However, these trends are not the result of major
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Figure 5.6. Life Expectancy Comparisons
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structural reforms, but of what could be described as
“the silent reform”: several policy measures in differ-
ent areas that nevertheless considerably furthered the
implementation of the overall strategy outlined by
the government in 1993, Structural reforms were also
approved (mainly old age pensions, health care, and
treasury; see below), but their effect will materialize
primarily in the medium term.

At the aggregate level, the most apparent results
achieved during 1994-97 are the sirengthening in the
primary balance of the consolidated central govern-
ment and the dramatic fall in expenditure and revenue
ratios. The primary revenue-to-GDP ratio—excluding
privatization proceeds—and the primary expenditure-
to-GDP ratios dropped, respectively, by 8.3 percent-
age points and 13.2 percentage points (Figure 5,1).%

ln this chapter, all revenues and expenditure ratios for 1997
refer to the 1997 budget, as a detailed breakdown of actual rev-
enues and expenditures is not yel available,
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Figure 5.7. Budgeted and Actual Deficit of the Health Insurance Fund
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As a result, the primary balance improved by 4.8 per-
centage points of GDP (Table 5.1). About one-half of
this improvement was achieved in 1995. In this year
alone, the government accomplished 61 percent and
59 percent, respectively, of the total adjustment in pri-
mary expenditures and in revenue achieved over
1994-97.9

Part of the decline (about 2 percentage points of
GDP) was due to institutional changes, rather than to
cuts in underlying public expenditure and revenue.
Within the framework of reforming the government
role in the economy, 17 CBIs, and networks of CBls,
were transformed into economic associations or
nonprofit organizations and left the budget sphere
during 1994-97. The removal of these institutions—
which continue to perform their public role (mainly
supervision and quality control of specific economic
sectors, management of state property, and public
media)—from the central government definition

“The 1995 adjustment reflected primarily the package ap-
proved in March 1995, the so-called Bokros package, named after
the Minister of Finance who put it forward. The main elements of
this package were, on the revenue side: the imposition of a tem-
porary 8 percent import surcharge (with the exception of energy
and machinery imports); excise tax increases, particularly on
cars; and an expansion of the social security contribution base.
Revenues were also aided by higher inflation and devaluation
(Chapter 1I). On the expenditure side, the package included: (1) a
cut in wage allocations to CBIs by a further 3 percent; (2) a freeze
of current purchases in nominal terms; and (3) amendments to
public sector employment laws so as to facilitate employment
cuts. The proposed replacement of universal family and child al-
lowances with targeted social assistance was cancelled by the
Constitutional Court—and approved in 1996, in a different form.

lowered revenues and expenditure ratios by 1.5 per-
cent of GDP over 1994-97. Moreover, the share of
the Personal Income Tax (PIT) accruing to local
governments (LGs) was raised, with an offsetting
cut in transfers from the central government. This
accounts for another drop by 0.3-0.4 percent of
GDP in revenues and expenditure ratios. It is also
possible that the reorganization of EBFs may have
led to a decline in own revenues and expenditures of
these institutions, although this effect is more diffi-
cult to quantify.

Decline in Primary Expenditures

Primary expenditures were cut in real terms
across the board (Table 5.1). The only outlays that
remained immune from cutbacks were already at
modest levels in 1994: consumer subsidies and
central budget investments. The expenditure cate-
gories that fell in real terms more than the average
reduction in expenses have been those where some
structural steps were taken: industrial and agricul-
tural subsidies, transfers to local governments,
family allowances and other income supplement
benefits, sickness payments, and maternity al-
lowances. However, other outlays (such as wages
and disability and old age pensions) also dropped
drastically in real terms, reflecting tight budgetary
nominal allocations in the presence of high infla-
tion (particularly in 1995). In the remaining part of
this section, we will review the main reasons be-
hind the reduction in the above-mentioned expen-
diture categories.
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Table 5.1. Budget of Consolidated Central Government

Budget Change Real
1994 1995 1996 1997 1994-97 Change
(In percent of GDP}

Revenues 49,1 45.9 473 422 6.9 0.84
Primary revenue! 48.2 45.3 45.7 398 -84 0.80
Primary revenue excluding

privatization revenue 475 426 424 39.2 -83 0.77
Taxes on profits and income 7.5 7.1 7.8 6.8 0.7 0.88
Social security contributions 17.1 14.4 13.7 14.4 -2.8 0.82
VAT 77 7.6 7.7 7.9 0.2 1.00
Excises 38 36 33 34 -0.4 0.87
Custom duties 34 45 3.7 25 -0.9 0.70
Privatization 0.7 2.7 33 0.6 -0.1 0.86
Interest revenue + National

Bank of Hungary payments 0.9 0.6 1.7 24 1.5 2.65
Other revenue 8.0 55 6.1 43 3.7 0.53

CBIs own revenue 38 28 3.0 1.6 -2.3 0.40

EBFs own revenue 25 1.4 1.2 | -4 043

Other revenue 1.7 1.2 1.9 1.7 0.0 0.98

Expenditures 55.5 49.6 47.2 46.4 -9.0 081
Primary expenditure? 488 40.7 379 35.6 -132 0.71
Subsidies 45 38 39 33 -2 0.71

CB industrial/agricultural subsidies 23 1.7 1.7 1.4 -0.9 0.59

Consumer subsidies 0.6 0.6 0.7 0.6 0.0 0.99

SSFs pharmaceutical subsidies 1.6 L5 1.5 1.3 0.3 0.78
Transfers to local government 6.8 5.8 4.9 46 =23 0.65
Social transfers 17.7 I5.5 14.1 13.3 —4.3 0.73

Family allowances 4.8 37 32 26 -22 0.53

Old-age pensions 88 8.0 7.6 7.7 =11 0.85

Disability pensions 1.3 1.2 1.2 1.2 -0.2 0.85

Sickness payments 0.9 0.7 0.5 0.5 0.4 0.52

Maternity allowances 02 0.2 0.1 0.1 0.1 0.51

Unemployment benefits 09 07 0.8 0.8 0.1 0.88

Housing subsidies 0.7 1.1 0.8 0.5 0.2 0.66
Woages (CBIs + S5Fs) 39 3.6 32 32 -0.7 0.79
CB investment expenditure 1.0 09 1.0 1.2 02 1.13
CBIs own expenditure 43 26 28 13 -3.0 0.30
EBFs own expenditure 3.9 23 1.7 1.7 =22 0.42
Other expenditures 6.6 6.3 6.3 10.0 34 1.47
Interest payments + transfers to

National Bank of Hungary 6.7 8.9 9.3 10.9 42 1.58

Consolidated deficit —6.4 =37 0.1 4.3 22
Excluding privatization revenue -7.1 —6.4 -3.2 —4.9 22

Primary balance! -0.6 4.6 77 4.1 4.7 #3%
(Excluding privatization revenue) -1.3 1.9 44 35 48 T
Sources: Ministry of Finance; and IMF staff estimates.

IPrimary revenue is defined as total revenue minus interest revenues and transfer of profits from the National Bank of Hungary.
2Primary expenditure is defined as total expenditure minus interest payments and transfers to cover the losses of the National Bank of Hungary.

An important contribution to the decline in the
primary deficit over 1994-97 came from the cut by
almost 1 percentage point of GDP in agricultural and
industrial subsidies, as a result of a tightening in eli-
gibility conditions. Agricultural subsidies had over-
run budget estimates by about 30 percent in 1994.
The cost overrun was most pronounced for export
subsidies, which were volume specific, and there-

fore, there was no control on outlays. In 1995, the
subsidy was specified in terms of export value in
dollars. However, reflecting the March 1995 devalu-
ation, this new system also led to higher-than-
expected expenditures. To eliminate this problem,
since 1996, the per-unit export subsidy has been de-
nominated in forint. In 1997, the list of subsidized
products was shortened, the average per-unit subsidy
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Figure 5.8. Real Gross Public Sector Wages
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in forint was cut, and product specific ceilings on the
exported quantities eligible for subsidies were intro-
duced. The latter measure, together with the imposi-
tion of expenditure ceilings and application dead-
lines on domestic agricultural and industrial
subsidies, effectively eliminated the open-endedness
character of the explicit subsidies to economic units.

In line with the long-term policy to decentralize
the responsibility for financing local services, the
central budget has gradually reduced its transfers to
LGs, another key component of the adjustment.!?
This reduction helped in forcing LGs to cut their ex-
penditure by 3 percent of GDP during 1994-97,1!
and to increase their own revenues.!?2

10After the establishment of a two-tier system of government in
1990-91, the delivery of education, health, and social welfare
services was devolved to LGs with the objective of making the
provision of these services more responsive to local demand, and
strengthening accountability of local administrators. As noted
above, a small part of the reduction in transfers was offset by a
larger allocation to LGs of PIT revenues. The PIT transferred to
the LGs is assigned partly on a derivation basis (to the same mu-
nicipality on whose territory it is collected) and partly on an
equalization basis (to poorer municipalities). The latter portion
has increased over the last few years, and it will continue to do so
until the year 2000, when it will reach 20 percent of the PIT col-
lection—out of a total of 40 percent transferred to LGs.

"Employment in LGs was reduced by 7 percent to about
533,000 people in 1997,

12The percentage of own current revenue in total revenue in-
creased by 2.8 percentage points to about 20 percent. Shared rev-
enue increased by 5 percent to about 14 percent, and transfers de-
creased by 6.5 percent to about 36 percent.

The third major component of the adjustment in
expenditure was the cut in family allowances and
other targeted social assistance subsidies, which
declined by 2.2 percentage points of GDP to 2.7
percent—a decline of about 45 percent in real
terms. This fall was due to two reasons. First—as
for other social benefits, including pensions—nom-
inal benefits have not kept pace with inflation. Sec-
ond, entitlement conditions to family and child al-
lowances have been redesigned to improve
targeting. As of April 1996, eligibility to family al-
lowance for the first two children was made condi-
tional on an income test. Other children-related al-
lowances were either eliminated or became
conditional to an income test.

Sickness payments were cut by 68 percent in real
terms. In 1994, sickness payments had generous re-
placement rates of 65-75 percent of net earnings and
could last up to one year. They were also widely
abused. The key policy issue here was the number of
days to be paid by the employer, as this affected the
incentive for the employer to control abuse. Starting
in 1995, employers paid the first 10 days of sick
leave, and these were increased to 15 in 1996.

The wage bill of CBIs and SSFs fell by 0.7 percent-
age points of GDP, reflecting cuts in real wages and
employment (which did not affect all sectors equally;
Figure 5.8). These cuts were concentrated in 1995 and
1996, and real wages have increased already in 1997.

Similar trends arise for pensions expenditure. Real
per-capita pensions, which had already declined sig-
nificantly during 1990-94 (see above), fell by an ad-
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Box 5.2. Main Tax Measures, |1994-97!

Introduced with the 1995 Budget

= The VAT base is broadened and rates are increased.
Selected pharmaceutical products start being taxed
at 12 percent, and the rates on telecommunications
and household fuel are changed from 10 percent to
25 percent. The 10 percent rate is changed to 12
percent, With these measures, the average effective
tax rate moves closer to 25 percent (the rate at
which most goods are taxed).

CIT rates are defined differently. The single rate
(36 percent) on company profits is replaced by a
competitive (18 percent) rate at the corporate level
and a supplementary tax of 33.3 percent on distrib-
uted profits. With this strategy, the government dis-
mantles in practice most existing preferential tax
treatments, although it also introduces an incentive
for reinvestment of profits of guestionable effec-
tiveness. The withholding tax on dividends is re-
duced (in November, 1994) from 20 percent to 10
percent, The deductions, allowances, and other in-
centives previously available to reduce total taxable
income are replaced by a tax credit system to
broaden the taxable base. During 1995, a ceiling of
81.3 percent of profits is imposed on their distribu-
tion of profits. This measure was designed to limit
the tax avoidance by the owners of unincorporated
businesses.?

Several specific excises are increased.

Most deductions from the PIT tax bases are trans-
formed into tax credits. The withholding tax on
dividends 1s reduced (in Movember, 1994) from 20

percent to 10 percent,

Introduced in the March 1995 Package

* An import surcharge of 8 percent until mid-1997
on all imports with the exception of energy and
machinery.

* Excize tax increases, particularly on cars.

* Expansion of the conrribution base for the health
and pension funds.

Introduced with the 1996 Budger

= A new PIT schedule, including an increase of the
top marginal rate from 44 percent to 48 percent,
and broadening the base of assessment. A higher
tax burden is imposed on persons having income
from different sources (e.g., business income)
through the application of a different PIT schedule.

= In CIT, stricter rules are applied regarding the de-
ductibility of expenses and expenses incurred in
connection with transactions whose primary pur-
pose is tax avoidance, and new temporary industry-
specific and regional tax incentives are introduced,
In May 1996, the 1995 restrictions that had abol-
ished, or restricted, incentives for foreign investors
were declared unconstitutional with retroactive ef-
fect to January 1, 1995,

Introduced with the 1997 Budget

= The split-rate CIT structure is abolished and re-
placed by a single tax rate of 18 percent, which is
one of the lowest in Europe. The dividend with-
holding tax is increased to a rate of 20 percent (27
percent on “excess” dividends); interest and royal-
ties paid to nonresidents are subject to withholding
tax at 18 percent under a “first pay then reclaim”
system. The measures are designed 1o promote
neutrality in competition and to take another step in
harmonization with European standards,

= The PIT dual rate structure is again merged into a
single one and the top rate reduced from 48 percent
to 42 percent. The withholding tax on dividends is
increased from 10 percent to 20 percent, and to 27
percent for “excess” dividends.

| Additionally, small changes to excise rates, particularly

1o specific excises, are implemented almost every vear.
These businesses were able to reduce their overall tax lia-
bility by taking out most of their income from their business
in the form of dividend rather than wages (on which a high
marginal PIT schedule and social contribution rates apply),

ditional 18 percent during 1995-96. However, al-
ready in 1997, average real pensions are projected to
have increased by slightly less than 2 percent.

Decline in Primary Revenue

Most revenue fell in real terms, with the notable
exception of VAT, and with relatively stronger de-
clines for security contributions and custom duties
{Table 5.1). As discussed above, a driving force be-
hind the revenue decline was the government's at-
tempt to reduce the tax burden to support growth and
improve compliance (see section on tax administra-

tion). Unfortunately, many of these measures (which
are listed in Box 5.2) also heightened the variability
and complexity of tax regulations. The changes to
tax policy have been too frequent and sometimes im-
plemented without sufficient consultation. Indeed,
some tax measures had to be withdrawn or substan-
tially altered shortly after their introduction.

The decline in social insurance contributions by
2.7 percentage points of GDP is the result of several
factors. First, a cut in rates (Table 5.2), which were
high by international standards (Figure 5.9) and dis-
couraged compliance (World Bank, 1995; OECD,
1995a). This accounts for a decline in contributions
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1994 1995 1996 1997

Total contributions 608 &00 585 550
Employer 493 485 470 435
Employes L5 115 115 115
Pengion Fund 305 305 305 300
Employer 45 M5 45 240
Employee 60 60 &0 60
Health Insurance Fund 235 135 120 190
Employer 195 195 180 150
Employee 40 40 40 40
Labor Market Fund'-2 68 60 &0 &0
Employer 53 45 45 45
Solidarity Fund 50 421 421 42
Wage Guarantee Fund 03 03 03 03
Emplayee 15 15 15 15

Sources: Ministry of Finance; and VWorld Bank {1995).

IThe Sofidarity Fund and the Wage Guarantee Fund were
marged into the Labor Marker Fund in 1996,

2Excludes the Rehabilitation Contribution, This is paid by
employers, employing more than 20 people, that are not
employing disabled workers for at least 5 percent of staff. The
contributkon in 1997 was Fr B,000%(5-x), where x {5 percentage
of disabled seaff.

by 1.8 percentage points of GDP. Second, the shift in
income distribution: wages and salaries, as a percent
of GDF, declined from 36.1 percent in 1994 1o 32.7
percent in 1997, Had the wage share in GDP not
changed, contributions would have been 1.5 percent-
age points of GDP higher. These two effects were
offset by the broadening of the contribution base
{primarily through the inclusion of fringe benefits)
and by closing some tax loopholes (most important,
those related to income from intellectual income,
and business income from nonincorporated partner-
ship).!* Moreover, in 1997, a minimum tax of
Ft 1,800 was imposed on all citizens for access to
curative health services, and the ceiling on workers’
wage subject contribution payment was increased.
The sharp fall in customs revenues was almost en-
tirely driven by tariff reductions due to the Hungar-

¥ There are no social security contributions payable on busi-
ness income from nonincorporated partnerships. Therefore, 1o
avoid paying high social security contributions, entrepreneurs
fired workers and rehired them on contracts. These workers
would then set up partnerships from which they wouold receive
substantial revenue in forms of dividends. As a result, there were
about 100,000 nonincorporated partnerships in 1996, These ax
regulations not only erode the base of the social secunity contribu-
tion, but also reduced PIT revenue, In 1997, to alleviate this prob-
lem, a higher rate on the PIT withholding tax on capital income
was imposed on the distibution of “excess” dividends.

Smaller Deficit, Smaller Government

ian government commitments to the Association
Agreement with the European Union and to the
World Trade Organization (WTO). During 1994-97,
the effective rate of custom duty—the ratio of duty
revenue, including statistical fees, to dutiable im-
ports—declined from 9% percent to about 3'% per-
cent. This cut was initially offset by the import sur-
charge (see above and Chapter IX), which was
gradually reduced and fully eliminated at mid-1997,

Other revenue items posting large reductions are
from the own revenue of the CBls and of the EBFs
{Table 5.1). As discussed above, three-fourths of the
fall in CBIs" own revenue is due to the removal of
some CBIs from the budgetary sphere. The decline
in EBFs’ own revenue may, at least in part, reflect
the reorganization of the sector and the elimination
of financial flows with other branches of the general
government. The EBFs had independent revenue
sources, including from commercial activities, and
independent spending authority. Between 1995 and
1997, the government wound down most funds by
merging some of them or by absorbing them in the
ministries from which they depended. As a result,
the number of EBFs fell from 32 to 5 (Box 5.1).
Moreover, their budgetary independence has been
curtailed, and they were brought into the treasury
system in 1996, with positive effects on cash man-
agement for the consolidated central government
(see below).

Moaore than one-half of the fall in PIT revenue is
due to the above-mentioned increase of the PIT
share going to the LGs. However, other factors have
been at play (Table 5.3). First, in 19935, the fall in
real wages reduced the tax base by 3.4 percentage
points of GDP. Second, bracket creeping had an en-
hancing effect on PIT revenue, as the effective tax
rate increased by 9.4 percentage points of the tax
base between 1994 and 1997—notwithstanding the
reduction in the rate schedule implemented in 1997.
Third, the importance of 1ax credits has continuously
increased, as they now reduce retained revenue by
2.5 percentage points of GDP. As a result of these
offsetting forces, the net effective tax rate has been
remarkably stable during 1994-97.

As to other taxes, the decline in excises is mainly
due to the fact that consumption—which is closely re-
lated to excise taxation—has declined from 85 per-
cent of GDP to 76 percent of GDP during 1994-97
(the ratio of excise revenue to consumption has re-
mained broadly stable over the period). Corporate In-
come Tax (CIT) revenue has decreased only margin-
ally, despite an increase in the taxable profits by 3.8
percentage points of GDP over 1994-95. This fall in
revenue is due to the halving of the CIT rate from 36
percent in 1994 to 18 percent in 1997, The increase in
VAT revenue is due mainly to base broadening and
the elimination of exemptions implemented in 1995
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Figure 5.9. Contribution Rates for Social Security Programs in Hungary

and Selected OECD Countries!
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Source: U.S. Social Security Administration (1997).

lIncludes Old Age, Disability, Death; Sickness and Maternity; Work Injury; Unemployment; and Family Allowances.
In some countries, the rate may not cover all of these programs. In some cases, only certain groups, such as wage

earners, are represented.

IThe central government pays the whole cost of Family Allowances,

3Plus flat amount for disability (see Table 5.3).
4Plus flat amount for Work Injury.
SPlus flat amount for Unemployment.

6Range according to earnings bracket. Higher rate is shown, which applies to highest earnings class.
TThe central government pays the entire cost of most programs from general revenues.

and to administrative improvements, which were par-
ticularly relevant in 1997 (see next section).

Structural Reforms

Structural reforms have been implemented in four
main areas: (1) the institutional structure; (2) the
pension system; (3) the health care system; and (4)
tax and customs administration.

Institutional Structure

Important structural changes were implemented
in this area. The treasury started operating on Janu-
ary 1, 1996. All cash money from central govern-
ment agencies and institutions started passing
through a single treasury account held at the Na-
tional Bank of Hungary, thus replacing a multitude
of previously existing accounts. This allowed the
central government to keep track of, and optimize
the use of, cash balances held by its entities. The
treasury was also assigned the supervision of the
disbursement of subsidies to enterprises and of

transfers to other entities of the general government.
This allowed the implementation of a system of net
financing for LGs: the treasury started transferring
the LGs’ PIT share after netting it out of social secu-
rity contributions due by LGs to SSFs and EBFs.
The same has occurred for subsidies to enterprises:
the treasury does not effect any transfer to organiza-
tions that have social security or tax arrears. These
changes have improved collection rates for social
security and tax revenue. In April 1996, the Center
for Government Debt Management also came under
the authority of the treasury. In January 1997, also
the accounts of the SSFs were brought into the trea-
sury system. At the same time, the treasury started
recording commitments against budgetary appropri-
ations and payments for CBIs’ expenditures regu-
lated by the new Public Procurement Law, thus al-
lowing a better monitoring of arrears. The Public
Procurement Law itself introduced transparency and
major economies in purchases by both the central
and local governments.

The establishment of the treasury has made avail-
able real-time information on the cash and debt posi-
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Table 5.3. PIT Indicators

1994 1995 1996 1997

{in percent of GDP}
Progressive tax base 346 312 318 294
Mer of deductions 3032 312 318 2194
{In percent of tax base)
Effective tax rate! 00 2632 3B 294
Met effective ax rate? 215 213 231 2.5

fin percent of GDP)

Memorandum item:

Tax credics 04 15 23 215

Sowrces: Mintstry of Finance; and IMF smiff estmares,

'Ratio of PIT collections {on progressive schedule only) to net
progressive mx base.

TRatio of PIT collections (on progressive schedule only) minus
e credits vo net progressive tx base.

tion, expenditure disbursed, and revenue collected of
all entities of the consolidated central government.
However, this centralization of accounts was not ac-
companied by changes in budgetary codes and by a
new chart of accounts. Therefore, it remains difficalt
to classify government operations according to full
economic and functional lines.

New budgeting, accounting, and reporting rules
were introduced for the 858Fs in 1996. The SSF
budgets are now formulated within the time frame
of the overall government budget. These changes
have eliminated the possibility of delays in approv-
ing the budgets of the 55Fs, which were all too
common in the past. The 55Fs are now also re-
quired to present quarterly budgetary reports to
Parliament and to the government, and to prepare
long-term projections of their revenue and expendi-
tures. Since December 1996, the General Assembly
of the S5Fs has lost its veto power on government
decrees related to social insurance. Finally, a new
institutional law was adopted by Parliament in June
1997, reforming the procedures of nomination of
members to the General Assembly of the Self-
Governments.

Pension Reform

The pension reform has been approved in two
parts. First, in 1996, the existing pay-as-you-go
(PAYG) system was reformed. Second, in 1997, a
new multipillar pension system, including a fully
funded component, was established for implementa-
tion in January 1998. Hungary is the first country in
Eastern Europe to adopt a multipillar pension system,

and the second country in Europe (after the United
Kingdom) to make a switch to a multipillar system.

The most significant changes to the existing PAYG
were (1) a gradual increase in retirement age (com-
bined with a rise in the minimum years of service for
early retirement); (2) the shift from wage indexation
of pensions to a combination of wages and prices with
equal weights; (3) the introduction of a new benefit
formula; (4) tighter eligibility criteria; (5) changes in
the rules regarding survivors' benefits; and (6)
changes in the tax weatment of pension benefits and
contributions {Box 5.3). The first two measures have
the strongest positive impact on the finances of the
system. The other measures have a lesser fiseal im-
pact, but have important implications for the incen-
tives to comply and for income distribution.

The multipillar system comprises a new and down-
sized first pillar—publicly managed and financed on
a PAYG basis—and a new second pillar—privately
managed and fully funded. A voluntary third pillar
(also privately managed and fully funded) has been in
operation since early 1994.14 The new system will be
mandatory for all new entrants into the labor force as
of July 1, 1998. Workers who have entered the labor
market before July 1998 will have the option of stay-
ing in the reformed PAYG or to switch to the new
system. Workers staying in the reformed PAY G could
expect an enlry pension, before taxes, of 60-65 per-
cent of the average wage. Workers under 35-40 years
of age are likely to find it attractive to shift to the new
system, as below this age, the expected return on the
second pillar accounts will outweigh the partial loss
of benefits accrued under the old system, leading to
an entry level pension of 65-72 percent of the aver-
age wage.

The flow of resources to the second pillar and,
therefore, its impact on the deficit of the PIF would
average | percent of GDP in the first years of imple-
mentation.'* After 10 vears of implementation, the
assets accumulated in second pillar accounts could
amount to approximately 15 percent of GDP.'® There

MRy mid-1997, the number of contributors to the third pillar

had reached 575,000, or roughly 15 percent of the labor force.

BAn additional fiscal cost of the transition is a new PIT credit
of 25 percent of employee contributicn to the first and second pil-
lar. The impact of this credit on PIT revenue is likely to be about
0.5 percent of GDP.

"“The private pension funds managing these assets would be
legally structured along the lings of the private pension funds al-
ready operating since early 1994, called voluntary mutual benefit
funds. However, the regulatory framework for the second pillar
will be stricter than the framework currently guiding the volun-
tary third pillar. In particular, pension funds operating in the sec-
ond pillar will be subject to a minimum size, contribute o & cen-
tral Guarantee Fund, hire custodian services, submit quarterly
reports (o the supervision agency, subject (o some investment
guidelines, and subject to stricter professional requirements for
as5¢1 management.
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Box 5.3. Reform of the PAYG and New First Pillar

Retirement Age Increase

The statutory retirement age will gradually reach age
62 by the year 2009, Until that year, workers have the
option of retiring as early as age 57 without penalty if
they have completed the required number of statutory
years of participation in the system. Retirement with
fewer years of service is also possible but with a
penalty. After 2009, the carliest a person can retire is
age 59 if the worker has completed 37 years of service.
Those who have accumulated 40 years of service can
retire between ages 59 and 62 without any penalty. The
changes in retirement age regulations are expecied 1o
lead to an increase in the effective retirerent age of ap-
proximately 5-6 years for women and 2-2%% years for
men by the year 2010,

Indexation Rules

The change in indexation involves a gradual shift
from annual net wage indexation to an evenly
weighted average to wages and prices. The net wage
indexation will be maintained in 1998 and 1999 to
allow a partial compensation for the decline in real
pensions in 1995 and 1996, the years when real pen-
sions declined significantly. In 2000, the government
will start delinking pensions from wages, applying a
mixed formula of 30 percent price and 70 percent net
wage indexation. The 50/50 indexation formula will
be fully implemented in 2000, Under the assumption
that GDP and real wage growth will average 3—4 per-
cent a year in the next decade, the reforms would lead
the PAYG generating surpluses of more than 1.5 per-
cent of GDP during that period—before the losses as-
sociated with the introduction of the second pillar are
taken into account.

Benefit Formula

The new benefit formula applies a set of lower coeffi-
cients (o a worker’s gross wage history. The new formula
will be used for the calculation of new pensions after
2012, and will replace the current schedule of higher co-
efficients that are applied to a worker's nef wages.

Eligibility Criteria
The number of noncontributory years counted to-

ward retirement for students and women on maternity
leave will be reduced.

Rules on Survivor Benefits

Starting in 1998, survivor pensions will be awarded
regardless of other pension income. This change is ap-
plied retroactively and is estimated to add approximately
20 percent to the average survivor pension. However,
since survivor benefits are low and account for a small
share of pension expenditures, the increase in pension
ontlays generated by this change is expected to account
for about 0.1 percent of GDP,

Taxation Treatment of Conrributions and Benefits

The changes in the tax treatment include the intro-
duction of a 25 percent tax credit on mandatory em-
ployee contributions (to the PAYG and the second pil-
lar), exempting investment income in the second pillar
and taxing pension benefits, Although the changes in
the tax treatment imply a loss of revenues of the per-
sonal income tax of approximately 0.5 percent of GDP
in the first stages of the reform, they move Hungary
much closer to the tax treatment applied in most OECD
countries, which involves exempting contributions and
investment income while taxing benefits.

is & guarantee on minimum second pillar replacement
rate defined as 25 percent of the replacement rate that
the worker would receive from the first pillar. This
guarantee effectively establishes a contingent liabil-
ity for the new pension system, which has not been
quantified yvet. This liability is backed by resources of
the Guarantee Fund. Mostly older workers, who have
a shorter period of service, are likely to benefit from
this guarantee. Therefore, the government expects
this guarantee not to be large.!”

The pension reform represents a key step forward
in consolidating public finances in Hungary. The re-
form of the PAYG system goes a long way to reverse

"The guarantee creates two additional problems. First, more
people miy decide to switch to the new system and, therefore, the
costs of the transition may be higher, Second, the individual-spe-
cific guarantee may sdd o administrative costs, especially if the
guarantee is frequently monitored by actuaries.

the otherwise inevitable deterioration of pension ac-
counts in the long term.'® Moreover, the introduction
of a fully funded component is important in encourag-
ing compliance and in developing the capital market.
Onther steps are expected to follow soon. A key issue
that still needs to be addressed is disability pension re-
form. Although a parliamentary resolution adopted in
July 1997 outlines its main principle and sets 1999 as
the date for its implementation, much preparatory
work needs to be done to meet this target.'¥

"%The PAYG system is expected to remain in surplus for the
next 30-35 vears, Later, a deficit is expected to emerge, reflecting
demographic trends,

n the new system, vocational criteria—together with the cur-
rent medical ones—will be used to determine eligibility as well as
the degree of disability. Instead of focuzing on the worker’s lost
ability to work. the new system will emphasize the worker's re-
maining ability 1o work. Permanent bepefits will be awarded only
to the most serious medical cases, The reform will require
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Health Reform

It is misleading to say that the government imple-
mented a full-fledged health reform in 1994-97.
From the early 1990s, the government had already
implemented a myriad of changes 1o the financing,
delivery, and institutional structure of the health care
system and it has continued to do so. Although over
the past two years the legislative effort in this area
has intensified, measures taken have fallen short of a
fully fledged reform.

During the first half of the 1990s, Hungary moved
from a centrally planned public health care system,
financed through general budget revenues, to a dele-
gated and decentralized system, financed through a
combination of social insurance payments (to cover
part of the outlays of the HIF), general budgetary
revenue (for the outlays of the state and LGs), and
patients’ outlays for drugs and private medicine
{Box 5.4). However, as discussed above, there are
still numerous concerns regarding the efficiency of
the system and its deficits,

In 1995, the government added to its legislative
agenda the improvement of the efficiency of health
care delivery and the reduction of its fiscal burden.
This led to the approval of the Act on Capacity Re-
duction in July 1996,2 the Act on Health Insurance
in July 199721 and the Act on Social Insurance Eli-
gibility and Financing, regulating the revenue of
both the PIF and HIF, also in July 1997. Moreover,
the government presented to Parliament a draft of

strengthening the medical examination network, establishing re-
habilitation centers, and reforming the Labor Market Fund and
the social assistance programs, Once the new system is in place,
the government should be able to start & recertification program
for those who are currently classified as temporarily disabled—
whose ranks are reputed 1o include many long-term unemployed
(Chapter X).

*The Act on Capacity Reduction aims at reducing excess ca-
pacity in the hospital system, excessive and inappropriate hospi-
talization rates, and excessive length of stay. It defines inpatient
and outpatient capacity by county and for each medical specialty
until 2008}, when it is hoped that the formula would provide a
ratio of B0-85 hospital beds per 10,000 inhabitants.

I The Act on Health Insurance aims at increasing the efMiciency
of the health system, mainly by diverting excess demand for sec-
ondary health care services toward preventive and primary care.
The main points of the act are the following. First, the act classi-
fies health reatments into three broad categories, according to the
degree of patients’ participation in the cost of services: (1) treat-
ments not covered by insurance (e.g.. several types of ransplants,
stenlization, and acupunciure); (2) treatments provided free of
charge (e.g.. screening, preventive, and curative services); and (3)
specific situations when the institution delivering the service is
authorized to collect copayments. Second, the act specifies treat-
ment guidelines that regulate access o services, These include the
requirement of a written referral for most outfinpatient freatments
and the physicians’ obligation o refer patients to the lowest possi-
ble level of care. Third, the act redefines the HIF's contracting
procedures with, and its supervision over, the health institutions
and the physicians,

the Health Care Act, regulating the organization of
the health sector.

A full discussion of these measures is included in
Ruggiero (1997). Here, it is enough to note that the
approved laws represent a useful streamlining of ex-
isting regulations and contain some useful measures,
However, they fall short of introducing those eco-
nomic incentives to efficiency that in the medium to
long term will be necessary to improve the overall
effectiveness and viability of the health system. 22
Moreover, in some cases (such as the Health Care
Act), the new legislation provides a framework—
outlining the basic principles regarding the role of
the government, the rights and responsibilities of in-
dividuals, the agents/units included in the health de-
livery system, and the professional requirements for
supplying health services—and will need to be fol-
lowed up by implementing legislation.

Tax and Customs Administration Reform

Weak tax compliance has been a key fiscal prob-
lem in Hungary during the 1990s. Some Hungarian
studies (Arvay and Vértes, 1995) suggest that the
gray economy is as large as 30 percent of economic
activity, and this is both the cause and the effect of
high statutory marginal tax rates. Indeed, all tax rev-
enue as a share of reported income are well below
the levels that should be generated by the official tax
rates (OECD, 1997¢). Part of the erosion of the tax
base has come from the movement of economic ac-
tivity from large easy-to-tax state firms to small
businesses, whose accounts are hard to monitor, and
whose income is therefore hard to tax (OECD,
1995a). But, as discussed below, this erosion is also
due to disincentives implicit in the tax system, Many
of the tax policy measures of the mid-1990s were
designed with the objective to improve tax collec-
tion through better compliance.

In addition, there was a significant effort to im-
prove tax administration and adapt it to the new forms
of economic organization. Unil 1995, manpower in
the tax authority (Adé &s Pénziigyi Ellentirzési Hi-
vatal (APEH}) had not yet increased, the percentage
of staff working on auditing was relatively small,
training was mostly on the job, and there was no
structured national audit strategy. In 1996, increased
financial resources were allocated to APEH, and staff
was increased by 8 percent. A Large Taxpayer Unit
was established in January 1996, Though its activity

#2For example, the reform contains little incentives for health
institutions (o charge copayments. Therefore, it is unlikely that
these will be increased to control excess demand. The law also
fails to assign the HIF a broader autonomy to contract with
providers for the level and composition of services it deems nec-
eszary, Therefore, a competitive market between suppliers of
health care services has yet to be established.
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Y REFORM OF PUBLIC FINANCES, 1994-97

Box 5.4, A Chronology of Reform Measures in Health Care

Year Reform Measures

1988 Creation of the Social Insurance Fund.

1989 Private medical practice is authorized.

1990 Switch from tax-based funding to funding through compulsory insurance.

Ownership of health facilities transferred to local governments.

Ministry of Social Affairs and Health renamed Ministry of Social Welfare.

Introduction of consensus management (a three-member management team compaosed of a medical
director, an economic director, and a nursing director) in hospitals.

1991 Establishment of National Public Health Service (responsibility for local hygiene offices) transferred
from LGs to central government as part of this service.
Approval of Act on the Self-Government of Social Insurance.

1992 Social Insurance Fund separated into a Pension Fund and a Health Insurance Fund (23.5 percemt
health contributions—19.5 percent for employer and 4 percent for employee).
Parliament defines eligibility conditions for health insurance.
Family Physician Service is created and capitation-based payment introduced.

1993 Authorization of Voluntary Mutual Health Insurance.
Self-Governments of Social Insurance are set up with employer and employee representation.
Outpatient care remuneration based partly on a fee-for-service scheme, and hospital care remunera-
tion on DRG-type scheme (July 1993).
Share of Family Physician remuneration based on capitation increased to about 80 percent of total.

1994 The Act on the Hungarian Medical Chamber establishes ethical norms and procedures for doctors;
general rules of contracts between health insurance and physicians; and the right for the chambers
to participate in the definition of health policy and legislation.

Governmenlt adopts the National Health Promotion Strategy.

1995 Mew pharmaceutical regulations introduce a Basic List of essential drugs available at high HIF reim-
bursement rate. Reimbursement rates and the number of drugs on the Basic List are reduced twice
in 1995,
Some closure of hospital beds is undertaken.
1996 Employer contribution rate is reduced by 1.5 percent.

Employer responsibility in sick pay is increased from 10 days to 15 days, and employers are to con-

tribute one-third of sick pay expenditures of their employces.

Reductions in reimbursement rates and changes in the drugs available in the Basic List (May).

Adoption of Act on Hospital Capacity Reduction (July). One of its objectives is to reduce hospital
beds by 10,000,

Hospital specific weights in the DRG financing scheme are eliminated.

Eligibility for drug card is extended.

1997 Social security base is expanded 1o coincide with the Personal Income Tax base. Several nonwage re-
munerations and incomes are included.

Reduction of employer contribution by 3 percent; adoption of a monthly payment of Ft 1,800 for every
citizen—ito be paid by the employer for the employees; increase of the monthly contribution ceiling
from Ft 75,000 (as set in 1992) to Ft 99,000,

Elimination of cross-financing between the HIF and the Pension Fund.

All public funding for Investments in the Public Health Care Sector to be allocated through the Ministry
of Welfare (no investment funds will be budgeted through the LGs and the HIF).

Reductions in reimbursement rates and changes in the drugs available in the Basic List (January).

Adoption of Institutional Law (June) and Health Insurance Law (July) by Parliament.

was limited in its first year of implementation to about
300 taxpayers in Budapest (350 in 1997), these repre-
sent 55-60 percent of the revenue collected in the cap-
ital—and Budapest produces about 70 percent of the
Hungarian tax revenue. In 1997, APEH was allowed
to increase its staff by an additional 20 percent, which

was allocated primarily to audit and collection func-
tions. Also, in January 1997, a national audit plan was
approved, which attempted to shift the focus of audits
toward medium-sized firms,

Two other administrative measures were imple-
mented to improve collection of tax arrears. First, in
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early 1996, APEH was given the power to send a no-
tification of seizure of asset to delingquent enter-
prises; failing that, APEH can now actually seize
both tangible and intangible assets. Second, as of the
second half of 1996, enterprises entitled to receive
any payment from the central budget, including sub-
sidies, first have to clear any outstanding tax liability
with APEH and the 55Fs. Similar seizing powers
were also bestowed upon the Customs Administra-
tion (VPOP), which also considerably increased its
staff in 1997 (by 14 percent).

Considerable progress has been achieved in im-
proving tax administration, although further
progress is possible.2® In this respect, compliance
and effectiveness of tax administration would be
considerably helped by a simple, transparent, and
stable tax environment. In a closely related area, ef-
forts to integrate the collection and auditing of social
security contributions (managed by the HIF and the
PIF, respectively) and the general tax collection may
generate efficiency savings by eliminating unneces-
sary duplications {(and excessive burden on taxpay-
ers}, and should improve the capacity of authorities
to detect tax evasion.
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VI Hungary’s Growth Performance: Has It
Lived Up to Its Potential?

Rachel van Elkan

S ince 1990, as part of its ransition from central
planning to a market economy, Hungary imple-
mented a comprehensive liberalization of its eco-
nomic system. This liberalization was achieved by
correcting relative prices through subsidy cuts, re-
ducing trade distortions, freeing most food prices,
hardening enterprise budget constraints, approving
new bankruptcy and banking laws, and privatizing
state enterprises. As elsewhere in the region, these
reforms were accompanied in the early 19905 by a
sharp drop in output and a surge in inflation. Al-
though the transition toward a market economy is
ongoing, the decline in output has been halted, and a
recovery has begun. This chapter describes the main
influences on the evolution of output in Hungary
since 1990, and examines Hungary's future growth
prospects with specific focus on the role that struc-
tural and macroeconomic policies can play in en-
hancing those prospects.

Growth During 1990-96

Following more than two decades of gradual re-
form, Hungary stepped up the pace of transition in
1990. Output began to decline that year, before
falling sharply in 1991. The pace of decline moder-
ated in 1992 and 1993—the year when output
reached its lowest level. Between 1989 and 1993,
GDP declined by a cumulative 18 percent. Consis-
tent with typical cyclical behavior during downturns,
the bulk of this decline was due to a sharp drop in
fixed investment (Figure 6.1). In 1993, the output
decline reflected a marked deterioration in the exter-
nal accounts as exports collapsed while impon
growth remained robust,

Thereafter, positive—though modest—output
growth was restored, initially on the strength of in-
vestment and, following the implementation of the
1995 austerity program, on the contribution of the
external sector, which more than offset a steep de-
cline in private consumption. Activity subsequently

accelerated sharply: GDP growth in 1997 is esti-
mated at 4 percent, fueled by a combination of
strong investment and continued expansion in the
external sector,

This output growth pattern can be contrasted with
those in other countries in the region. Annual GDP
indices for Hungary, Poland, the Czech Republic,
the Slovak Republic, and Slovenia in “stabilization
time" (i.e., with the year in which stabilization was
initiated in each country denoted as () are depicted
in Figure 6.2. For Hungary, year 0 is 1990, when
broad-based price liberalization (including the free-
ing of food prices and adjustments in energy prices)
took place, financial policies were significantly
tightened, and decisive structural reform efforts
began.! The figure reveals that, in each of the ad-
vanced transition countries, output declined steeply
in the first and second year following the initiation
of reform, but the process of recovery three years out
was well established for most of the countries in the
chart. By contrast, Hungary endured four consecu-
tive years of negative output growth during the tran-
sition. Moreover, the pace of recovery was also
slower in Hungary. Specifically, by 1996, GDP had
increased between 12 percent and 24 percent from
its minimum level for the other countries in the
chart, while in Hungary, output had recovered by
only 6 percent.? To sum up, Hungary’s depression
since 1990 was longer and its subsequent recovery
tlatter than in other advanced transition economies.

Two factors may explain this performance: The
postponement of macroeconomic stabilization to the
mid-1990s and the slowing of structural reform dur-
ing 1993 to mid-1995. The postponement of macro-

IMensured by the annual change in their index of liberalization,
de Melo and others (1996) find that 1990 was indeed the vear of
muost imtense reform in Hungary. For the other econemies, time O
was as follows: Poland (19904, Czech Republic (1991} the Slo-
vk Republic {1991); and Slovenia { 1990).

IDespite the less severe nature of Hungary's recession, by
1996, its cumulative output loss was only slightly less than the
average of the other advanced transition countries.
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Growth During 1990-96

Figure 6.1. Contributions to Growth
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Figure 6.2. Real Output in Advanced Transition Countries
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economic stabilization is apparent from a few indi- in 1990-92. Likewise, the deficit of the consolidated
cators. As shown in Figure 6.3, Hungary’s progress government stood above 7 percent of GDP in
in reducing inflation has been relatively modest 1992-94, compared to a surplus of 1 percent of GDP
compared with other countries.®> Hungary’s current in 1990 and a deficit of 3% percent of GDP in 1991.
account deficit stood above 9 percent of GDP in To what extent did the delay in macroeconomic
1993-94, compared to a surplus of 1 percent of GDP stabilization hamper growth performance? A tenta-

tive answer to this question may be found in the em-
30f course, Hungary was spared high inflation at the outset of pmcal literature lmklng growth to inflation and fis-

reform as a result of significant progress made with price liberal- cal performance. A number of empirical studies
ization over the previous two decades. conclude that growth is adversely affected by infla-

©lnternational Monetary Fund. Not for Redistribution



Vi HUNGARY'S GROWTH PERFORMANCE
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Source: Inmermational Manetary Fund, Wonld Econamic Cutlook, 1997,

tion. Bruno and Easterly (1995) find that this nega-
tive relationship is apparent when inflation exceeds
40 percent. However, Sarel (1996} argues that
growth is adversely affected by inflation rates as low
as the high single digits, with a doubling of inflation
from such levels lowering growth by almost 2 per-
centage points. Evidence presented in Box 6.1,
based on a panel data set covering 25 eastern Euro-
pean countries, the Baltic countries, and the Com-
monwealth of Independent States, also suggests that
both inflation and the size of government are statisti-
cally and economically significant determinants of
growth performance. This evidence, in conjunction
with the studies mentioned above, would suggest
that Hungary's failure to achieve a sizable and sus-
tained reduction in inflation since 1990 significantly
impeded its growth performance. If one takes the av-
erage inflation rate of the advanced central and east-
ern European countries in 1996 and Sarel’s estimates
{which are based on a much broader sample than
those in Box 6.1) as a base case, slow progress with
inflation stabilization could have reduced Hungary's
growth rate by nearly 2 percentage points.?

As to the effect of fiscal imbalances on growth,
according to Fischer and others (1996b), transition
countries that imposed more restrictive financial

1This estimate is calculated as the product of Sarel’s coefficient
on the logarithm of inflation (-2.48) and the difference in the loga-
rithm of inflation in Hungary in 1996 (24 percent) and the loga-
rithm of average inflation in 1996 in Poland, the Czech Republic,
the Slovak Republic, and Slovenia (11 percent). The estimated ef-
fect of inflation on growth presented in Box 6.1, which is based on
o sample of ransition economies, 15 similar o that found by Sarel,

policies, in the form of a pegged exchange rate and a
tight fiscal stance, grew faster during 1992-95.
Using their estimates, the relative deterioration in
Hungary’s fiscal position could explain about %4 per-
centage point of the growth shortfall relative to the
other advanced transition countries in 1996,

In addition to the slow progress on the macroeco-
nomic front, Hungary's growth performance may
also have been affected by a slowing of structural re-
form from 1993 1o mid-1995. By 1993, Hungary had
already made significant progress in establishing a
market-based economy, and was assessed by the Eu-
ropean Bank for Reconstruction and Development
(EBRD) to be among the most advanced of the tran-
sition countries in this area.® Among the notable
achievements were that more than 90 percent of
prices, weighted by their share in the consumption
basket, had been freed of administrative controls; li-
censing and quota restrictions on trade had been vir-
tually eliminated; small-scale privatization was al-
most complete; and the private sector already
accounted for 50 percent of the economy. However,
Hungary's reform process slowed markedly from
1993 10 mid-19935, when litle headway was made in
ensuring the long-term viability of the social security
system, restructuring the financial system, or privati-
zation. Moreover, despite efforts at fiscal retrench-
ment, the size of the public sector did not decline be-
tween 1990 and 19935, with the share of consolidated
government expenditure remaining at about 50 per-

De Melo and others ( 1996) confirm Hongary's ranking as
among the top reformers in 1993,
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cent of GDP in 1995.% A consequence of the still-
large size of the government sector is the high level
of distortionary taxes required to finance it. In partic-
ular, the tax wedge on labor income created by con-
tributions to social security remains among the high-
est in the world, with negative implications for labor
market participation and output growth.

The importance of maintaining the momentum of
structural reform is borne out by several studies.
Sachs (1996) finds that, for a group of 25 countries
from eastern Europe, the Baltic countries, and the
Commonwealth of Independent States, reform (mea-
sured in terms of broad-based indices of liberaliza-
tion) is positively correlated with GDP growth dur-
ing 198995 and, therefore, that greater progress in
the structural area leads to a smaller cumulative out-
put loss and/or a faster recovery in activity.” In addi-
tion, de Melo and others (1996) find that more than
one-half the variation in growth across transition
countries is related to differences in economic liber-
alization, with the latter's importance depending on
both the duration as well as the intensity of reform,
Based on the index and econometric results pre-
sented in de Melo and others (1996), Hungary’s an-
nual growth rate would have been 4 percentage
point higher had it achieved the same degree of lib-
eralization as the Czech Republic in 1993 and in
1994 8

Third, Hungary's growth performance may also
be related to specific elements in the design of its re-
form program. A case in point relates to the estab-
lishment of the Bankruptcy Law in January 1992,
which, by automatically activating bankruptcy or
liquidation procedures in cases where obligations
were overdue by as little as 90 days,” forced into
bankruptey a number of economically viable firms
affected solely by temporary liguidity problems. !V
Moreover, for those firms impacted by the law,
bankrupicy proceedings were excessively pro-
tracted, with resolutions requiring two years on aver-

“Total government spending in 1995 remained unchanged from
its 199H-GDP share because subsidy reductions were offsct by in-
creases in spending on social secunity and debt servicing.

TThis is consistent with Hernandez-Cata (1997) who finds that,
although the inital contraction of aggregate outputl is much
steeper for a strong reformer than for o slow reformer, the subse-
guent recovery occurs earlier and is more rapid. On balance, he
finds that the cumulative loss is lower for the strong reformer.

EAccording o indices of liberalization from de Melo and others
(1996), the Crech Republic was the most advanced reformer in
199394 with a weighted index of 90 in each year, whereas Hun-
gary, Poland, the Slovak Republic, and Slovenia had a weighted
average index of (.84, .84, 0.83, and 0.82, respectively.

The automatic 90-day trigger was repealed at the end of 1992,

n addition, during this period, many large state-owned enter-
prises were able to evade the law either because of their close
links to state banks, which continued o extend credit, or through
special debt-resolution channels, which entailed a large element
of debt forgiveness,

age. About one-third of Hungary's industrial enter-
prises are estimated 1o have been affected by the law
in 1992-93, with particularly adverse effects on out-
put in the export sector. This is not to say, however,
that Hungary's output performance would have been
stronger had the law not been in place. On the con-
trary, the law was a key instrument in reforming the
supply-side of the economy. Had some elements of
the law been designed more carefully, the resulting
output loss would have been more contained.

Growth in the Medium Term

This section employs an aggregate production
function approach to assess the implications for
Hungary’s medium-term growth rate—over the next
four years—of recent investments in physical and
human capital and improvements in productive effi-
ciency, given initial factor endowments and progress
to date with structural reform. It argues that, while
slow progress with stabilization and a loss of mo-
mentum in structural reform may have held down
growth thus far, success in attracting foreign direct
investment, together with human capital improve-
ments, augur rather well for Hungary's future
growth prospects, as long as policy shortcomings,
such as the still high inflation rate, are rectified.

Physical Capital

As in other transition economies, Hungary's stock
of physical capital at the beginning of transition was
built up from a series of investments guided by mo-
tives other than profit maximization. Since these in-
vestments were largely irreversible, the stock of “ef-
fective” capital under market conditions was less
than the initial stock of capital. An estimate of the ef-
fective size of the capital stock—and hence of the
degree of inefficiency of past investment—can be
made by determining the amount of capital required
to generate Hungary's current level of output under
market conditions, controlling for other factors in-
cluding human capital and labor endowments.!! As-
suming that misallocated investments cannot be di-
verted to productive uses, Borensziein and Montiel
(1991) find that three-fourths of Hungary's invesi-
ment under central planning (equal, on average, 1o
29 percent of GDP in 1960-85) was unproductive.

The initial size of Hungary’s capital stock affects
its future growth prospects via the productivity of in-
vestment, with the low level of Hungary's effective

UThis methodology aitributes all the inefficiency to capital in-

vestment and assumes that all existing coapital is fully employed.
Therefore, the resulting estimate may overstate the degree of
wisteful investment.
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An extensive body of theoretical and empirical liter-
ature exists on the sources of growth in developing and
industrial economies. While this literature may also be
relevant to countries undergoing the transition from
planning to a market economy, other factors may also
come into play during this process, Enterprise restruc-
turing, price liberalization, and private sector expan-
sion, while not unigue to transition, occur at a more ac-
celerated pace in transition countries than in other
economies, with potentially important implications for
economic activity.

This box presents econometric estimates of the ef-
fects of various macroeconomic and structural vari-
ables on growlh using a pooled cross-section-time se-
ries data set for 10 eastern European countries and 15
countries of the Baltic countries and the Common-
wealth of Independent States during 1993-96. Data
availability prior to 1993 is scant for a number of coun-
tries, which dictated the relatively small number of ob-
servations per country.

The class of models used in the empirical estima-
tions allows for the inclusion of a time-variant coun-
try-specific factor, in addition to time-varying vari-
ables that are common across countries, and is of the
form:

8ir= Wi+ Pxi .+, (1
where g;, is the annual GDP growth rate for country ¢
in year ¢, J is the country-specific term, x;; is the vector
of explanatory variables, and g, is a mean-zero distur-
bance term possibly with a time and/or group depen-
dent variance. The country-specific term is a composite
of time-invariant idiosyncratic factors affecting a coun-
try’s growth rate.

Box 6.1. Growth Determinants for Transition Countries: Panel Estimates

The right-hand side variables to be considered
below consist of policy variables, macroeconomic
variables, and structural variables. The set of policy
variables consists of the government balance as a
share of GDP and year-average consumer price infla-
tion. The macroeconomic variables include foreign
direct investment, total and private investment, do-
mestic credit, and the volume of trade, all as a share
of GDP. The list of structural variables includes the
share of the private sector in GDP and the ratio of
government expenditure to GDP, as well as measures
of progress with structoral reform put together by the
EBRD. These include indices of price liberalization,
reform of the foreign exchange and trading sysiems,
and enterprise restructuring.

Consistent with the findings elsewhere in the litera-
ture (as discussed earlier in this chapter), the results
presented below confirm the importance for growth of:
(1) a stable macroeconomic environment; and (2)
progress with structural reform. The results of the pre-
ferred specification are given in equation (2) below,
where (-statistics (in parentheses) are based on (White)
heteroskedastic-consisient standard errors:

gi. 1= Wi 0.160gavexp + 10.3plib + 0.943avidi

(-2.36)" (5.48)" (4.09"

— 4. 10loglinflt) — 3.07log((infl™)
(=2.44)"" (=3.13)*

— 2 48log(infT™) 2)
398"

Adjusted R? = (1.748
F30, 44] = 8.31; P-value = 0.000

capital stock implying a relatively high marginal
product, This suggests, paradoxically, that the
prospects for growth from new investment are more
favorable than if efficiency under planning had been
greater, and that a relatively modest invesiment rate
could sustain relatively high rates of growth. Indeed,
assuming an investment rate of 22 percent of GDP—
well below the average for 196085 and below the
current rate of 25 percent of GDP—Borensztein and
Montiel's cross-country growth regressions suggest
that Hungary could achieve growth rates of 5-6 per-
cent in the future (assuming that human capital and
population growth rates are the same as in 1960-85),
similar to rates achieved at present by the other ad-
vanced transition economies. While such regressions
are suggestive, it is nevertheless worth examining
whether other approaches give similar results.
Foreign direct investment is frequently argued to
be a good predictor of an economy's future growth

performance, especially given FDI's role as a vehicle
for the international transfer of new technologies and
management practices, and the empirical evidence
on the complementarities between FDI and human
capital and between FDI and domestic investment
{Borensztein and others, 1995).'2 Hungary has in-
deed been a leader in the region in attracting a large
volume of FDI, with cumulative FDI during
1991-96 of $12.4 billion, almost three times as
much as the next largest recipient {(Russia).!3 14 The

"IBorensztein and others { 1995) do not distinguish between
privatization-related and other FDIL

Hungary's position in attracting regional FDI flows reflects,
inter alia, its relatively advanced stage of implementation of mar-
ket reforms and price stabilization; its geographic proximity o
major trading partners; the quality of its labor force; the size and
income of its domestic market; and tax incentives to foreign in-
vestors. The importance of reform for attracting FDIT 15 supported
by a recent EBRD survey of investors (EBRD, 1995), which finds
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where govexp is the share of primary government ex-
penditure in GDP; plib is the EBRD’s index of cumula-
tive price liberalization: avfdi is the average of current
and lagged FDI as a share of GDP; log(infl) is the nat-
ural log of the average of current and lagged inflation,
with the superscripts H, M, L indicating, respectively.
average inflation in excess of 40 percent, between 8 per-
cent and 40 percent, and below 8 percent; and ** (%) in-
dicates significance at the | (5) percent level.
Consistent with our theoretical priors, the results
imply that an increase in both inflation and the size of
government lowers growth, while an increase in FDI
and progress with price liberalization both raise
growth. Specifically, a | percentage point increase in
the share of FDI in GDP raises growth by almost 1
percentage point, similar to the results of Borensziein
and others (who found a coefficient of 0.8 based on a
sample of nontransition countries). With respect to the
cumulative price liberalization index, plib. which is an
ordinal variable, only the sign of the coefficient rather
than its magnitude, is of relevance. The cocfficient on
plik is positive and highly significant. Also, inflation
is found to have a negative effect on growth. More-
over, the effect of inflation on growth is found to vary
with the level of inflation: a doubling of inflation from
a high level (say from 50 percent to 100 percent) low-
ers annual growth by 1.7 percent, while doubling in-
flation from (say) 15 percent to 30 percent reduces
growth by 2.1 percent, and increasing inflation from
(say} 3 percent to 6 percent lowers growth by 2.8 per-
cent. However, caution must be used when interpret-
ing this result since the decreasing effect of inflation
on growth may reflect the large movements in infla-
tion over the current sample, which are due to price

liberalization. As a result, the coefficient on Jog(infT*)
may be picking up some of the positive growth effects
associated with price liberalization, which may be im-
perfectly measured in the plib variable used in the
above specification.! Finally, a | percentage point re-
duction in the share of government in the economy
raises growth by more than (.15 percentage point.
Interestingly, the government balance was found to
have no independent impact on growth, suggesting
that the effects of the deficit operate through the other
terms in the regression (inflation and government
expenditure).

The likelihood ratio test and the F-test supports
strongly the choice of a fixed-effects model over the
alternative model without country dummies.? The
country-specific parameters capture the possible ef-
fects on growth of time-independent variables, includ-
ing the level of income at the beginning of transition,
the cumulative decline in output, the degree of cor-
ruption, as well as specific features in the design of a
country’s transition process. Each of the country-spe-
cific coefficients (not reported above) is significant at
the 5 percent level.

11t is noteworthy that, in an aliermative specification of the
madel, the first difference of plib was found 10 have a highly
significant negative impact on growth; in that specification,
monsover, the magnitude of the coefficients on log(inf™) and
loglinfT) were reduced, and the coefficient on log(infl™) was
no longer significant.

*The probability value is less than 1 in 100,000,

magnitude of FDI is even more apparent when
scaled against the size of the economy, with the ratio
of FDI to GDP averaging 5 percent during 1991-96,
compared with an average of less than 1% percent in
the other economies of the region. !5

Cross-country evidence suggests an economically
and statistically significant relationship between the
FDI/GDP ratio and growth performance, with

that countries that are comparatively advanced with reform and
stabilization have attracted a relatively large share of regional
FDL. Selowsky and Martin (1996) draw similar conclusions about
the relationship between reform and FDI, based on the de Melo
and others (1996) index of liberalization.

HThe guality of Hungary™s FDI, as measured by the per capita
income level of the source country, was also relatively high, with
Germany, the United States, and Austria contributing about 60
percent of total FDI during 1993-94,

FAlbania, Belarus, Croatia, Crech Republic, Estonia, Latvia,
Lithuania, Macedonia, FYR, Moldova, Poland, Romania, Russia,
the Slovak Republic, Slovenia, and Ukraing,

Borensztein and others (1995) finding that a 1 per-
centage point increase in the former raises growth by
(.85 percentage point.'® In addition, empirical esti-
mates presented in Box 6.1 would suggest a slightly
larger coefficient (about unity); that is, a 1 percent-
age point increase in the FDI ratio raises growth by
about 1 percentage point. If one assumes (conserva-
tively) that the ratio of FDI to GDP in Hungary sta-
bilizes at 3 percent of GDP during 1997-99 as the
privatization process winds down, Hungary's aver-
age FDI ratio during the 19905 would amount to
about 4 percent of GDP. Using either Borensziein's
regression results or those in Box 6.1, one would

EEstimates from Borensztein and others (1995) are based on

time-averaged data over 10-year blocks. Given the lags that are
likely to be present, it is sensible to assume that Hungary's future
prospects will be influenced not only by future FDI but also by
the relatively high rates of FDI in the past. This is the underlving
assumption in the exercise below,
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conclude that Hungary’s medium-term growth rate is
likely to be boosted by about 3 percentage points
{with respect to other countries) on account of the
increase in FDI alone.

Labor

The demographic profile of Hungary's population
suggesis that the size of the labor force will increase
only marginally (0.3 percent a year) during
1997-2000. However, the effective labor supply will
be boosted during this period by improvements in
educational attainment. As shown in Table 6.1
below, secondary school enrollment increased
markedly between 1970 and 1992, while enrollment
in tertiary education also rose. The illiteracy rate
also declined (albeit from a low level). Increased
participation in formal education will serve to im-
prove Hungary's growth potential by raising the av-
erage skill level of workers, since the human capital
of workers entering the labor force will exceed that
of those they replace through retirement.

Based on the regression results of Levine and
Renelt (1992), the increase in the labor force and in
secondary school enrollment from its 1980 rate
should raise Hungary's medium-term potential
growth rate by about ¥4 percentage point. This figure
probably underestimates the effect of improved edu-
cation on growth in the most recent period. For ex-
ample, the number of students in secondary and ter-
tiary schools increased by 8 percent and 54 percent,
respectively, during 1993-935,

Factor Productivity

A major objective of reforms undertaken during
the transition is to improve total factor productivity

Table 6.1. Enroliment and liiceracy Rates

1970 1980 1992
Enrallment (percent of
age group enrolled)
Secondary school 63 70 al
Tertiary 129 — 15.3
{Percentage of population)’ 08 0% 18
lliteracy rate
(percentage of population
age |5 and abowve) 2 I -
Source: IBRD, World Development Indicators (Washington:
Warld Bankj),
I Seiistical Yearbook of Hungary, 1995,
“Figure for 1995,

{ TFP). Structural reform can affect TFP through two
channels. First, existing resources may be reallo-
cated to more productive uses. Policies that further
this objective are those that create incentives for
more efficient resource allocation (e.g., subsidy re-
ductions, smaller government); facilitate resource
mobility (e.g., greater efficiency in financial inter-
mediation); and enhance competition in the domes-
tic economy (e.g., elimination of trade barriers, and
establishment of the commercial and legal institu-
tions of a market economy). Second, TFP can be
boosted by the upgrading of technologies. Greater
openness to trade and investment provides a conduit
for the international transfer of advanced production
techniques and technical knowledge, thereby en-
abling transition countries to close the technology
gap with industrial countries.

Evidence from developing countries suggests that
improvements in TFP have been an important factor
in sustaining economic growth. Between 1971 and
1993, increases in TFP accounted for nearly one-half
(1% percentage points) of per capita growth among
developing countries. Among successfully adjusting
developing countries that have sustained reform,
TFP’s contribution to per capita growth increased to
2% percentage points {(International Monetary Fund,
1993). Individual country studies confirm the impor-
tance of reform for growth in total factor productiv-
ity. For example, in the case of Chile, Lefort and
Solimano (1994) find that the contribution of TFP to
output growth increased strongly in the period fol-
lowing the implementation of structural reforms,
with the rate of growth of TFP rising from about %
percent a year before reform to 1% percent there-
after.'” In the case of Korea, Lee (1996) finds that
distortionary tax/tariff incentives reduce TFP
growth. Fischer (1993) finds that tariff protection
weighted by the volume of trade reduces the effi-
ciency of resource allocation.

Duwring the transition, Hungary undertook a sub-
stantial liberalization of its trading environment, re-
ducing average tariffs and import surcharges rapidly
during 1996 and 1997 (Chapter IX). Partly in re-
sponse, the degree of openness (measured by the trade
ratio) has increased from 38 percent of GDP in 1990
to 70 percent of GDP in 1996, Moreover, the orienta-
tion of trade has also shifted, with 65 percent of trade
now taking place with European Union countries.
Based on the econometric results of Fischer (1993),
greater openness and reduced protection is likely to
boost future TFP growth by 14 percentage point.

"Lefort and Solimano (1994) find that the most imporiant fac-

tors in explaiming the increase in TFP growth were greater exter-
nal openness (measured by reductions in impon protection) and
the increase in financial deepening (proxied by the real level of
interest-bearing deposits in the banking system).
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Removing Obstacles to Growth

Output in Hungary expanded by a modest 1 per-
cent in 1996, largely—as argued in the previous sec-
tion on growth during 1990-96—owing to slow
progress with macroeconomic stabilization. Never-
theless, as discussed above, several factors suggest
that Hungary is now poised to see its growth rate
pick up significantly, especially because of its supe-
rior performance in attracting FDI. This said, how-
ever, future prospects will continue to be circum-
scribed if progress is not made in durably reducing
inflation toward single-digit levels.

To make concrete the benefits to medium-term
growth prospects from lower inflation, the empirical
results from the previous section may be brought to
bear. In their medium-term macroeconomic forecast,
authorities target a gradual decline in inflation to 8 per-
cent by 2000. Based on empirical estimates reported
above and this target, the planned disinflation could
raise potential growth by 1% percentage points.!® The
analysis in the previous three subsections suggested,
meanwhile, that factor accumulation (FDI, effective
labor) and improvements in TFP flowing from greater
openness could boost Hungary’s growth rate by 3 per-
centage points. Therefore, decisive improvements on
the stabilization front in line with authorities’ targets
would be consistent with a medium-term sustainable
growth rate of about 6 percent.
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VIl What Determines Inflation in Hungary?
A Cross-Country Perspective

Reza Moghadam

he rise in inflation from single to double digits

coincided with the onset of Hungary's transi-
tion to a market economy in the late 1980s. Unlike
maost other transition countries in central and eastern
Europe, Hungary had introduced a series of price re-
forms since the late 1960s;! therefore, economic lib-
eralization in the late 1980s and early 1990s did not
lead 1o the explosion in prices seen elsewhere (Fig-
ure 7.1). Despite this favorable position, inflation in
Hungary has been very sticky. Over the last seven
years, it has essentially fluctuated in the 20-30 per-
cent range.

The problems associated with persistent inflation
in Hungary have been well articulated, most re-
cently by Surinyi and Vincze (1998) and
Medgyessy (1998). For example, one-fourth of the
Hungarian population are pensioners whose income
has been only partially indexed, Low inflation is
also often seen as a precondition for long-term in-
vesiment and, therefore, sustainable growth. The
goal of low inflation is widely accepted by the poli-
cymakers in Hungary., The Hungarian government
has declared its intention to join the European
Union, and there is political consensus on this
issue. Achieving an inflation level close to the west-
ern European average is an important Maastricht
criterion, and although this is not a condition for
EU membership, it would signal the country's
readiness to integrate with the European Union and
eventually cope with monetary union. With the
sharp reduction in the external current account
deficit achieved over the past three years, the focus
of economic policy will be shifting toward reducing
inflation in the next few years. In this respect, it is
instructive to review the experience of inflation in
Hungary since the early 1990s, and attempt to iden-
tify its key determinants.

1By 1989, the price of about 80 percent of consumer products
had already been freed.

Hungary’s Inflation Experience

Inflation peaked in Hungary in 1991. After the
near doubling of price of household electricity and
gas, the liberalization of retail prices of petroleum
and diesel fuels in 1991, as well as a devaluation of
15 percent in January 1991, inflation rose to almost
40 percent in mid-1991. Then, the dissolution of
CMEA and the associated economic restructuring
and collapse in trade led to a decline of about 15 per-
cent in real GDP during 1990-91. This contributed
to a rapid fall in inflation to about 20 percent by
mid-1992 (Figure 7.2, top panel).

During 1992-94, inflation fluctuated at about 20}
percent. The economic policy stance loosened gradu-
ally during this period, at least partly reflecting the
concerns of policymakers regarding the deep reces-
sion and increasing unemployment (see below). The
pickup in inflation in 1995 coincided with the re-
sumption of the pace of macroeconomic adjusiment,
In particular, energy prices were raised sharply (Fig-
ure 7.2, central panel), the effective VAT rate was n-
creased. the forint was devalued, and a temporary im-
port surcharge of 8 percent was iniroduced. Following
the introduction of the March 1995 austerity package,
financial policies were tightened considerably (see
below). Inflation peaked at just over 3() percent in
mid- 19495 before gradually declining throughout 1996
and 1997, despite further increases in administered
prices.? By December 1997, the 12-month inflation
rate had declined 1o 18.4 percent.

The cumulative increase in CPl has been sharper
than that of PPI since 1990 (Figure 7.2, lower panel),
reflecting the rise in administered prices and VAT,
and the increase in the relative price of services
(which were typically underpriced in centrally
planned economies {(van Elkan, 1996)). Therefore, a
given real product wage has been associated with a

In particular, household prices of electricity and gas were
raised by 25 percent and 18 percent, respectively, in March 1996,
and again by about 235 percent in January 1997,
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comparatively lower real consumption wage over the
past seven years.

What Determines Inflation?

A number of recent studies of inflation in Hun-
gary have focused on the key macroeconomic deter-
minants of inflation. Using time series technigues
and monthly data for the period 1990:12 to 1995:12,
van Elkan (1996) finds a long-run cointegrating rela-
tionship for prices that includes money, wages, and
the exchange rate. This study finds that the magni-
tude of the effect of each of these macroeconomic
factors on prices is roughly equal. Furthermore, van
Elkan also discovers that changes in administered
prices have had a statistically significant impact on
inflation in Hungary.

Surdnyi and Vincze (1998) argue that the ex-
change rate and wage developments are the most im-
portant determinants of inflation in Hungary. They
point to other empirical studies done in the National

Bank of Hungary, which find that the assessment of

the impact of money on inflation is complicated by
the numerous structural and institutional changes
since the late 1980s. Surdnyi and Vincze also argue
that expectations have an important role in determin-
ing the inflation process in Hungary, In managing
Hungary's planned economy prior to the late 1980s,
policymakers had used inflation to solve demand
and supply imbalances. Therefore, Surdnyi and
Vincze argue, inflationary expectations since the

start of transition have been rekindled at any sign of
macroeconomic imbalance. They also maintain that
relative price changes have been an important deter-
minant of inflation in Hungary; however, their role
in explaining inflation has diminished recently. In
particular, they point out that PPI and CPI have
moved in tandem since early 1995 (Figure 7.3),

A Structural Perspective on Inflation

Most economists agree that inflation 1 a monetary
phenomenon. Therefore, it would be surprising not
to find a statistically significant relationship between
changes in money and inflation.* However, such a
finding is not particularly informative, as it does not
necessarily reveal the reasons behind any monetary
relaxation or accommodation by the authorities.
Similarly, one would expect to find that movements
in wages and the exchange rate are highly correlated
with inflation, Again, this would tell us little about
the direction of causality and how easy or difficult it
is 1o reduce inflation in an economy with a particular
wage setting structure or exchange rate regime.

To understand the phenomenon of inflation in a
transition economy such as Hungary, one can ask:
What are the perceived benefits of inflation, or put
another way, what do authorities see as the costs aris-

Iln the case of a transition country, it may be necessary, of

course, o control for the structural and institutional changes that
have occurred and alfected money velocity and real output.
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Figure 7.2. Inflation
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ing from disinflation? There is extensive academic
work being done in this area. For example, Cukier-
man (1992) identifies four “motives” for inflation.
First, unanticipated inflation could lead to an increase
in output and hence employment if there are nominal
rigidities in the economy. Second, higher inflation
means higher seigniorage to finance the fiscal deficit.
Third, a monetary expansion and subsequently a de-
valuation could temporarily be accompanied by a
real depreciation and help to alleviate balance of pay-
ments problems. Finally, Cukierman argues that a
central bank that is concerned about the health of the
banking system may avoid necessary increases in in-
terest rates (thereby contributing to rising inflation)
in order to shelter financial institutions. Ball and
Mankiw (1995) point to another structural factor that
may be highly relevant: in the presence of “menu
costs” in changing prices, asymmetric relative price
shocks (such as those relating to administered price
changes) could lead to higher inflation.

If the above motives or structural factors play a
role, unions raise their demand above what is justi-
fied by real economic fundamentals in anticipation
of the authorities” behavior.

Thus, the economy may experience an inflation
bias through the wage formation mechanism. Two
solutions have been found to break this vicious cir-
cle: “precommitment”™ and “reputation,” both of
which may have played a role in controlling inflation
in Hungary. Precommitment could take the form of
giving control of monetary policy to an independent
central bank that is held accountable for price stabil-
ity. Precommitment could also take the form of an
exchange rate peg to a currency with a demonstrated
record of low inflation. Reputation can be gained
after a prolonged period of anti-inflationary stance
by the authorities.

Empirical Findings

Unlike the theoretical literature, empirical evi-
dence on the structural determinants of inflation is
scant, not least because of data difficulties. Grilli
and others (1991) find that central bank indepen-
dence reduces inflation in industrial countries;
however, Cukierman (1992) finds this relationship
to be less robust when developing countries are
added to the sample. Ghosh and others (1995) find
that pegging the exchange rate is associated with
lower inflation. With regard to transition
economies, Griffiths and Pujol (1996) find support
for the role of relative price adjustments in explain-
ing inflation in Poland. Coorey and others (1996),
using a panel of transition economies, find that rel-
ative prices have a statistically significant impact
on inflation during the initial phase of liberaliza-
tion. Fischer and others (1996) also use a panel of
transition economies to find that a fixed exchange
rate regime, fiscal consolidation, as well as a num-
ber of indices of economic liberalization, are asso-
ciated with lower inflation.

Building on the above studies, Cottarelli and oth-
ers (1998) have attempted a more comprehensive
empirical study of the structural determinants of in-
flation, both in terms of including a larger number of
structural variables and the country coverage. Their
panel study uses annual data from 1993 to 1996 for
47 countries: 22 industrialized OECD countries; 10
countries from central and eastern Europe: and 15
countries from the states of the former Soviet Union.
Their data set included a large number of structural
variables such as information on the exchange rate
regime; wage indexation; the degree of centraliza-
tion in the wage bargaining system; the degree to
which monetary policy is constrained by the lack of
a government securities market; the degree of inde-
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pendence of the central bank; the extent of problems
in the banking sector; and relative price indicators.
In addition, their model included a number of other
variables suggested by the inflation motivation liter-
ature, for example, the fiscal deficit; the current ac-
count balance: and the degree of openness. Of
course, not all of the above variables turned out to be
significant. The key significant variables were
lagged inflation, the fiscal deficit, the exchange
regimes, wage indexation, central bank indepen-
dence, and relative price changes. It is instructive to
interpret inflation developments in Hungary in light
of the behavior of these variables.

Past Inflation

Lagged inflation is significant in all specifications
estimated in Cottarelli and others, with a positive
sign and an elasticity of between 4 and 5, indicat-
ing that high past inflation makes it more difficult to
reduce current inflation. This finding is indeed not
surprising in the context of Hungary, where inflation
has fluctuated in a narrow band since the beginning
of the transition, and the inertial character of infla-
tion is often cited as an impediment to reducing it
rapidly. This result is also consistent with the argu-
ment made by Surdnyi and Vincze (1998) regarding
the critical role that expectations have played in
keeping inflation above what is justified by eco-
nomic fundamentals in Hungary.

A good example of the role of past inflation is the
announcement of the 1997 inflation target (see also

Chapter [1). In Hungary, because of the perceived in-
flation inertia, the general view among policymakers
and trade unions is that the inflation rate cannot be
brought down by more than 4-6 percentage poinis a
year without undue output loss. By mid-1996, the av-
erage inflation target for the year had been revised to
2314 percent, and, in line with this belief, the govern-
ment announced that the target for 1997 would be set
at 18 percent. During the second half of 1996, infla-
tion dropped rapidly, in fact more rapidly than the au-
thorities had expected, and it was already below 20
percent by the end of 1996, By then, however, the 18
percent figure for 1997 had been incorporated in
expectations. Indeed, trade unions were even skepti-
cal about achieving this target, given past experience.

Fiscal Position

Cortarelli and others find that the fiscal position is
a robust explanatory variable across a number of
data sets and time periods; a more expansionary fis-
cal stance is typically associated with higher infla-
tion after controlling for other factors. This finding
is confirmed afier controlling for the endogeneity of
the fiscal deficit. The fiscal deficit is not indepen-
dent of inflation: if nominal interest rates on govern-
ment debt are, at least to some extent, affected by in-
flation, interest payments and, hence. the
deficit-to-GDP ratio increases with inflation. To
allow for this, Cottarelli and others use the govern-
ment’s primary balance rather than the overall
deficit as an explanatory variable.
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With regard to the fiscal stance. the relatively tight
fiscal policy in 1990-91 (Table 2.1, Chapter IT) may
have played a role in the sharp decline in inflation
between mid-1991 and mid-1992. However, fiscal
balances deteriorated sharply during 1992-94, re-
flecting the collapse in output and tax revenues and
concerns of policymakers over the deep recession
and the increasing unemployment: the primary bal-
ance of the consolidated government dropped by
about 6 percent of GDP berween 1991 and 1993. By
1994, public finances were no longer in a sustainable
position (Chapter 1V), fueling inflationary expecta-
tions. It is significant that nominal interest rates
started rising sharply in mid-1994, possibly signal-
ing an upward revision in inflation expectations.

The 1995-97 fiscal adjustment was initially ac-
companied by an increase in inflation, primarily due
to the exchange rate depreciation and the adjustment
in administered prices, which were necessary to re-
dress imbalances in the real exchange rate and in do-
mestic relative prices (see below and Chapter I1).
The strengthening of fiscal accounts was, however,
important in containing inflationary expectations for
two reasons. First, it contributed to cool consump-
tion demand. Second, it restored the solvency of
public finances, thus reducing the need for monetary
seigniorage. Indeed, the improved conditions of pub-
lic finances in Hungary have significantly boosted
the prospects for a rapid, low-cost disinflation in the
years ahead (Blanchard, 1998).

Exchange Rate Regime

Begg (1998) argues that it is difficult to assess
whether transition economies that have adopted a pre-
announced or fixed exchange rate regime have been
more successful in reducing inflation. This is because,
Begg argues, many transition countries have moved to
a preannounced or fixed regime only after their eco-
nomic fundamentals, including inflation, have im-
proved. However, Cottarelli and others control for a
number of other economic and institutional variables
and also allow for the endogeneity of the exchange
rate regime by using the instrumental variables tech-
nique. They find that countries with a fixed or prean-
nounced exchange rate regime experience a lower rate
of inflation than those with a floating rate system.
Thus, the precommitment to a fixed exchange rate ap-
pears to enhance anti-inflationary credibility.

Prior to 1995, the exchange rate policy in Hungary
was characterized by frequent, and often ad hoc, ad-
justments.* Through these adjustments, the authori-

“In 19492, there were three devaluations ranging from 1.6 per-

cent 1o 1.9 percent. The five devaluations in 1993 resulted in a de-

ties tried to strike some balance between the conflict-
ing goals of avoiding an excessive appreciation of the
real exchange rate and of containing the inflationary
impact of increases in import prices. The result of
this approach was poor. The lack of an announced
and credible anchor for inflationary expectations did
not facilitate the deceleration in wage growth that
would have been necessary to achieve disinflation
and external competitiveness at the same time. This
approach was radically changed in March 1995. Fol-
lowing a devaluation of 9 percent, the March 1995
austerity package introduced a preannounced crawl-
ing peg exchange regime as an anchor for inflation-
ary expectations. The empirical results of Cottarelli
and others suggest that this step was important in the
fight against inflation in Hungary.

Relative Prices

Cottarelli and others find that changes in relative
prices significantly affect inflation. The pickup in
inflation in Hungary in 1991 followed the liberal-
ization of retail energy prices as well as large in-
creases in household electricity and gas prices. The
resurgence of inflation in 1995 again coincided with
large increases in administrative prices, particularly
energy prices (Figures 7.2, central panel. and Figure
7.4).5

Other Factors

Cottarelli and others find two other factors to be
important in explaining inflation: (1) wage indexa-
tion leads to higher inflation; and (2) the more in-
dependent the central bank is, the lower the rate of
inflation. Hungary does not have a wage indexa-
tion system, and in fact. real wages fell signifi-
cantly during 1995-96 (Figure 2.7, Chapter II).
However, the National Bank of Hungary has gradu-
ally gained more independence, particularly since
1995, During 1992-94, the stance of monetary pol-
icy could not have been characterized as anti-infla-

preciation of 15 percent. In 1994, there were seven devaluations
for a total of 16.8 percent, including a larger-than-usual deprecia-
fion of B percent in Avgust 1994, which reflected growing con-
cems over the size and persistence of the external current account
deficir.

The above evidence and the results in Cottarelll and others re-
garding the imponance of relative price changes in inflation are
somewhat at odds with the argument made by Surinyt and Vinciee
that relative price changes may have only played an important
role in the initinl phase of transition in 1990-91. One possible
reason for this divergent view is that Surdnyi and Vincze base
their conclusion on statistical analysis that does not include the
most recent (post-1994) period.
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tionary. Interest rates were negative in real terms
between mid-1992 and the end of 1993, triggering
a sharp pickup in domestic demand and thus con-
tributing to a significant deterioration of the exter-
nal current account. Although since early 1995 the
conduct of monetary policy has been complicated
by strong capital inflows and reverse currency sub-
stitution, the National Bank of Hungary has on the
whole succeeded in keeping interest rates positive
in real terms through sterilized intervention (Fig-
ure 2.3, Chapter II). In late-1996, the Central Bank
Law was amended to enhance the independence of
the National Bank of Hungary. This was achieved
in two ways: (1) all central bank credit to the gov-
ernment {(apart from a small temporary facility)
was prohibited; and (2) through a “securitization™
operation, the government swapped its large stock
of non-interest-bearing liabilities to the National
Bank of Hungary, which had arisen from past de-
valuation losses, for interest-bearing foreign ex-
change denominated liabilities to the central bank
{Chapter IV}, In fact, the operation was designed in
a manner that ensured that the new stock of the Na-
tional Bank of Hungary foreign exchange claims
on the government was identical, in size and matu-
rity, to the net foreign exchange position of the
central bank. This strengthened the profit position
and financial autonomy of the National Bank of
Hungary. The increased independence
of the central bank improves prospects for faster
disinflation.

Conclusion

Inflation in Hungary has exhibited a large degree
of inertia; this by itself has affected inflationary ex-
pectations and reduced the speed of disinflation. A
number of measures that have been introduced in
Hungary since early 1995 have been of critical im-
portance in the fight against inflation. The most im-
portant of these measures are the sizable degree of
fiscal adjustment between 1994 and 1997; the intro-
duction of the crawling peg exchange regime; and
the increased independence of the central bank. The
rise in administered prices has also played a key role
in explaining inflation. Prospects for a faster pace of
disinflation are now favorable for two reasons. First,
the need to increase administered prices well beyond
the prevailing rate of CPI inflation is coming to an
end; and second, the policies of the past three years
should increase the anti-inflationary credibility or
“reputation” of the aothorities, thereby making fur-
ther reductions in the rate of inflation less costly.
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VIl Privatization

Rachel van Elkan

Sim:c 1990, when Hungary's privatization pro-
gram began in earnest, 45 percent of previously
state-owned enterprises (SOEs) have been fully pri-
vatized and about 17 percent have been partially pri-
vatized (Table 8.1). While most of these privatiza-
tions represent small and medium-sized enterprises,
Hungary has also made considerable progress in pri-
vatizing large firms in strategic sectors, including
energy, banking, chemicals, and pharmaceuticals.
By mid-1997, the public sector had divested itself of
about 70 percent of the book value of its original
holdings. Further progress has been made in the sec-
ond half of 1997, with privatization receipts largely
exceeding the initial projections for the year.

In designing its privatization strategy, Hungary
opted primarily for a cash-based approach to im-
prove public sector finances; moreover, it relied
heavily on foreign investors to attract needed foreign
exchange and to bring state-of-the-art expertise and
technology to the domestic economy. Consequently,
cash revenue from privatization has averaged about
3 percent of annual GDP since 1990, of which more
than B0 percent was in foreign currency (Table 8.2).

This chapter discusses the evolution of Hungary's
privatization process, including the early period of
spontaneous privatization, the slowdown that fol-
lowed, and the more recent acceleration. In addition,
it looks to the future of privatization and the role of
the state in the private sector-dominated economy.!

Early Progress

Despite an early start relative to other countries in
the region, privatization in Hungary proceeded
slowly at first. Adoption in 1988 of the Company Act
and the Foreign Investment Act, which offered in-
centives for private investors and for the formation
of private companies, triggered a process of “sponta-
neous” privatization, whereby profitable assets of
state enterprises were split off and sold primarily to

"The issue of privatization is also discussed in Chapter X1, with
reference (o state-owned banks,

company insiders. To prevent this practice and to lay
the basis for an orderly transformation of enterprise
ownership, the Transformation Act was passed in the
following year, which encouraged enterprises fo es-
tablish themselves into joint-stock companies.

The government then proceeded with privatization
along three tracks. First, in 1990, 20 large firms were
marketed primarily to strategic foreign investors.
Second, a program to privatize about 430 small and
medium-sized companies was initiated in 1991,
Third, about 10,000 small-scale units with less than
10 employees (mostly shops and restaurants) were
also slated for privatization. The net result of this
three-track approach was mixed. OF the 20 large
firms. only 6 had been privatized by 1993, while an-
other 5 were bankrupt; for the medium-sized compa-
nies, only 75 had been sold. Small-scale privatization

Table 8.1. Divestiture of State Enterprises
(As of June 1997)

State-owned enterprises on January 1, 1930 1.857
State-owned enterprises established
since January |, 1990 99
State-owned enterprises to be divested 1356
Of which:
Liguidated/dissolved 678
Fully privatized 994
Under long-term asser management 148
Enterprises remaining in state ownership 5
Transformed companies remaining
In state ownership 431
Of which:
Mare than 50 percent state owned 04
Less than 50 percent state owned 227
Of which:!
Srate to recain long-term share 16
State to retain single golden share 7

Source: Sate Privatization Agency.
IAccording to the 1997 revision to the Privatization Law,
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Vill  PRIVATIZATION

Jan—june
1990 1991 1992 1993 1994 1995 1996 1997 Cumulative
Toral revenue o7 14 743 738 1303 474.0 158.0 119.6 1.162.1
Cash? 0.6 303 63.0 1349 368 4516 1139 1125 9436
Foreign exchange 05 4.6 41.0 oy 129 4111 775 B3A8 7831
Faring 0.1 57 220 242 139 395 36.4 287 180.5
Credit 0.0 1.0 9.1 2.7 293 9 24 0.3 67.7
Compensation coupons 0.0 0.0 23 17.3 64.2 IB.5 41.6 68 150.7
Memorandum items:
Average exchange rate 632 747 79.0 9.9 105.2 125.7 152.6 180.0
Revenues in foreign exchange
{In billions of LS. dollars) 0.0 03 0.5 1.2 Q. 33 0.5 0.5 64

Sources Smue Privatization and Asset Management Agency.

'Revenves accruing directly to the State Privatization and Asset Management Agency.

linchedes dividends and other income.

was more successful, with about three-fourths of the
10,000 units having been sold by the end of 1992,

With no new companies on offer, foreign invest-
ment dried up by mid-1993. To revive foreign ex-
change inflows, a 30 percent share of MATAV (Hun-
garian Telecom) was sold at the end of 1993 (for
3873 million), which represented the first sale of a
strategic Hungarian company and the largest single
privatization transaction at the time in eastern Eu-
rope. Meanwhile, flagging domestic involvement in
privatization led to the introduction of a preferential
privatization-related credit scheme and to a system
of vouchers, known as compensation coupons,
which could be used to purchase shares in selected
companies as restitution for the nationalization of
property. Nonetheless, interest in privatization con-
tinued to wane in 1994 and in the first half of 1995
following the public reversal of several privatization
deals. As a result, noncash methods were the pri-
mary form of privatization during that period. By the
end of 1994, only one-third of state assets, mainly in
small and medium enterprises, had been sold.

A New Direction for Privatization
Since 1995

The 1995 Privatization Law

Privatization regained momentum in the second
half of 1995, following the adoption of a new Privati-
zation Law, which sought to complete the process by

the end of 1997. Under the law, the range of assets o
be privatized was expanded by reducing the previ-
ously mandated minimum state shareholdings in spec-
ified enterprises.” In addition, greater emphasis was to
be accorded to cash sales of enterprises through the
use of simple and transparent bidding procedures,
with less recourse to nonpecuniary conditionality, in-
cluding preserving employment levels in newly priva-
tized firms.? While a significant discretionary element
remained, privatization was to proceed along a num-
ber of clearly defined tracks, depending on the size of
the company and the Stale’s ownership stake,

The law also established a new agency, the State
Privatization and Asset Management Agency (APY
Rt), jointly responsible for privatization and asset
management, which was formed by merging the
State Property Agency and the State Asset Manage-
ment Agency. At its inception, the APV Rt held a
majority interest in 171 large and 259 small and
medium-sized enterprises, and a minority interest in
145 large and 176 small and medium-sized enter-

*As a result, the amount of state equity that could be prvatized

wils increased by Fr 475 hillion, to about Ft 1.3 trillion (about B0
percent of the State’s equity holdings in enterprises held by the
State Privatization and Assel Management Agency (APY Ri)
upon its founding in 19495),

iIn the case of lirge companies in which the State had a major-
ity holding, shares were to be divested through a public tendering
process; in cases where the State had a minority holding, remain-
ing shares were to be offered o curmrent private owners, followed
by the enterprize itself, before being sold by auction of public ten-
der. For details governing the sale of small firms, see section
below,

©lnternational Monetary Fund. Not for Redistribution



prises, with a total value of about Ft 1.6 trillion. The
new agency was put under the control of the minister
without portfolio responsible for privatization, a post
that was created at that time to elevate the political
profile of privatization.?

Large-Enterprise Privatization

Under the new framework, privatization acceler-
ated, resulting in cash sales of about Ft 440 billion in
the fourth quarter of 1995, of which more than 90
percent was in the form of foreign exchange. The
bulk of this revenue was attributable to the sale of
large strategic enterprises in the energy, financial, and
infrastructure sectors, including large minority shares
in six electricity-generaling companies, majorily
stakes in five regional gas-distribution companies, an
additional share of the telecommunications company,
MATAV, and a majority share of Budapest Bank (all
1o strategic investors), as well as further divestment
of the oil company (MOL) to institutional investors.?
The privatization of the energy sector was also facili-
tated by new energy pricing rules, which aimed to in-
crease energy prices o world levels by 1997, while
ensuring an & percent return on equity in the energy
sector. This policy necessitated several large siep in-
creases in gas and electricity prices between 1995
and early 1997, with subsequent increases to occur
regularly to take account of exchange rate move-
ments and changes in input costs.

Reflecting the substantial divestment in the previ-
ous year and the consequently smaller stock of as-
sets remaining in state hands, the pace of privatiza-
tion slowed somewhat in 1996. Nonetheless, a
number of large enterprises in the industry, tourism,
and banking sectors, as well as further segments of
the energy sector, were sold during the year, netting
cash revenues of about Ft 115 billion, of which
about 70 percent was in foreign exchange.®

Despite the planned winding down of the privatiza-
tion process, cash revenues from privatization are cur-
rently projected to pick up in 1997 (o about
Ft 300 billion, against an initial target of Ft 180 bil-
licn) in response to a final sell-off of remaining state
assets. Revenues in the first half of the vear were about

4This post has since been subsumed by the Minister of Indus-
try, Trade, and Tourism.

The largest single deal involved the sale of a further 37 percemt
of the equity in MATAV, which mised $850 million. Sale of the
five regional gas distributors, and the six electricity distnbutors
and two generators, rmised 3460 million and $1.3 billion, respec-
tively. Privatization of MOL and Budapest Bank raised 3180 mil-
lion and 5490 million, respectively.

SAmong the large companies sold during 1996 were the chemi-
cal companigs—Borsodchem and TVEK: the rubber and tire
maker—Taurus; the Forum and Gallert hotels; and the Hungarian
Credit Bank (MHB).

A New Direction for Privatization Since 1995

Ft 100 billion, reflecting primarily the success of
global offerings of MOL and Richter Gideon shares.”

Small-Enterprise Privatization

To accelerate the sale of smaller enterprises, the
1995 Privatization Law established a separate two-
step “simplified” procedure for the privatization of
companies with share capital of less than Ft 800 mil-
lion and fewer than 500 employees. In the first
round, cash-only bids would be acceptable through
public tender, with the sole condition that the bid
price be at least 50 percent of the nominal book
value of the shares on offer. If unsuccessful, a sec-
ond round would be open to noncash bids, including
the use of preferential credit, installment payments,
leasing, compensation coupons, and employee buy-
outs. Under this simplified scheme, 25-100 percent
of the shares in 140 companies (from a portfolio of
300 enterprises that qualified for the scheme) were
offered for sale, netting revenues of about Ft 12 bil-
lion, mostly from Hungarian investors.

Use of Privatization Receipts

. In accordance with the guidelines in the budget
law, the bulk of cash revenues from privatization and
dividends accruing to the APV Rt in 1995-96 was
transferred to the state budget and, together with pri-
vatizalion receipts accruing directly to the Ministry
of Finance,® were used to reduce public sector debt.?
Total transfers from the APV Rt to the budget from
privatization revenues earned during 1995-96
amounted to about Ft 375 billion (about 5 percent of
GDP),'" and a further Ft 150 billion from current re-
ceipts is expected to be transferred in 1997, The bulk
of these transfers has been used to retire government
debt owed to the National Bank of Hungary, in pro-
portion to the structure of the debt outstanding at the
end of 1995. Since most of the outstanding National
Bank of Hungary credit 1o the government was in
the form of interest-free or low-interest loans (aris-
ing primarily from devaluation-related losses), re-

"Following this latest round of MOL privatization, the State’s

share was reduced by 19 percent to just below 40 percent, which
netted revenues of Ft 56 billion. A 57 percent stake in
Kereskedelmi es Hitelbank, the last of the remaining large state-
owned commercial banks to be privatized, was sold in September
19497 for $90 million,

iState-owned shares in consolidated banks (MHB, K&H,
Mezobank, and Tukarekbank) are owned directly by the Ministry
of Finance, and revenues from the sale of these assets accrue di-
rectly to the Ministry.

“The amount transferred by the APV Rt to the budget is equal
o cash revenues less operating expenses, the direct costs of priva-
tization, and expenditures for certain items (including enterprise
restructuring) up (o an amount specified in the state budger.

WErovm cumulative cash receipts of about Ft 570 billion,
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Table 8.3. Composition of the State Privatization and Asset Management Agency’s

Cash Expenditure
(In percent of total)
Jan.—June
1995 1996 1997 Cumulative
Direct privatization and asset management expenses 5.2 39 15.7 59
Operating expenses 1.4 1.3 1.9 |.4
Payments to local governments 1.0 72 17.6 6.3
Payments on outstanding guarantees 1.6 0.9 0.0 1.0
Reorganization-related cost and investment funds 78 10.8 8.5 9.4
Net transfer to central budget (from privatization) 67.1 64.2 0.0 56.9
Net transfer to central budget (dividends) 2.5 33 127 4.3
Other 216 22.2 46.4 25.2
Of which:

Repayment of State Privatization and Asset
Management Agency's debt 9.2 0.0 0.0 34
Repayment of enterprise debt 0.0 0.0 14.0 |.8
Retirement of government debt (E-loans) 8.3 13.9 9.3 11.2
Utilization of reserve fund for guarantees 1.6 0.8 0.0 1.0

Memorandum item:

Total cash expenditure (in billions of forint) 2234 298.9 78.6 600.9
(As percent of GDP) 4.0 45 1.0 9.5

Source: State Privatization and Asset Management Agency.

tirement of this debt substantially raised the average
cost of credit from the National Bank of Hungary.
Transfers to the central budget account for more than
60 percent of the APV Rt’s expenditures to date
(Table 8.3). Other major expenditure categories in-
clude enterprise restructuring (9% percent of total
expenses or ¥% percent of GDP), payments directly
related to the privatization process (including con-
sultants’ fees), the cost of managing the APV Rt’s
portfolio (6 percent of total expenses), operating
costs of the APV Rt (12 percent of expenses), and
cash payments to local governments (64 percent of
total expenses) (see below). In addition, the APV Rt
has set aside Ft 31 billion to cover contingent obliga-
tions (including for environmental cleanup) under
already concluded privatization contracts, from
which Ft 6 billion has already been drawn.

Obligations to Local Governments,
Privatized Firms, and Holders
of Compensation Coupons

To promote privatization and to compensate local
governments and individuals for the sale or confis-
cation of their property, the APV Rt is legally
obliged to transfer a portion of the proceeds from
privatization to privatized enterprises, local govern-
ments, and individuals who suffered under previous
political systems. The majority of these transfers

(about Ft 100 billion) is due to local governments
under three separate legal provisions: (1) as com-
pensation for the municipal land on which priva-
tized enterprises are located and to cover their rights
as founding owners of the privatized firms (about Ft
60 billion, of which Ft 22 billion was paid in 1996);
(2) 25 percent of the shares in the electricity supply
companies; and (3) 40 percent of the shares in the
regional gas supply companies. The first two oblig-
ations will be settled in cash; the other will involve
a transfer of assets.

Payment obligations to privatized firms are gov-
erned by the 1989 Transformation Act, which states
that enterprises that transformed themselves into
joint-stock companies prior to 1992 are to receive 20
percent of subsequent privatization revenues arising
from their sale. More than 1,000 firms, including
those that netted the largest privatization revenues,
are potentially eligible for a payout, which could
total more than Ft 30 billion.

The third group eligible for transfers of shares in
state enterprises are holders of compensation
coupons. Between 1990 and mid-1997, about Ft 150
billion of shares in state enterprises had been ex-
changed for coupons, and an additional Ft 80 billion
have yet to be issued or redeemed.!!

n addition, shares and real estate were transferred to the So-

cial Security Funds in 1996 and 1997.
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Winding Down the Process
Beyond Mid-1997

While the original Privatization Law envisaged
the completion of the privatization process by the
end of 1997.1? the task of privatization was ex-
panded through an amendment to the law, which was
passed in July 1997. According to the modification,
the State’s minimum long-term holdings in a number
of key enterprises are to be reduced from 50 percent
and 25 percent to a single golden share.'* As a result,

120n particular, it was decided that the privatization of the Hun-
garian Electricity Works, MVM, and the shipping company, MA-
HART, would be postponed until 1998,

FAbout B0 companies are affected by the amendment, of
which 40 have seen the permanent government share reduced 1o a
single golden share, while in 12 companies, long-term state own-
ership has been eliminated: 10 companies have seen their share
rise; and |8 companies have been added to the list, mostly requir-

Winding Down the Process Beyond Mid-1997

the nominal book value of assets to remain in perma-
nent state ownership fell from about Ft 350 billion to
Ft 200 billion, equivalent to about 3 percent of
GDP.'* The efficiency benefits of reducing long-
term state ownership in key firms in the banking,
telecommunications, and energy sectors may be
quite substantial: however, through its golden share,
the State will retain considerable control over the
broader operations of these companies. '3

ing a single golden share. Under this amendment, the number of
companies in which the State is to retain a long-term share in-
creased from 109 1o 116, and the number of companies in which
the State is to hold a golden share rose from 20 1o 27.

1*This further divestment is in addition to about Ft 500 billion
of assets still to be privatized under the old law,

15The rights associated with a golden share include the power to
veto changes in product lines and in the financial structure of the
company, including mergers, divestments, and share conversions.
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IX Trade Liberalization in Hungary

Perry Perone

A 5 for many other aspects of the Hungarian econ-
omy, the process of trade liberalization was
characterized by gradualism. Indeed, the greater
openness of Hungary compared with other economies
of the region was the result of a shifi toward a market
economy that began on the trade liberalization Front
in the late 1960s. While some momentum for trade
reform was lost in the 1970s as a result of external
economic conditions and internal political resistance,
Hungary was a signatory to the General Agreement
on Tariffs and Trade (GATT) in 1973, and some re-
forms were attempted in the decade. There were con-
tinuing attempts at introducing market mechanisms in
the early 1980s, but the deteriorating economic situa-
tion made further progress difficult. Since 1989, how-
ever, as a result of the changes in the political and
economic environment, Hungary has entered into
several important trade agreements and has expanded
its trade with market-based economies. In addition to
being a charter member of the World Trade Organiza-
tion (WTO) and committing to tariff bindings under
the Uruguay Round, Hungary concluded an associa-
tion agreement with the European Union. Along with
unilateral trade liberalization measures, the commit-
ments arising from these agreements have quickened
the trade liberalization process.

Overview of the Trade Regime,
1960-97!

The Hungarian economy was relatively open even
in the central planning period, although the patterns
of trade were disproportionately weighted toward
CMEA countries. Throughout the 1960s, the limits
to the strategy of economic growth through exten-
sive indusirialization and centralized economic man-
agement had become increasingly obvious to the au-
thorities. As a result, as early as 1968, the authorities
launched an economic program that aimed to intro-

'For more details on the evolution of trade policy and trade
agreements entered into by Hungary, see OECD (1996) and
GATT (1991},

duce certain elements of a market economy. In the
area of trade, the authorities attempted to create a
link between the national economy and international
markets, but the reforms were primarily limited to
certain areas of economic management. The idea
was that planned import guotas would be abolished
so that companies requiring imports could apply for
and receive, automatically, import licenses. In addi-
tion, they would be allowed to buy the requisite for-
eign exchange. This attempt, however, was reversed
in the next few years, and the system of control and
management of trade remained, to a large extent, un-
changed in practice.

Dwiring the 1970s, some of the momentum for re-
form and liberalization that derived from experi-
ments in the late 1960s was lost as a result of exter-
nal economic conditions (primarily the increase in
oil prices) and internal political pressures.? The sys-
tem of protection developed in the 1970s relied on
complex and “informal™ methods of rationing rather
than on tariffs or explicit quotas. The level of li-
censed imports was determined by the previous
year's imports. To increase imports, difficult bar-
gaining was required, such as showing what losses
would be incurred in the absence of more imports
(MNagy, 1994},

Some progress was made during the decade. In
1972, Hungary introduced a scheme of tariff prefer-
ences in favor of developing countries, covering
products such as meat, fish, dairy, and aluminum. In
1973, Hungary acceded to the GATT on the basis of
tariff concessions. lts Protocol of Accession, how-
ever, contained a number of provisions that reflected
the fact that the country was not a market economy
at the time. Hungary also became a signatory to the
Multi-Fiber Agreement and concluded a free trade
area agreement with Finland in 1974, Beginning in
1978, Hungary extended duty-free treatment to im-

In the 1970s, the large external debt burden began to be accu-

mulated. This was the result of o dramatic deterioration in the
terms of trade related 0 increases in cnergy prices, wedk expor
performance, and the avthorities’ policy choices in response to
external shocks, By the end of the 1970s, Hungary's external debe
stood at about 310 billion.
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ports originating in the developing countries. Hun-
gary signed all the Tokyo Round Codes, except for
the Agreements on Subsidies, Government Procure-
ment, and Civil Aircraft.

The worsening of economic conditions during the
1980s hampered the trade liberalization process. The
Polish military coup in 1982 created a serious bal-
ance of payments crisis for Hungary that was a turn-
ing point (for the worse) in the import licensing sys-
tem. As a result, import licenses were issued on a
discretionary basis and even when licenses were
granted, the foreign exchange was not always made
available immediately, a problem related to the un-
willingness to devalue the forint. In the face of weak
export performance and energy-price related terms
of trade losses, gross foreign debt increased to about
$21 billion by the end of 1987.

Beginning in 1989, trade liberalization was accel-
erated and deepened, since it was seen as a critical
element for initiating systemic changes in the con-
text of still-emerging market structures. The initial
plan had been to liberalize convertible currency im-
ports gradually over a four-year period—between
1989 and 1992—in 20-25 percent increments. In the
event, the process was completed in only three years.
Imports of investment goods were liberalized in
1989, intermediate goods in 1990, and a significant
proportion of consumer goods sectors were open to
international competition in 1990. As of 1990, about
70 percent of production had to face import competi-
tion, and by 1991, quotas covered only 10 percent of
imports. Interestingly, the reform was not linked to a
drastic devaluation or to a significant increase in tar-
iff rates. This was largely the result of the Hungarian
economy being already more open than other central
and eastern European countries and therefore requir-
ing a less drastic redistribution of resources.

From January 1, 1991, the two-tier nature of Hun-
gary’s trade policy regime—in which a distinction
was made between so-called convertible and noncon-
vertible currency trade—was replaced with a unified
system. Since then, Hungary’s trade with all coun-
tries (including the remaining centrally planned
economies) is now also conducted in convertible cur-
rencies on the basis of world market prices and gen-
eral rules, including the most-favored-nation (MFN)
clause.?

Trade liberalization continued in the following
years as a result of regional and global agreements
and unilateral trade measures. Much impetus to trade
reform has resulted from regional agreements, in
particular, the Europe Agreement (EA) signed with

¥The most-favored-nation clause states that the contracting par-
ties are bound to grant each other treatment as favorable as they
extend to any other country regarding the application of import
and export duties and other trade regulations.

the EU in December 1991 (with the Interim Agree-
ment regulating trade aspects having been applied
since March 1992); the Free Trade Agreement with
the European Free Trade Association (EFTA) coun-
tries (in force since October 1993); and the Central
European Free Trade Agreement (CEFTA) con-
cluded with the Czech Republic, Poland, and the
Slovak Republic, which has been in force since
March 1993 (and with Slovenia since January 1996).
More recently, the authorities implemented a new
tariff agreement, aligned with the Common Customs
Tariff of the European Union effective January 1,
1996. The Uruguay Round Agreements consolidated
the results achieved by these regional agreements by
widening the geographical coverage and expanding
liberalization principles to some new areas of trade
relations.

As a founding member of the WTO in January
1995, Hungary started to implement its Uruguay
Round commitments since this date. These include,
in particular, further tariff bindings:* from 89 percent
of tariff lines bound before the Uruguay Round (90
percent of industrial products and 25 percent of agri-
cultural products), the number was increased to 93
percent of total tariff lines. Duty-free imports will
increase from 19 percent to 21 percent of total im-
ports. The MEN average tariff level will decrease for
industrial products from 9.6 percent in 1996 to 6.9
percent by 2001, while owing to tariffication, tariffs
on agricultural products will increase on average to
45 percent (from 22 percent pre-Uruguay Round).’
Customs duties on industrial imports from the Euro-
pean Union and the EFTA into Hungary have been
gradually lowered and will be abolished by Decem-
ber 31, 2000, at the latest. Under the agreement with
CEFTA countries, duties for more than 80 percent of
industrial products were abolished as of January 1,
1996. All trade in industrial goods (with a few ex-
ceptions) between CEFTA members will be free by
January 1, 2000, and trade in agricultural goods will
be liberalized substantially. Hungary had also ap-
plied, since 1973, three different kinds of foreign
trade-related fees (viz., a | percent licensing fee, a 2
percent customs fee, and a 3 percent statistical fee).
These fees have been progressively reduced, and
were eliminated early in 1997,

4A tariff line is bound when the authorities commit not to raise

the tariff on the particular good above the level set in the Tokyo or
Uruguay Round. In many cases, the bound level is set well above
the actual level of the tariff.

SAmong industrial products, tariff reductions of more than 30
percent affect chemicals, textiles and clothing, footwear, nonelec-
tric machinery, and metals. After the agreed reductions, the fol-
lowing categories will have a tariff level above the 6.9 percent av-
erage: transport equipment (16.9 percent), electric machinery,
textiles and clothing, and fishery products.
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Despite this progress, there were some setbacks.
The most important one was the introduction in
March 1995 of an 8 percent import surcharge (Chap-
ter I1}, which applied to imports from all sources and
covered all goods, except primary energy products,
and was reimbursable in the case of imports of ma-
chinery for investment purposes and imports for re-
export. The surcharge was eliminated at the end of
June 1997 after having been reduced in the second
half of 1996,

The overall result of the above agreements and
measures was a significant reduction in the average
tariff rate during the most recent period. The average
tariff rate (computed as a ratio of tariff and duty rev-
enues to imporis) declined to about 5 percent in
1997, and is projected by the Ministry of Finance to
fall further in 1998 (Figure 9.1).

As to import quotas, the global quota on imports
of selected consumer goods (which has been in force
since Hungary's accession to the GATT) amounted
in 1989 to 5200 million, and was raised to $750 mil-
lion in both 1993 and 1994. In 1994, the global con-

Figure 9.1. Various Measures of Protection

Average Mominal Tariffs, 1990-98
(In percent)

Effective Rates of Protection, | 990-54
(I pevcent)

30

20

1990 9l n 93 9

Sowrces: Mational Bank of Humgary; Ministry of Finance;
Ministry of Industry and Trade; and EMF seaff estimates.
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sumer quota included clothing, footwear, jewelry,
household detergents, and fishery products, In 1995,
several categories of products were withdrawn from
the global quota, which implied a reduction in the
quota in U.S. dollar terms. In 1996 and 1997, the
product coverage stayed the same as in 1993, but the
overall value of the quota was raised in 1996 o
about 3560 million and again in 1997 to about 5640
million (Table 9.1). Further liberalization of import
quotas will be completed for some products in ac-
cordance with the EU Association Agreement by the
end of 1997,

Finally, all export licensing (other than for indus-
trial products required for Hungary's international
obligations) was terminated as of January 1, 1997.

Sectoral Effects of Trade
Liberalization

In addition to looking at the average tanff rate, it
is also useful to analyze sectoral tariff rates, taking
into account trade relations across sectors. Unfortu-
nately, reflecting data limitations, the following sec-
tion focuses only on the 1990-94 period.

Effective Rate of Protection—Concept and
Formula for Calculations

Effective protection is defined as the increment in
value added at market prices made possible by the
structure of protection as a propertion of the free
trade value added. The formula can be derived as de-
scribed in Cordon (1971, pp. 35-37).

Let:

P! = Value added per unit of j in activity j in the
absence of tariffs (i.e., at the free trade ef-
fective prices),

P4 = Value added per unit of j, in activity j made
possible by the tanff structure (i.e., the
effective price after tariffs have been
imposed),

g = Effective protection rate for activity j,

P; = Nominal price of a unit of f in free trade,

Share of i in the cost of j at free rade prices,

=
=
n

=]
19
|

= Share of  in the cost of j after tariffs have
been imposed,

Nominal tariff rate on j, and

Nominal tariff rate on i.

i
n

ki
The following definitions hold:
Pl = Pfl-ay), (1)
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Data and Methods

Table 9.1. Global Quota on Consumer Goods

(In miflions of LS. dollars, except where indicated)
Jan—june Proj. Year

1995 1995 1997 1997

Household detergents 35 35 23 45
Foorwear &5 70 39 77
Owverwear 94 104 57 114
Secondhand clothing o 9 16 2
Orher clothing 65 71 32 78
Haberdashery products I7 7 I 23
Textile goods, carpets 43 47 26 52
Jewelry, precious metals 13 34 19 i8
Fish, canned fish 23 23 17 33
Orcher manufactured products 126 133 73 I46
Lised cars and vans (in thousands of units) 53 55 9 59
Mew cars and vans (in thousands of units) al B4 45 90
Toral 518 563 319 638

Scurces: Ministry of Industry and Trade: and IMF saff estimates.

P‘: = Pil(1+t-ayl1+1]. 2
P{— Pi
i m—— (3
Pt
Combining the first three equations gives:
PR )
1 =@y

Since the coefficients obtained from the input/out-
put tables are those that arise in the presence of tar-
iffs, a relationship between the so-called free-trade
technical coefficient and the so-called distorted one
must be made. The following expression establishes
this link:

1+
1+5)

The formula used in this chapter can then be de-
rived by substituting (5) into (4):

1+:)
141

(‘—*‘*)
(B

Data and Methods

Input/output tables for 1990-93 were obtained
from the National Bank of Hungary, while tanff and
duty collections for 1990-94 were provided by the
Ministry of Finance. It should be noted that the tanff
rates used in these calculations are the implicit tariff

al = ay (3)

(6)

rates, which are obtained by dividing the taniff and
duty revenues by the value of imports. Thus, while
implicit tariffs might show increases in some years,
this could be the result of the desirable elimination
of loopholes or exemptions.® Import data was pro-
vided by the Ministry of Industry and Trade and is
based on customs data rather than balance of pay-
ments data.” In the case of 1994, the input/output co-
efficients used were from the 1993 matrix since
there is no inputf/output table available for 1994, This
implicitly assumes that the structure of production
did not change between 1993 and 1994,

Calculations were performed for six broad eco-
nomic sectors dictated by the availability of data:
agriculture, food processing, chemicals, light indus-
try, metallurgy, and machinery. The remaining ob-
servations were classified under a residual “other”
category.

Results

Both implicit nominal and effective rates of pro-
tection by sector are presented for 1990-94 in Table
9.2, Overall, the simple average implicit nominal
tariff declined by about | percentage point, from 9
percent to 8§ percent between 1990 and 1994. Based

Slmplicit taniff rates were employed rather than stated nominal

tariffs because of data availability problems at the sectoral level
regarding the later.

TIn Hungary, trade fMlow data from custom sources and from
balance of payments sources differ significamtly. The difference
cannot be fully accounted for, but anses in part from the exclu-
sion in the customs data of impons of goods for reexpont and the
sitbsequent expons.
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Table 9.2. Nominal and Effective Rates of Protection

(In percent)
1990 1991 1992 1993 1994
Effective rate of protection
Agriculture 1212 361 18.42 8.10 9.57
Food processing 10.56 14.16 18.68 16.90 944
Chemical industry 257 461 4.84 6,10 371
Light industry 1.78 366 595 578 469
Metllurgy 438 459 541 679 17
Machinery 5.91 684 946 444 5.20
Other 5.04 in 534 5.60 &85
Simple average 7.48 5.88 116 747 [
Trade-weighted average &lé 546 8.07 592 5.26
Minimum 257 381 4.84 4.44 7o
Maximum 12.12 14.16 218,68 16.90 9.57
Standard deviation 19 382 9.10 432 252
Implicit nominal tariffs!

Agriculture 1277 434 19.57 921 1051
Food processing 11.38 14.75 30.09 18.26 10.52
Chemical industry 4.65 7.10 859 10.55 7.9
Light indusery 14.97 5.24 844 B.45 7.01
Meuallurgy 564 591 7.28 9.52 576
Machinery 744 877 12.70 7.40 8.07
Other 598 4,65 6,55 7.00 815
Simple average 898 7.25 1332 10.06 819
Trade-weighted average?- ! 7.81 7.1 10.69 B.75 7.9
Without import surcharge 7.8l 7.13 10,69 B.75 7391
Minimum 4.565 4.34 £.55 7.00 576
Masximum 14.97 14.75 30,09 18.26 10.52
Standard deviation 4.03 364 8.65 3182 1.74

Sowrces: Nagonal Bank of Hungary; Ministry of Finance: Ministry of Indusury and Trade: and IMF staff estumanes.
"The implicit nominal rate was derived by dividing actual tariff and duty revenues by (customs-based) imports.

Uncludes Import surchage for 199597,

IThe figures for 1997 and 1998 were derived from Minsstry of Finance customs import projections in US.
dolars and budgetary projections of revenues from ariffs and duties.

on a trade-weighted average, however, the overall
implicit nominal rate stayed more or less constant at
about 8 percent. Similarly, the average effective pro-
tection declined over the period by about 1 percent-
age point and followed the same pattern as the nomi-
nal (Figure 9.1). It can also be noted that the
similarity in the path of both implicit nominal and
effective rates between 1990 and 1994 could indi-
cate that changes in nominal tariff policy were ap-
plied relatively evenly between sectors.

The share of imports in total production at basic
prices (i.e., without taxes or import tariffs, eic.) in-
creased over 1990-94 for every category in this study.
This is an indication that even though the levels of
protection did not fall significantly in this period, the
economy was becoming more open in the sense that
imports were playing a more important role in the
structure of production. This is partly the result of a
reduction in nontariff barriers over the period.

While changes in tariff policy might have been
applied evenly over 1990-94, the sectoral structure
of protection was, and remained, skewed toward the
agricultural and food sectors. These two sectors
show consistently higher nominal and effective pro-
tection rates over the entire period, and it is particu-
larly noteworthy that the nominal tariffs in these
sectors increased significantly in 1992, This in-
crease was related to the switchover to market-
based trade with the former Council for Mutual
Economic Assistance (CoOMECON) countries. MFN
customs duties were applied to trade with these
countries starting in 1992, The chemical, machin-
ery, and “other” categories show an increase in
nominal tariffs between 1990 and 1994, It is also in-
teresting to note that the dispersion of both nominal
and effective protection, as measured by the stan-
dard deviation of the samples, diminished over
1990-94. In the case of nominal protection, the de-
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cline was over 2 percentage points, while in the case
of effective protection, it was less (about 1.5 per-
centage points) but still noteworthy.

Conclusions

Hungary has made significant progress in the last
few years in liberalizing its foreign trade regime as a
result of unilateral measures and the impetus created
by commitments to multilateral trade agreements, in-
cluding the Uruguay Round and the EU Association
Agreement. While authorities have, at imes, resorted
to measures to restrict imports, these measures have
been gradually removed (in the case of the import
quota and various statistical fees) or made less restric-
tive (in the case of global consumer quotas).

The disaggregated calculations in this chapter
show that both implicit nominal and effective protec-
tion diminished only slightly between 1990 and
1994, but aggregate data show a substantial reduc-

References

tion of 5 percentage points in the average tariff be-
tween 1994 and 1998. The data also could be inter-
preted to imply that tariff policy was applied in a rel-
atively even-handed manner between sectors during
1990-94. The agricultural and food sectors, how-
ever, continued to receive significantly higher nomi-
nal and effective protection than other sectors.
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X Labor Market Developments

and Flexibility

Reza Moghadam

rior to 1990, recorded unemployment in Hungary

was virtually nonexistent. Productivity levels
were low owing to widespread disguised labor hoard-
ing. The economic reforms that accompanied Hun-
gary’s transition 1o a market economy led to labor
shedding and a sharp rise in unemployment (Figure
10.1). Is the level of unemployment indicative of
rigidities in the labor market, or is it merely a reflec-
tion of other macroeconomic imbalances? Does the re-
cent reduction in these imbalances bode well for labor
market developments or are other structural measures
needed? What do other indicators suggest regarding
labor market rigidity or flexibility in Hungary?!

The Lost Million

The increase in the unemployment rate seriously
understates the loss in employment as there has been a
dramatic decline in labor force in Hungary since 1990
(Figure 10.1). Between 1990 and 1996, employment
declined by as much as 1.5 million in Hungary, while
unemployment increased from about 10,000 to about
500,000. What has happened to the lost million? This
decline is not explained by any demographic changes
in the structure of the population; the population of
working age was roughly constant during this period
at just over 6 million. The participation rate simply
dropped, leading to a 1 million drop in the labor force.
Unfortunately, consistent long-run series on the par-
ticipation rate are not available. However, combining
the data from the Labor Force Survey (only available
since 1992) with data published by the Central Statis-
tical Office prior to 1992 indicates that the participa-
tion rate fell by as much as 10 percentage points be-
tween 1990 and 1996,

It is important to understand the reasons behind
the sharp fall in the labor force. A decline in the
labor force may lead to lower productive capacity in
the economy, particularly if the labor market is not

For a more detailed analysis of the labor market in Hungary,
see OECD ( 1997a).

flexible. The drop of 1 million in the labor force may
have simply made explicit the fact that under central
planning, these 1 million people were employed
only in theory but not in practice. If 50, then one
would expect 1o see the participation rate in Hungary
to be now in line with other countries. However, this
is not the case (Figure 10.2). The female participa-

Figure 10.1. Unemployment, Yacancies,
and Labor Force
{tn thousands)
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Source: OECD, Employment Outlook, July 1997.
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Table 10.1. Changes in the Composition
of the Labor Force, 1990-96

Decline in employment |.5
Rise in unemployment 05
Decline in labor force 1.0
Of which:
Deecline in employed pensioners 0.3

Increase in income support, €.g.
disability pensions but exclueding

unemployment benefitassistance 0.2
Increase in working age pensioners 0.3
Crher 0.2

Sowrce: DECD, Stmimticol Yearbook of Hingary.

tion rate in Hungary is low compared with female
participation in other OECD countries, More strik-
ingly, the male participation rate is the lowest of the
OECD countries.

Where are the | million people who lefi the labor
force? Table 10.1 is a rough attempt at answering this
question. One explanation is, of course, the “discour-
aged worker” effect. For example, between 1990 and
1996, the number of employed pensioners declined
sharply—by about 300,000. However, other forces
have also been at work. Besides unemployment ben-
efits (see below), Hungary has an elaborate system of
income support schemes, including disability pen-
sion, early retirement, parental leave, and sick pay. In
addition, since 1991, Hungary has been developing
active labor market programs. By 1993, about 20 per-
cent of the working age population (or about 1.3 mil-
lion people)}—up from about 12 percent in 1990-—re-
ceived some kind of income support, including
unemployment benefit (Figure 10.3).2 The disability
pension is the most common form of income support
scheme, with Hungary having the second highest dis-
ability pension rate among OECD countries. Be-
tween 1990 and 1996, the number of recipients of
this benefit increased from about 500,000 to 750,000
(see Chapter V for more details). About one-hall of
these individuals (those shown in Figure 10.3) were
below the pension age. Labor market programs and
early retirement have also become increasingly im-
portant. However, the number of those on sick pay
has marginally declined.

The old-age pension system has also contributed
to the decline in the participation rate in Hungary as
can be seen by looking at the participation rate by
age and across countries (Table 10.2). Until the pen-

IThere may be some double counting here if individuals re-
ceive more than one benefit.

X LABOR MARKET DEVELOPMENTS AND FLEXIBILITY

sion law was amended in 1996, the mandatory re-
tirement age was 55 for women and 60 for men. Fi-
nally, another explanation for the decline in the
labor force is the underground economy, which has
partly been fueled by the high burden of taxation
i(see below),

Composition of Unemployment

Further insights on the causes of unemployment
can be derived by looking at its composition. The
Ministry of Labor and Central Statistical Office pro-
duce detailed data on the composition of unemploy-
ment by region, age, skill, and unemployment dura-
tion, Information on the unemployment-vacancy
ratio (U-V ratio) is also available. What do these
statistics tell us about the Hungarian labor market?

There is considerable regional disparity in the in-
cidence of unemployment in Hungary. For example,
in April 1997, the average rate of unemployment
was 10.8 percent; however, it ranged from 4.9 per-
cent in Budapest to as high as 20 percent in the
Szabolcs-Szatmar-Bereg region. The regions with
high unemployment tend to be those to the east,
while Budapest and western Hungary have consis-
tently enjoyed lower unemployment rates, This ten-
dency is due to the following: first, prior to the tran-
sition, the heavy, and now obsolete, industries were
based in eastern Hungary; and second, western Hun-
gary with its proximity to Austria, and hence the Eu-
ropean Union, has been an important beneficiary of
inward investment.

In many European countries that suffer high and
persistent unemployment, the rate of unemployment
is high among the young, that is, those below 26
years old. This often reflects high labor costs or in-
adequate vocational or academic qualifications. In
Hungary, the incidence of unemployment is also
high among the young (Table 10.3); but it is not high
by European standards, and it is much lower than,
for example, in Belgium, Finland, France, or Italy.
However, as in most other OECD countries, unem-
ployment in Hungary is highest among those with
low qualifications: nearly 80 percent of the unem-
ployed have less than a secondary school academic
or vocational qualification, and about 80 percent are
blue collar workers.

The incidence of long-term unemployment in
Hungary 1s rather high: over 50 percent of the unem-
ployed have been out of a job for more than one
year—well above the OECD average (Figure 10.4).
Long-term unemployment is high among both men
and women. There is considerable evidence that the
long-term unemployed exert no pressure on wage in-
flation (Layard, Nickell, and Jackman, 1991). There-
fore, long-term unemployment could reduce the po-
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Figure 10.3. Benefit Recipients by Income Support Scheme

(As o percent of working-age popuation)
ki)
W Cisabiity perion B sick poy and sick feave
[ Active labar market programs [ Earfy retirernent
B Uiremploprment benefit B Parental leave!
B Unemployment assistance
00—

1990 1991 1992

Sources: OECD; and Ministry of Labor.

'Recipients of the child-care allowance and child-care fee.

1993 1994 1995

Table 10.2. Participation Rates by Age, 1995

Hungary Paoland Czech Republic United States  Germany
Age group
I5-24 B4 sy 50,6 66.3 55.7
25-54 776 B4.0 895 B35 BLS
55-64 18.1 359 356 572 #0.3
Source: QECD,

tential output of the economy through a higher nat-
ural rate of unemployment. In the presence of labor
market rigidities such as employment protection leg-
islation, a high minimum wage or high nonwage
labor costs, and employers faced with continued un-
certainty regarding future orders may refrain from
recruitment for long periods of time, causing the per-
sistence of both unemployment and, hence, high
long-term unemployment. High fallback wages, for
example, unemployment benefits, may also lead to
high long-term unemployment through reducing
search activity (see below).

In a typical industrial country, a rise in the U-V
ratio would suggest a rise in structural unemployment.
However, the U-V ratio in transition economies may
not be a good indicator of structural unemployment
because of significant structural changes taking place.
Moreover, the number of reported vacancies may rise

partly because of improving collection and reporting
practices. Finally, the official unemployment measure
used here is based on registered unemployed, which
may be higher than those who are actively seeking
work. In any case, the U-V ratio in Hungary, after
peaking at over 25 percent in 1992, has gradually de-
clined to about 13 percent in early 1997,

Regulations and Constraints
Affecting the Labor Market

To what extent can the high level of unemploy-
ment in Hungary be related to labor market rigidi-
ties? Below, several institutional elements are dis-
cussed, including unemployment benefits, the
minimum wage, the wage bargaining system, and
the taxation of labor.
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Table 10.3. Distribution of Registered Unemployed by Age Groups

{ln percent)
|&Years 17=20 11-25 16-35 3645 46-50 51=55 56-60 &0 'Years
Manth and Year orless  Years Years Years Years Years Years Years and More Toml
December |991 0.8 13.4 14.0 7.0 6.7 BB 7.0 23 0.0 100.0
December 1992 26 9.4 138 59 832 10.0 78 23 0.0 100.0
December (993 14 105 13.6 260 186 2.9 FA. 1.9 0.0 100.0
December |994 6 1.5 13.6 266 8.0 9.5 64 1.8 0.0 100.0
December 1995 2.2 160 13.3 26.6 283 2.9 68 [E:] 0.0 100.0
December |996 1.6 a.l 4.1 8.1 2.1 10.4 6.6 10 0.0 100.0
Source: Ministry of Labor

Unemployment Benefits

Unemployment benefits are provided through two
channels: (1) unemployment insurance, which is fi-
nanced through compulsory payroll taxes; and (2)
means-tested unemployment assistance, which is ad-
ministered by local authorities who pay 25 percent
of the cost. Unemployment insurance is available for
a maximum of one year, which is strict by OECD
standards, and the replacement rate starts at 100 per-
cent for those earning less than 6,000 forint a month
(11 percent of the average wage in April 1997) and
gradually falls to about 50 percent for those earning
36.000 forint (69 percent of the average wage) or
more a month. In practice, however, the replacement
ratio is much lower because of inflation: benefits are
based on income during the last year of work. OECD
(1997a) estimates that in 1996, the replacement ratio
was less than 50 percent. In addition, the real value
of the benefit has also been declining (by almost 25
percent during 1994-96). The conditions for receiv-
ing this benefit are also fairly strict: job separation
must be involuntary {otherwise a waiting period is
required); any severance paymenis are deducted
from the benefit; and the individual must have
worked for at least the equivalent of one out of the
last four years.

Means-tested unemployment assistance is avail-
able for a maximum of two years, and is only avail-
able to those who are no longer eligible for unem-
ployment insurance and whose per capita household
income is less than 80 percent of the minimum old-
age pension. The maximum benefit is also 80 per-
cent of the minimum old-age pension, and all other
income up to this limit is deducted from the benefit.

Wage Determination and Flexibility

Hungary has a national collective bargaining sys-
tem whereby each year, discussions aimed at agree-

ment on national wage guidelines are held by the In-
terest Reconciliation Council (IRC). The latter in-
cludes representatives of the trade unions, the em-
ployers, and the government. The agreement is
nonbinding, but it is viewed as the floor for sectoral
or firm level negotiations. Although the IRC agree-
ment is generally applied in the public sector, actual
wage increases in the private sector have exceeded
IRC recommendation by as much as 5 percentage
points. This partly reflects the increasing decentral-
ization of the wage bargaining system (the number
of national branch agreements affecting the privaie
sector has declined rapidly in the last few years, and
in many branches, wages are now decided directly at
the firm level) and the fact that some rapidly expand-
ing sectors of the economy (the financial secior,
some sectors where multinational corporations are
dominant) are not represented in the IRC.

The IRC also sets the minimum wage level, which
the government then accepts and writes into law.
About 5 percent of employees in Hungary earn the
minimum wage, which is not particularly high by in-
ternational standards.? Furthermore, the ratio be-
tween the minimum wage and average wages has
declined by about 20 percent since 1990,

MNonwage Labor Costs

Nonwage labor costs and, in particular, employer
payroll taxes have been widely identified as one of
the key reasons behind high unemployment in a
number of countries, especially of the young and
low-skilled workers (Moghadam, 1994; OECD,
1997b). In Hungary, the tax wedge is high: in 1995, it
was about 45 percent, the fourth highest in OECD

Iabout 8 percent of employees eam the minimum wage in
France and 3.5 percent in the United States. The number for Hun-
gary may also include some double counting because of more
widespread practice of holding two jobs,
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Figure 10.4. Unemployment Twelve Months and Over, 1996
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Source: OECD, Employment Outloak, July 19%7.

countries, against an average of about 33 percent
(OECD, 1997a).4

Of course, a cut in labor taxes should increase the
demand for labor. But would a switch from one form
of tax to another—say, a cut in employer taxes and
an increase in employee or income taxes—increase
employment? From a theoretical perspective, the in-
variance of incidence proposition (LIP) implies that
the replacement of an employer tax by an equal em-
ployee tax has no effect on the real economy, that is,
the product wage, the consumption wage, and the
level of employment will be unaffected (Layard,
Nickell, and Jackman, 1991; OECD, 1990). How-
ever, this result may not apply, at least in the short
run, if there are market imperfections—for instance,
if wages are above market clearing values and adjust
slowly, or wage negotiators care only about the “in-
siders.” Even if the IIP holds, differences in tax lia-
bility could alter the allocation of resources. For ex-
ample, employer taxes apply only to the wage,
whereas personal or corporate income taxes also
apply to income from capital. A switch from income
taxes to employer taxes implies an increase in the
overall rate of taxation on employment and a de-
crease in capital taxation, which may lead to a sub-
stitution of capital for labor. Similarly, personal in-
come taxes are usually progressive, whereas social

The tax wedge is the sum of employees’ and employers' social
security contributions and personal income tax as a percentage of
gross labor costs (gross wages plus emplovers’ social security
contributions).

security taxes are not. A switch from one to the other
could lead to changes in the total tax bill for many
individuals and firms and affect labor supply or de-
mand decisions. Empirical stodies (OECD, 1990)
suggest that even when using a model where the [P
holds in the long run, a cut in employer taxes and an
equivalent rise in employee taxes could reduce un-
employment (OECD, 1986).

Whatever the theoretical considerations, there is a
perception in Hungary that high payroll taxes are an
impediment to job creation and a major contributor to
the widespread incidence of tax avoidance. Realizing
this, the government has been reducing employer so-
cial security contributions every year since 1995.

Other Institutional Elements

A detailed analysis of labor market laws and prac-
tices (OECD, 1997a) concludes that despite some
strict employment protection and working time leg-
islation in Hungary, there is no evidence that these
institutional rules are particularly binding. For ex-
ample, if a firm wants to reduce its workforce by
more than 5, it has to go through an elaborate con-
sultation exercise with the unions. However, most
firms bypass this requirement by making redundan-
cies in small groups over several months. Similarly,
the standard workday i1s 8 hours and the maximum
overtime hours permitted are 144 a yvear.® Overtime

Thiz limit could be increased 1o 200300 hours in collective
AEreEments.
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hours have to be remunerated at between 150 per-
cent and 250} percent of the normal rate depending
on when the overtime is done. However, most em-
ployers bypass these rules by not specifying working
hours or by contracting out their work.

Conclusions

The significant structural changes that have taken
place in Hungary during the transition to a fully
fledged market economy complicate any assessment
of the state of the labor market. Nevertheless, the
above discussion supports the following conclu-
sions. The flexibility of the Hungarian labor market
has improved in recent years. Indeed, one could say
that the Hungarian labor market is in many respects
more flexible than several western European mar-
kets: in particular, the unemployment insurance sys-
tem is one of the most strict in OECD countries in
terms of providing incentives to search for work.
Moreover, the reduction in the minimum wage in re-
lation to average wages in the last few years, the de-
clining weight of public enterprises, and the tighten-
ing of the budget constraints on the latter have
increased flexibility in wage determination. How-
ever, together with the high unemployment rate, cer-
tain features of the labor market, such as high youth

X LABOR MARKET DEVELOPMENTS AND FLEXIBILITY

and long-term unemployment and low participation
rates, do point to certain rigidities. One key impedi-
ment to job creation is high labor taxarion, in partic-
ular high employer social security contributions. Al-
though these contributions have been reduced in
recent years, they remain high by international stan-
dards, and further reductions are necessary. Another
key element that may hinder employment growth is
the existence of a number of income support
schemes that discourage labor market participation.
The recent pension reform will certainly help in this
area. Nevertheless, a fundamental reform of the dis-
ability pension system is also essential.
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Xl Financial Markets in Hungary

Rachel van Elkan

en years after the initiation of reforms, Hungary

has in place much of the infrastructure neces-
sary for an efficient financial system that is well in-
tegrated with world capital markets. While the bulk
of the legislative reform and institution-building
were undertaken early on, the successful implemen-
tation of the 1995-97 macroeconomic stabilization
program had a significant impact on the develop-
ment of domestic financial markets. It contributed to
a sharp increase in financial activity and improve-
ments in the soundness of financial institutions.
However, the financial system remains dominated by
the banking sector: although activity in the domestic
securities markets has accelerated rapidly, primarily
in response to greater foreign participation, the size
of the market for corporate debt securities remains
limited.

This chapter discusses recent developments in
Hungary’s financial markets. Reflecting the domi-
nant role of the banking sector, the discussion fo-
cuses primarily on that sector. The chapter then re-
views developments in the securities markets and
considers the effect of recent reforms on the future
development of nonbank institutions. It also exam-
ines factors that may have held back development
and competition in some areas.

The Banking System

A remarkable transformation has taken place in
the banking sector since the establishment of the
two-tier banking system in 1987. Burdened by an in-
heritance of nonperforming loans, and coupled with
inadequate prudential regulations and lax supervi-
sion, the health of large state-owned banks deterio-
rated further in the early 1990s following the output
decline that accompanied the transition process.
Nonetheless, numerous small (mainly foreign or
jointly owned) banks were able to compete success-
fully in this environment owing to their greater effi-
ciency and the absence of a bad-loan burden, by
skimming off the more profitable clients of the state-
owned banks. Against this background, a costly se-

ries of state-financed operations were undertaken
during 1992-94 to reduce the volume of nonper-
forming loans and to recapitalize the large state-
owned banks. This chapter focuses on developments
in the banking sector since the implementation of the
consolidation and recapitalization programs, which
laid the foundation for the recent extensive privatiza-
tion of the banking sector.!

Structural Changes in Bank Lending
and Deposits

Financial innovation, capital market liberalization,
and the heavy tax burden on banking activities (in-
cluding through reserve requirements) have con-
tributed to a number of structural changes in the
banking sector over the past four years, including a
drop in the real level of bank credit and private sav-
ings in banks, an increased share of domestic bank
credit absorbed by the enterprise sector at the ex-
pense of households, and a decline in banks’ matu-
rity transformation ratio.

The most apparent phenomenon affecting the
banking system in the last few years was a sharp
decline in the intermediation of financial resources.
Between 1993 and 1995, bank deposits and bank-
issued securities held by the private sector (non-
cash M3) declined by 10 percent in real terms
(Table 11.1). During the same period, the stock of
outstanding discount treasury bills increased from
12 percent of noncash M3 to more than 25 percent
of noncash M3. Although some banking sector dis-
intermediation would be expected from the intro-
duction of nonbank-issued financial instruments,
disintermediation was hastened by the heavy taxa-
tion of banking activities through the imposition of
high reserve requirements (which peaked at 17 per-
cent in 1995), coupled with low rates of remunera-
tion (especially on reserves accumulated against
forint-denominated deposits). As a result of these

'For a more extensive discussion of earlier developments in the
banking sector, see Balassa (1996) and National Bank of Hungary
(1994),
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Table 11.1. Banking Sector Liabilities

(In percent; end of period)
June
1993 1994 1995 1996 1997
Composition of noncash M3
Deposits of nonbanks 84.3 84.4 83.2 82.5 83.9
Households 423 46.4 47.0 47.0 48.7
Of which:
In foreign exchange 12.4 15.7 19.1 17.0 16.6
Enterprises 324 29.5 283 28.3 279
Of which:
In foreign exchange! 7.6 6.0 8.2 72 7.0
Other 9.6 8.6 7.9 72 7.3
Bank-issued bonds and savings notes 15.7 15.6 16.8 17.5 16.1
Share of noncash M3 in foreign exchange (in percent)
Households (including bank securities) 21.5 254 30.0 26.4 25.6
Enterprises 235 20.4 29.0 25.4 249
Memorandum items:
Noncash M3 (in billions of forint) 1,645.2 1,868.4 2,296.2 2,848.7 2.921.1
Foreign exchange deposits (in billions of U.S. dollars) 33 37 4.5 4.2 37
Households 20 27 3.1 2.9 2.6
Enterprises 1.2 1.0 |.4 1.2 I
Real noncash M3 (1993 = 100) 100 93.7 89.8 92.9 B84.5
Real household deposits and bank securities (1993 = 100) 100 100.1 98.7 103.4 94.5
Real enterprise deposits (1993 = 100) 100 85.2 785 81.2 727
Discount treasury bills as share of noncash M3 (in percent) 1.8 14.3 17.9 25.5 .

Sources: National Bank of Hungary, Monthly Report, various editions; data provided by the National Bank of Hungary; and IMF staff calculations.
!Enterprise foreign exchange deposits increased temporarily in December 1995 owing to the privatization of MATAV.

regulations, during 1993-95, banks gave up interest
of 3-3!4 percentage points on their forint liabilities
(Figure 11.1). Following the decline in the burden
of reserve requirements and the overall improve-
ment in macroeconomic conditions in 1996, de-
posit-taking activities began to recover, with non-
cash M3 rising in real terms by 3% percent. It is
still premature to assess whether this increase
marks a change in trend. In early 1997, bank de-
posits declined sharply once again, but this re-
flected bank-specific problems faced by Postabank,
the second largest deposit-taking institution in
Hungary. More recent data show that by mid-1997,
real noncash M3 had recovered to its end-1996
level (in seasonally adjusted terms).

The deceleration in deposits was particularly
strong for enterprise deposits, possibly reflecting
the wider array of assets available to enterprises.
Between 1993 and 1996, corporate deposits fell by
20 percent in real terms.? In contrast, real house-
hold savings held in banks increased slightly dur-

2The decline in corporate deposits accelerated sharply in the
first half of 1997, as firms drew down their savings to finance
their investment needs.

ing this period, as the domestic banking system
maintained its position as the primary depository
for household financial savings (Table 11.2). This
was due in part to the regional monopolies held by
the National Savings Bank and the 250 savings co-
operatives, and to the relatively high per unit trans-
action cost associated with purchases of govern-
ment paper.>

As to the currency composition of bank deposits,
the share of household savings at banks denomi-
nated in foreign currency increased from 22 percent
at the end of 1993 to 30 percent at the end of 1995,
as households attempted to preserve the real value of
their savings in the context of accelerating inflation
and foreign interest differentials that discouraged
forint saving. Moreover, the share of corporate de-
posits held in foreign exchange increased sharply in
1995 as enterprises were permitted (from April
1995) to retain their export proceeds in bank de-
posits, thereby avoiding the surrender requirement.
The proportion of household and enterprise deposits

3The role of banks as a depository for personal savings will be
buoyed beginning in 1998, when wages of public sector employ-
ees will be transferred automatically to bank accounts.
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Figure 11.1. Opportunity Cost of Reserve Requirements!
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Sources: Mational Bank of Hungary, Monthily Bufietin and IMF staff calculations.
IReserve ratio times the difference between the yield on a three-month treasery bill and the remuneration rate
on mandatory reserves held against forint-denominated labslities,

held in foreign exchange has, however, declined
since the end of 1995 (to about 26 percent at mid-
1997), reflecting the growing credibility of the
crawling peg exchange system and (in the case of
households) the relaxation of controls on the pur-
chase of foreign exchange.

The contraction in bank deposits was mirrored by
a decline in real bank credit (Table 11.3). This fall
initially affected both credit to the government and
to the private sector. During 1993-96, credit to the
corporate sector contracted by more than 15 percent.

Table 11.2. Household Financial Savings

This contraction occurred in the context of capital
account liberalization and was triggered by the large
intermediation spreads of domestic banks (Figure
11.2), which made foreign financing relatively
cheap. This tendency was reinforced in 1995 with
the reversal of the foreign interest differential fol-
lowing the introduction of the crawling peg ex-
change regime (Figure 2.3 in Chapter II), which
made borrowing in foreign exchange relatively
cheaper. As a result of these factors, and the strong
presence of foreign companies in Hungary, the share

(End of period)

June
1993 1994 1995 1996 1997

Share of totl savings held in
Cash 2.7 19.4 177 15.9 14.5
Bank deposits and bonds in forint 50.9 46.4 415 459 45.4
Bank deposits in foreign exchange 150 7.1 204 178 158
Monbank securities 86 13.8 149 16.4 19.3
Insurance premiums and retirement savings accounts 38 34 5 4.0 49

Memorandum iterms:

Total savings (in billions of forint) 1.360.7 17216 2.148.1 1678, 30550
Share of household savings held in banks 55.9 63.4 631.9 636 61.2
Share of household savings in foreign exchange 15.0 171 204 178 15.8

Sources: National Bank of Hungary, Monthly Repart, various editions; and IMF staff calculations.
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Table 11.3. Bank Credit to the Nonbank Sector

(End of period)
June
1993 1994 1995 1996 1997
Real bank credit (1993 = 100) 100 927 81.1 821 76.1
Government’ 100 85.1 T80 835 633
Enterprises (including small enterprises) 100 94.2 B4.4 89.1 94.8
In ferint 100 2.1 &7y 70.5 744
In foreign exchange 100 128.4 2935 3265 3526
Households 100 4.2 68,1 529 429
Sectoral allocation of bank credit (in percent)
Government 362 332 4.9 368 300
Enterprises (including small enterprises) 47.1 47.9 43.0 512 58.7
Househalds 14.8 15:1 125 9.5 B.4
Orther 1.8 ¥ 37 25 8
Currency composition of bank credit to enterprises
In foreign exchange (in percent) B& 10.6 287 7.7 283
Enterprise credit in foreign exchange
(in Billions of LL5. dollars) 0.7 0.8 1.9 1 23

Sowrces: Mational Bank of Hungary, Monthly Report, various editions; data provided by the Mational Bank of Hungary: and IMF staff calculations.

lincluding banks' holdings of governmant securities.

of corporate credit source abroad increased from 24
percent in 1993 to 44 percent in 1995 (Figure 11.3).4
With the decline in domestic bank intermediation
spreads in 1996 and the recovery in real activity, do-
mestic bank lending to enterprises recovered rapidly,
particularly during 1997, As a result, the share of
corporate credit in total bank credit rose from 47
percent in 1993 1o 51 percent in 1996, and to almost
60 percent at mid-1997. As to houscholds, their
share of bank credit declined slowly from 15 percent
to 8% percent, reflecting limited provision of mort-
gage financing following the termination of the
state-subsidized housing loan scheme in 1991. The
establishment in 1997 of the first mortgage lending
institution is expected to relieve the credit con-
straints facing the household sector.

Maturity transformation by banks declined over
the past four years. Less than 29 percent of short-
term enterprise and household deposits and bank se-
curities were transformed into loans in excess of one
year in 1996, down from 39 percent in 1993, This
may reflect improvements in banks’ lending prac-
tices, which have reduced the tendency for “auto-
matic” long-term lending to unviable enterprises. In
addition, banks’ ability to assess the creditwaorthi-
ness of potential clients—especially start-up firms—

AAL the end of 1996, nearly one-fourth of foreign credit was
due to loans from foreign parent companies o their Hungarian
subsidiaries.

may not be fully developed yet, leading to greater
caution in extending long-term credits. Finally, un-
certainty about the pace of disinflation may have dis-
couraged banks from locking-in long-term interest
rates on loans when the majority of deposits are
short term.

Market Structure, Competition, and
Specialization

Despite several mergers and license revocations,
the number of banks operating in Hungary declined
only slightly from 43 in 1993 to 42 at present.’
Seven of these banks have a market share (mea-
sured in terms of total assets) in excess of 4 percent,
and 10 banks have a market share between | percent

TReflecting Hungary's liberal licensing regulations and the ini-
tially underbanked nature of the economy, the number of banks in
Hungary increased sharply from 20 in 19490 1o 35 in 1993, Mo
of these new institutions were foreign or jointly owned small or
medium-sized banks, A new Banking Law, which came into ef-
fect on January 1, 1997, tghtened regulations for bank licensing
and imposed more stringent requirements on the gualifications of
bank managers and members of the board. In particular, banks
must hold at least Fr 2 billion in registered capital {double the pre-
vious minimum requirement that was set in 1991, and whose
value has been substantially eroded), and the previous one-step
sutomatic licensing process has been replaced with a two-step ap-
plication for establishment and operation, which must be ap-
proved by the Banking and Capital Markets Supervision Agency
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Figure |1.2. Intermediation Spread!
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'On loans and deposits of less than one year,

“Weighted average of all loans and deposizs.

1Budapest Bank, Hungarian Credic Bank, Credic and Commercial
Banic, and Foreign Trade Bank.

and 4 percent. Five of the seven large banks are
remnants of the monobanking system, which was
disbanded in 1987.%

#The Mational Savings Bank (OTF) and the Foreign Trade Bank
(MKB) existed under the previous system 1o collect household
suvings and to provide foreign-exchange related services, respec-
tively. The other three banks that are remnanis of the monobank
system were estublished o assume the commercial banking activi-
ties of the Mational Bank of Hungary. The loan portfolio of the Na-
tional Bank of Hungary was allocated to these banks on a sectoml
basis, with the loans of the Credit and Commercial Bank (K&H)
concentrated in agriculture, those of the Hungaran Credit Bank
{MHB} concentrated in the chemical and machine-building sec-
tors, and those of Budapest Bank (BB) concentrated in the coal
mining and construction sectors. At present, the other two large
banks are the retail-based Postabank, established in 1988 with the
post office and the Ministry of Finance having the largest stakes,
and the National Bank of Hungary and foreign-owned Central-Eu-
ropean International Bank (CIB), established in 1979, Until 1997,
the CIB operated as an offshore bank and therefore was not strictly
part of the domestic banking system.

Market concentration in Hungary's banking sys-
tem continued to decline over the past four years,
with the market share of the seven large banks falling
from nearly 80 percent in 1993 to 70 percent in 1996.
The main beneficiaries were the medium-sized
banks, which have seen their market share expand by
8 percentage points to more than 19 percent of total
assets, Concentration, however, remains more signifi-
cant on the deposit market, particularly for retail de-
posits: the large retail banks (notably OTP and Posta-
bank) still account for more than 80 percent of
household deposits, largely reflecting their continued
branch monopoly in the regions of the country.” As a
result of this liguidity segmentation, these banks
(particularly OTP) retain their systemic position as
the major source of funds for the interbank market,
while the large commercial banks remain the main
borrowers in the market. Nevertheless, improved ac-
cess to foreign credit by Hungarian banks has tended
to weaken commercial banks’ reliance on OTP.

The increase in foreign ownership of the banking
system—especially of medium-sized banks (see next
section}—has led to heightened competition in cor-
porate banking. Large commercial banks (including
the recently privatized banks) have seen their share
of corporate loans decline by nearly 10 percentage
points between 1993 and 1996, to 62 percent,
whereas the proportion of corporate loans provided
by medium-sized banks has risen by the same
amount to 27 percent. Competition among banks for
elite corporate clients (including multinationals and
large Hungarian firms) has been active, leading to a
sharp drop in intermediation spreads from over 9
perceni at the end of 1993 to about 4 percent at the
end of 1996 (Figure 11.2).* Spreads at large com-
mercial banks have consistently remained above
those at other banks reflecting, inter alia, a less ag-
gressive approach to attracting corporate clients and
higher operating costs. More recently, however, the
margin between spreads at large commercial banks
and other banks has narrowed considerably, which

TA factor behind the continued dominance of these banks s the
relatively high cost of establishing a branch network. While there
are no legal restrictions on the establishment of branches by
banks already operating in Hungary, the costliness of establishing
sich a network has so far acted as a constraint on competition,
This said, the establishment by nontraditional retail banks of
home banking facilities and automated weller machines, which ob-
vige the need for a costly retail network, are expected to under-
mine the existing regional retail banking monopolics. Compet-
tion in the banking sector will be further enhanced from 1998,
when foreign-operated offshore banks will be permitted 1o open
hranches in Hungary without having to establish expensive local
headguarter facilities.

fAlso contributing to the drop in intermedintion spreads is the
improvement in the quality of loan portiolios (see below), which
reduced the need 1o generate provisions out of net interest
IO,
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Figure 11.3. Composition of Corporate Credit
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Sowrce: Mational Bank of Hungary.

could reflect a more forceful approach to competi-
tion by banks’ new foreign owners. Moreover, in-
creased competition has contributed to a greater
pass-through of changes in money market rates to
lending rates in all banks.”

Ownership Structure and Privatization

Over the past four years, foreign ownership in
Hungary's banking sector increased substantially.
While the number of foreign or jointly owned banks
rose from 28 in 1993 to only 31 in 1996 (out of a
total of 42 banks). the share of bank assets under for-
eign or joint ownership increased from less than one-
third to over three-fourths, reflecting the privatiza-
tion of several large state-owned banks. Moreover,
the share of foreign ownership in registered capital
exceeded 55 percent in June 1997, up from 12 per-
cent in 1993, and is expected to reach about 70 per-
cent by the end of 1997.10

The increase in foreign ownership is attributable
to several factors: privatization of state-owned

*Couarelli ( 1998) finds that in Hungary, the effect on, and subse-
quent pass-through to, bank lending rates from a change in treasury
bill yields is higher in the period since January 1994 than during
January 1989 and May 1993, See also Viligi and Vincze (1995).

Bwing to the 1993-94 sute-financed bank recapitalization
program, the share of bank capital owned by the State (defined as
the Ministry of Finance, the privatization agency, and the social
security funds) rose from 40 percent in 1992 to nearly 70 percent
in 1993, With the privatization of the recapitalized banks, this
share declined to 33 percent in 1996,

1996 June 1997

banks to foreign owners; exit of Hungarian-owned
banks and establishment of new foreign-owned fi-
nancial institutions in Hungary; and foreign banks
raising their equity capital at a faster rate than Hun-
garian-owned banks. With respect to the first factor,
privatization of majority stakes in the large and
medium commercial banks was carried out through
strategic foreign investors in order to raise banking
efficiency and to meet internationally based pru-
dential regulations, and is the most important con-
tribution to the increase in foreign ownership.!! As
a result, nearly two-fifths of bank capital is cur-
rently held by foreign banks (as opposed to foreign
institutional investors).!? Foreign investors were at-
tracted to Hungary's commercial banks to meet the
demand for banking services from foreign firms
operating there, to establish a platform for opera-
tions in the region, and to tap the underdeveloped
retail banking market. The relatively rapid increase
in equity in foreign-owned banks is due in part to
the requirement in several of the privatization

"Prior to 1995, the State maintained effective control of the

five large banks that formed the basis of the domestic financial
system. Bank privatization accelersted in 1995, with the privan-
zation of Budapest Bank and the partial sale of OTP. In 1996, pri-
vatization of the Foreign Trade Bank was completed and Magyar
Hitel Bank was sold. The privatization of a minority share of
Kereskedelmi & Hitel (K&H—Credit and Commercial) Bank
wis concluded in July 1997,

12In contrast, @ minority holding in the National Savings Bank
was privatized through public share offerings, primanly o for-
eign financial investors,
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Table 11.4. Quality of Banks' Loan Portfolios'
(In percent of total loans)

The Banking System

December December? December? September December* December® December December December

1991 1992 1993 1994 1995 1996

Problem free 90.6 B3l 889 860 BLS 715 775 83l 89.0

Problematic 94 16,9 1.1 14.0 175 85 225 169 1.0
Of which:

Under observation 0.0 0.0 0.0 0.0 0.0 &5 7.8 15 59
Substandard 19 23 13 I.7 4.1 28 22 1.6 1.0
Doubtful 51 iy 8 4.8 432 &0 s 16 1.3
Bad 25 1o 5.0 74 91 132 89 52 28

Memorandum ftem:
Total loans (in hillions
of forint) 1617 1,633 1,739 1,871 2011 1,925 2,400 2,561 3,688

Sources: Mational Bank of Hungary; and IMF seaff cabcutations.
'From December 1993, includes savings cooperatives.

Prior to lean consalidation.

*Afver loan consolidation.

*According o 1991 chssiication rubes.

SAccording o 1993 chassification rules,

agreements that foreign strategic owners inject new
capital into the banks.!?

Bank Soundness and Profitability

The quality of banks" portfolios improved substan-
tially over the past four years. While in 1993, 2814
percent of loans were classified as problematic and
more than 13 percent were classified as bad, at the end
of 1996, these ratios had fallen to 11% percent and 3
percent, respectively (Table 11.4).'% Several factors
contributed to this turnaround. First, bank recapital-
ization and loan consolidation schemes carried out in
1993-94 replaced banks' nonperforming loans with
government paper and injected sufficient capital to
enable banks to fully provision against, and subse-
quently write off a large part of their problem loans.!5
Second, foreign owners instituted more prudent lend-

The State’s legally manduted permanent shareholding in OTP
was reduced from 25 percent plus one vole to a single golden
share, following approval of an amendment to the Privatization
Law, With the privatization and related equity injection in K&H,
the State (as defined in footnote 10) will not hold a majority inter-
est by the end of 1997 in any of the large banks inherited from the
monobank system. A capital increase in Postabank in mid- 1997
reduced the State’s interest in the bank 1o 38 percent.

“Among banks that participated in the recapitalization pro-
gram, the share of loans classified as problematic fell from 404
percent i 1995 to 30 percent in 1996, with a larger percentage
decline in doubtful and bad loans.

*The amount of government bonds issued 1o banks by the end
of 1994 for recapitalization or (o replace their nonperforming
loans was equivalent to more than 100 percent of banks® bad,
doubtful, and substandard loans,

ing practices, and state-owned banks were required to
implement restructuring programs to participate in the
recapitalization schemes.'® Third, increased prof-
itability in the enterprise sector improved the outlook
for corporate loans.

Reflecting the improvement in loan quality, banks
at present are required to hold fewer specific risk
provisions.!7 As a result, at the end of 1996, the level
of banks’ specific provisions declined to 3% percent
of total loans {(one-third of classified loans), from 15
percent of total loans (one-half of classified loans) at
the end of 1993, However, while the current level of
risk provisions satisfies minimum prudential re-
quirements, it falls short of the upper bound of exist-
ing provisioning requirements (see footnote 17) by
about 14 percent of classified loans.'®

In contrast to their management of specific risk,
Hungarian banks have tended to adopt a more cau-
tious approach to systemic risk, holding general re-
serves well in excess of the level required to achieve

16The effectivencss of these commitments was, however, weak-

ened by the absence of quantitative performance targets, and
sanctions for noncompliance. These so-called consolidation
agreements were replaced in 1995 with preprivatization plans that
corrected the earlier deficiencies.

TCurrent regulations require banks to provision against classi-
fied loans as follows: 0-10 percent, 11-30 percent, 31-T0 per-
cent, and T7I-100 percent against their to-be-watched, substan-
dard, doubtful, and bad loans, respectively.

18]n addition, banks are required to provision against their off-
balance-sheet items, Owing (o the rapid growth in contingent and
future liabilitics, the size of off-balance-sheet items increased
from less than 10 percent of the balance sheet total in 1993 1o
more than one-fourth in 1996,
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the minimum mandated 8 percent risk-weighted cap-
ital adequacy ratio (CAR). Moreover, the average
CAR has continued to increase steadily, rising from
11% percent in 1993 to nearly 19 percent in 1996.
Reflecting the impact of bank recapitalization, the
CARs of large banks almost doubled in 1994 from
below the minimum required level. Small and
medium-sized banks have tended to maintain higher-
than-average CARs.

Several factors explain the tendency to maintain
CARs in excess of the minimum required level. First,
the 8 percent “Basle Capital Accord” rule may not be
sufficient in transition and developing countries,
which have less stable macroeconomic environments.
Second, according to the Bank of International Set-
tlement’s (BIS) accounting rules, government paper
is accorded a zero-risk weighting. However, large
commercial banks, in particular, hold a large stock of
long-term, fairly illiquid government paper that they
acquired during the bank recapitalization program.
Owing to the relative illiquidity of these assets, a
higher risk weighting could be applied, thereby low-
ering the effective CAR. Moreover, with the decline
in yields on government paper, in the near future,
banks may choose to switch their assets to corporate
loans (this trend is already apparent in the first half of
1997), which carry a 100 percent risk weighting,
again tending to lower CARs. Third, banks require a
large amount of capital to finance their risky expan-
sion into the retail sector.

The profitability of the banking system improved
markedly during 1993-96, after-tax profits in-
creased to 1% percent of total assets from a loss of
more than 6 percent (Table 11.5). The turnaround in
profitability was due primarily to improvements in
loan quality: the cost of accumulating specific pro-
visions within a given year declined by more than 7
percent of total assets, while net revenues from re-
ducing previously accumulated provisions rose by 1
percent of total assets. In contrast, the contribution
from net interest income was quite modest overall.
Prior to 1996, however, growth in interest income
outpaced that of the income base (also a reflection
of improvements in loan quality). More recently, in-
creased competition contributed to an erosion in in-
termediation spreads and a decline in the net interest
earnings ratio.

Despite the increase in private sector ownership
and anticipated productivity improvements, the costs
of banking operations have shown little improve-
ment. The ratio of operating costs to net interest in-
come and revenues from fees and commissions re-
mained about 50 percent in 1993-95, and increased
to 56 percent in 1996, while operating costs have
risen continuously as a share of total assets, in both
state-owned and private banks. The persistence of
high cost ratios comes despite a 7 percent reduction

in financial services employment between 1994 and
1996, and reflects the tendency for relatively high
wage increases in the financial sector (relative to the
rest of the economy). In addition, cost increases also
reflect the improvement in the quality and the in-
crease in the range of services offered by banks.
Large up-front expenditures on much-needed tech-
nology upgrading and the installation of a network
of automated teller machines also reduced profitabil-
ity, but these costs should be recoverable through fu-
ture productivity improvements. A major element in
banks’ costs in 1996 was the extension of branch
networks. However, this extension will be sustain-
able only if the demand for banking services rises
sufficiently to match the increased supply.

Bank Supervision

Against a background of improved portfolio qual-
ity and greater bank profitability, supervision of the
banking system suffered from several shortcomings
prior to the adoption of the new Banking Law on Jan-
uary 1, 1997. The deficiencies of the previous system
were due primarily to the fractured nature of supervi-
sion and to a severe shortage of resources. Under the
previous system, responsibility for bank supervision
was divided somewhat arbitrarily between the State
Banking Supervision (SBS) Agency and the National
Bank of Hungary. Moreover, the securities operations
of banks’ subsidiaries were supervised by a separate
agency, thereby precluding a consolidated approach
to the supervision of financial institutions. These
problems have been remedied under the new Banking
Law by merging the two supervisory bodies to form a
unified agency capable of supervising a universal-
type banking system. The supervisory responsibili-
ties of the National Bank of Hungary have been re-
stricted to those areas related to the operation of
monetary policy and the foreign exchange system.
Banking supervision also suffered from a serious
shortage of qualified technical staff, owing to insuffi-
cient revenues from fees collected from banks and
the fact that employees were covered by the civil ser-
vice pay scale. As a result, staff turnover was ex-
tremely high as employees of the SBS left for better-
paying jobs in private financial institutions: thus,
although faced with a staff ceiling of 120, the average
number of staff at the SBS in 1994 was only 101. In
addition, owing to inadequate funding, the SBS was
unable to contract sufficiently with external auditors
to fully compensate for its own staff shortage. As a
result, bank audits were carried out infrequently, and
on an ad hoc basis, with many banks never having
undergone a comprehensive audit.

The new Banking Law addresses these problems by
exempting staff of the supervision agency from the
civil service pay scale—thereby enabling the agency
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Exchange Activity and Growth of Institutional Investors

Table 11.5. Banks’ Profit Accounts

(As percentage of average total assets)
1993 1994 1995 1996
Net interest income 4.4 5.1 53 45
Fees, commisions, and other revenues, net 1.7 1.8 1.5 1.9
Operating expenses 3.0 33 36 36
Operating profit 0 is 32 2.8
Other revenues (including from sales of
loans and reductions in provisions) 1.1 57 5.2 33
Other expenditure (including loan
write-offs) 1.5 35 5:3 28
Net operating profit 2.6 5.7 32 33
Specific provisions generated 8.5 37 1.8 1.2
Extraordinary profit 0.1 =12 0.0 -0.1
Pretax profit -6.0 0.7 1.4 20
Tax liability 0.1 03 0.3 0.4
After tax profit —6.1 04 1.1 1.6
Memorandum items:
Average total assets (in billions of forint) 2,535 2,898 3,429 4,161
After tax profit (in billions of forint) —154 12 37 67

Sources: National Bank of Hungary, Annual Report, various editions; and IMF staff calculations.

to match private sector salaries—and raises the fees
the agency levies on banks. In addition, the staff ceil-
ing was raised to 260. Concurrent with the improve-
ment in funding, the new law requires the supervision
agency to perform continuous off-site inspections and
to undertake on-site examinations of each bank and
savings cooperative at least once every other year.
These changes, however, are quite recent, and thus
their effectiveness has yet to be fully tested in the field.

Exchange Activity and Growth of
Institutional Investors

The activity of the Budapest Stock and Commodi-
ties Exchanges, while still limited, has developed
rapidly in the last few years, partly because of the in-
creased importance of institutional investors.

The Budapest Stock Exchange (BSE) reopened in
June 1990, trading exclusively in shares until the
listing of government bonds and treasury bills in
1992. Following several years of stagnation, activity
on the BSE was extremely heavy in 1996, with the
volume of spot trading increasing by more than 350
percent during the year (Figure 11.4). Turnover of
equities increased by 460 percent, while government
securities (bonds and treasury bills) trading rose by
nearly 300 percent. Underlying this performance
was a sharp increase in foreign interest in the domes-

tic securities following Hungary’s admission to the
OECD in mid-1996 and the upgrading of Hungary's
international credit rating by several rating agencies.
As a result, foreign investors account for 70-80 per-
cent of the total turnover on the BSE.

While retaining its dominant position on the BSE,
the share of trades accounted for by government debt
declined to 54 percent in 1996 from 63 percent in
1995.19 This was due in part to the continued decline
in the interest premium on forint-denominated debt,
and the growing importance of over-the-counter
(OTC) trading in government securities.?? Reflecting
the lengthening of the maturity structure of public
debt and the introduction of indexed debt, the weight
of government bonds in trading increased at the ex-
pense of treasury bills.

Equities accounted for 42 percent of BSE trades in
1996, up from 34 percent in the previous year, and
market capitalization of shares more than doubled
from 6 percent of GDP in 1995 to about 13 percent of

1“In contrast, trading in corporate bonds is almost nonexistent on

the BSE, and OTC trading is also quite small. While this reflects the
added riskiness of corporate debt during the transition period, sev-
eral blue-chip Hungarian companies have established their credit-
worthiness by tapping the international syndicated loan market.

20About 47 percent of government bonds and 29 percent of
treasury bill trades were transacted on the BSE in 1996. In 1995,
the volume of government securities traded over the counter was
10 times greater than the volume turned over on the BSE.
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Xl FINANCIAL MARKETS IN HUNGARY

Figure 11.4. Activity on the Budapest Stock Exchange
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GDP.2! While some of this was due to new listings
(including the privatization through public offerings
on the exchange of several strategic companies), the
increase in capitalization reflected primarily an in-
crease in prices. As a result, the Budapest Stock Ex-
change index (BUX)—which measures the perfor-
mance of the top 22 shares ranked by market
capitalizaion—increased by 170 percent in 1996 and
by 133 percent in U.5. dollar terms, making the BSE
the third best-performing stock market in the world
(after China and Russia).22 Nonetheless, capitaliza-
tion remains small in comparison with industrial
countries and the market remains thin, with only 45
equities listed on the exchange at the end of 1996 (up
from 8 in 1990 and 42 in 1995),

In addition to the more traditional range of com-
modities, the Budapest Commodity Exchange
{BCE) has offered financial contracts since 1993,
primarily foreign exchange futures. Activity in these
instruments increased more than 30-fold since
1994, following the introduction of the crawling peg
exchange regime and the rapid expansion in foreign
trade. In addition, while foreigners were not offi-
cially permitted to trade in foreign exchange futures
prior to January 1997, it is likely that prior to that
time, foreign investors in domestic securities

n comparison, market capitalization of shares in 1996 in the
Czech Republic and Poland was 35 percent of GDP and 6 percent
of GDP, respectively.

#The BUX increased rapidly during the first seven months of
1997, although it dropped significantly during the second half of
the year. following the worldwide decline in stock prices.

nonetheless covered their exchange risk locally
through the exchange.?

Al the end of 1996, the value of institutional in-
vestment reached Ft 360 billion (5% percent of
GDP), up from Ft 210 billion (3% percent of GDP) in
1995, Of this, 14 insurance companies accounted for
the largest share (about Ft 210 billion), and the ma-
Jjority of their investments were in government secu-
rities. Investment funds accounted for Ft 128 billion,
of which 55 percent was in open-end funds. Private
pension funds accounted for most of the residual
(less than ' percent of GDP). While relative new-
comers (the legislative framework for pension funds
was established in 1993), the number of these funds
has expanded rapidly. The popularity of pension
funds, which may be organized on a regional, sec-
toral, or company basis, has been boosted by the in-
come-tax exemption of this form of saving (since
1993). Following the phasing in, from 1998, of a
compulsory fully funded component of the pension
system, savings channeled through these funds are
expected to increase substantially, with mandatory
contributions projected to reach 1.2 percent of GDP
in 2000 and 2.3 percent of GDP in 2003.2* Moreover,

H8ince 1995, the BSE has also offered futures foreign ex-
change contracts, but the trading volume has remained much
smaller than at the BCE,

Hnvestment of mandatory pension contributions will be sub-
ject to the following restrictions: (1) up to 30 percent may be held
in category A stocks listed on the BSE (corresponding 1o highly
liquid stocks in the largest companies); (2) bank-guaranteed
domestic bonds may not exceed 20 percent of total assets, while

©lnternational Monetary Fund. Not for Redistribution




since the preferential tax treatment of pension funds
will remain in place, voluntary contributions to pen-
sion funds are also likely to continue to grow.

Concluding Remarks

Over the past four years, the Hungarian financial
system has undergone a dramatic transformation.
Within the banking system, the heavy burden of
nonperforming loans has largely been eliminated,
the majority of the sector has been privatized
(largely through strategic foreign investors), and
competition in corporate banking activities has
strengthened. While profitability has improved on
average, the banking sector will face a new set of
challenges brought on by greater competition. These
challenges will arise from the greater inroads into
household banking by nontraditional retail banks,
the increase in banks’ exposure to more risky seg-
ments of the economy in response to the saturation
of the market for elite corporate clients, and the
greater capital and financial market liberalization
agreed to in the context of OECD membership.
These changes may well portend some further con-
solidation in the banking sector within the next few
years. Financial liberalization, completion of the pri-
vatization process, and reform of the pension system

foreign bonds may not exceed 5 percent of assets; and (3) invest-
ments in foreign equities issued by firms registered in OECD
countries are permitted up to a ceiling of 10 percent until 2000,
and 20 percent thereafter. No limits will be placed on holdings of
government securities.
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will have substantial effects on other segments of the
financial system. The privatization of additional
shares in strategic companies through the BSE and
the broadening of the range of foreign securities that
may be traded within Hungary, together with the
start of negotiations on NATO and EU enlargement,
can be expected to increase trading on Hungarian
exchanges. However, with the further liberalization
of outward investment by Hungarians and the com-
pletion of privatization, interest in Hungarian securi-
ties may well subside over the longer term. More-
over, the gradual liberalization of outward
investment by pension funds may also contribute to
dampening activity on domestic securities markets.
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XIl Foreign Borrowing and Capital
Market Liberalization

Rachel van Elkan!

D uring 1993-95, Hungary was an active partici-
pant in international capital markets, borrow-
ing on average about 11% percent of GDP (in gross
terms). The amount of foreign borrowing recently
declined sharply, to about 334 percent of GDP in the
first half of 1997, This wrnaround is most evident in
the case of sovereign borrowing, reflecting, in part,
Hungary's reduced need for official financing fol-
lowing the marked improvement in its current ac-
count and strong inflows of privatization-related
FDI. In addition, the relaxation of capital account re-
strictions has permitted increased access by the pri-
vate sector to foreign capital, while also allowing
greater outflows of domestic capital. This chapter
discusses Hungary's participation in international fi-
nancial markets during 1993-97. focusing on
changes in the cost and maturity of borrowing, and
the increasing role of private financing. It also docu-
ments progress with liberalizing capital movements
during the period.

Participation in International
Capital Markets Since 1993

Between 1993 and mid-1997, gross inflows to
Hungary through international capital markets
amounted to $19.3 billion (55 percent in the form of
bonds), of which $12.6 billion represents sovereign
borrowing by the National Bank of Hungary (Table
12.1). During this period, there was a marked change
in the type of borrower and in the financial instru-
ments used. While the National Bank of Hungary ac-
counted for three-fourths of total foreign borrowing
during 1993-95, this proportion dropped to under
one-third in 1996 and to one-fourth in the first half
of 1997, Moreover, reflecting the partial withdrawal
of the National Bank of Hungary from capital mar-

IThe author gratefully acknowledges the assistance of the Re-
search Department of the International Monetary Fund in provid-
ing some of the data for this chapter.

kets and restrictions on private sector international
bond issues, the share of borrowing in the form of
loans from foreign banks increased substantially,
from 13 percent in 1993 to 90 percent in 1996, then
dropping slightly to 75 percent in the first half of
1997,

The gradual withdrawal of the National Bank of
Hungary from international capital markets reflecis
the reduced need for official financing owing to im-
provements in the current account position and
large inflows of privatization-related FDI.2 This re-
covery in the external accounts, together with Hun-
gary's progress toward macroeconomic stabiliza-
tion, made possible the upgrading of Hungary's
sovereign debt to investment grade by major rating
agencies in 1996 (see below), This upgrading, to-
gether with the general improvement in financial
market conditions for emerging markets following
the Mexico crisis, also served to improve borrow-
ing conditions for the private sector. Moreover,
with interest rates on domestic currency credits
above those on devaluation-adjusted foreign cur-
rency loans and a dearth of domestic sources of
long-term credit, borrowing from foreign banks by
the private sector became an attractive alternative
to domestic sources of credit.

Capital Market Activities of the
National Bank of Hungary

Between 1993 and mid-1997, the National Bank
of Hungary issued 42 international bonds in 12 dif-
ferent currencies, raising more than $10 billion,
compared with only seven syndicated loans, which
generated less than $2 billion.? The National Bank
of Hungary's reliance on the bond market during
this period reflected the tightness of the global syn-

IThe govermnment has not been active in foreign capital markets,
The remaining two bonds were issued by the then fully stme-
owned Foreign Trade Bank (MKR).
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Capital Market Activities

Table 12.1. Foreign Borrowing by Hungarian Entities

(In millians of LS. doflars)
Jan—june
1993 1994 1995 1996 1997
Tol 5,540 3,305 5446 3,350 1,699
{As percent of GDP) 144 BDO 123 746 7
Bonds 4,801 1.729 3311 333 414
Loans 739 1.57& 2,135 3.017 1,285
Of which:

Mational Bank of Hungary 475 848 650 o
Private corporations 41 256 528 211 ;

Banks k1] 335 269 &7l

Orther! 198 L8] 48% 785

Source: Capinal dam.

'Includes central government, bocal authorities, public corporations, utilities. and private finance companics.

dicated loan market for sovereign debt in the after-
math of the Paris Club debt renegotiations of the
early 1990s, and the fact that the Japanese Credit
Rating Agency (JCR) maintained its rating of Na-
tional Bank of Hungary bonds at investment grade
throughout this period. Accordingly, nearly one-
half of total bond issues by the National Bank of
Hungary between 1993 and mid-1997 were ef-
fected in Japanese yen, with deutsche mark ac-
counting for about 30 percent of bond issues.® The
majority of the funds generated through bond is-
sues were borrowed at fixed rates, with only two is-
sues linked to the London interbank offered rate
(LIBOR).

Interest rate spreads at launch relative to bench-
mark sovereign bonds have dropped significantly
since mid-1995, falling from an average of 227
basis points during 1993 to the end of March 1995
{when the austerity program was introduced), to an
average of 190 basis points subsequently. The
spread was just 90 basis points for the floating rate
deutsche mark bond issued in mid-1996. This im-
provement in borrowing conditions reflected the up-
grading of Hungary's debt by major credit rating
agencies since mid-1996.5 and the sharp compres-
sion in spreads in all high yield markets that is at-
tributable to increased liquidity in global capital
markets. The improvement in spreads on National
Bank of Hungary bonds is also evident in the sec-
ondary market. In January 1995, owing to the Mexi-

*To limit its foreign exchange exposure, the National Bank of
Hungary on behalf of the Ministry of Finance aligns through cur-
rency swaps the composition of its foreign exchange liabilities
with the currency basket 1o which the forint is pegged.

SIBCA Lad. assigned a BBB-rating in April 1996 for long-term
foreign currency sovercign debt. Standard and Poor’s (S&P)

can financial cnsis and Hungary's burgeoning need
for external financing, the interest premium on U.5.
dollar-denominated National Bank of Hungary
bonds in secondary markets reached 350400 basis
points in January 1995, but fell to 80-120 basis
points in December 1996. Similar movements in
secondary market spreads are also evident for
deutsche mark-denominated bonds.

Although overshadowed by its activities on the in-
ternational bond market, the National Bank of Hun-
gary nonetheless remains the single largest Hungar-
1an borrower in the intermational loan market,
accounting for about one-fourth of total fundraising
by Hungarian entities from foreign banks in recent
years. This borrowing is a relatively recent phenom-
enon; the National Bank of Hungary entered the syn-
dicated loan market in early 1994 for the first time
since the late 1980s. Spreads in this market have also
declined. The margin above LIBOR on U5, dollar
loans fell from 187.5 basis points in early 1994 1o 20
basis points at the end of 1996,

The significantly reduced borrowing need and the
increased capital market activity of the private sec-
tor allowed the National Bank of Hungary to play a
less active role in international financial markeis
during 1996-97. Underlying this activity is the at-
tempt to smooth the amortization profile of debt 1o
avoid a clustering of repayments; to extend the av-
erage maturity of debi; and to refinance existing
debt on more favorable terms. Accordingly, the Na-

awarded a similar rating in October 1996, Moody™s lifted the sov-
ereign debt rating to Baa3 in December 1996, At the end of 1996,
Hungary's sovereign debt was rated below that of the Crech Re-
public and Slovenin by 3&F, Moody's, and IBCA Ltd.; below
Poland by IBCA Lid,; amd on a par with Poland and Croatia by
S&P and Moody's. In June 1997, IBCA Lid, further upgraded
Hungary to BBE (the same level as Poland and Estonia).
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Xl FOREIGN BORROWING AND CAPITAL MARKET LIBERALIZATION

tional Bank of Hungary prepaid about $1.5 billion
in 1995 and a further $1 billion in 1996-97. In addi-
tion, about 90 percent of bond issues in 1995-96
had maturities in excess of five years, up from 80
percent in the previous two years. As a result, the
average maturity of National Bank of Hungary debt
has risen to 41% years.

Capital Market Activities of the
Monsovereign Sector

Private sector borrowing from international capi-
tal markets has been limited to bank loans, owing
to the National Bank of Hungary's failure to grant
licenses for issuing foreign bonds to nonsovereign
entities. Foreign loans to Hungarian banks and pri-
vate corporations increased by more than 250 per-
cent during 1993-96 to about $1.6 billion in 1996,
reflecting the pickup in economic activity and the
increase in the creditworthiness of the private sec-
tor. Total borrowing by these entities since 1993 ex-
ceeded $3.5 billion, of which 60 percent represents
borrowing by private corporations. In the case of
domestic subsidiaries of foreign companies (e.g.,
GE Tungsram), access to foreign bank credit has
been facilitated by the established relationship be-
tween the foreign parent company and its bank,
which helped to overcome the illiquidity in global
loan markets in the mid-1990s. In addition, foreign
and joint-venture banks as well as large commer-
cial banks have continued to rely heavily on foreign
loans as a source of funds, owing to their weak de-
posit base. Borrowing by public corporations, utili-
ties, and local governments has also grown rapidly,
reaching $0.8 billion in 1996, Utility companies,
particularly MATAV and MOL, have been the
major borrowers in this group, both in terms of
amount borrowed and size of loans. In April 1997,
MOL received a loan of $500 million, the largest
single syndicated loan to a nonsovereign borrower
to date.

Interest rate spreads on loans (including to the
National Bank of Hungary) have declined rapidly;
average spreads over LIBOR narrowed from 175
basis points in 1995 to 87 basis points in 1996.
Moreover, reflecting the stronger profitability of
the sector, the interest premium on loans to most
commercial banks declined from about 25 basis
points above rates paid by the National Bank of
Hungary in 1994 to levels similar to those currently
paid by the Central Bank. Premia on loans to utili-
ties have also narrowed sharply; in the case of
MATAV, the spread declined from 130 basis points
in January 1996 to 30 basis points at the end of
1996, while the interest spread levied on loans to

MOL fell from 150 basis points in mid-1995 to 30
basis points in April 1997,

Capital Account Liberalization

Capital account transactions by the private sector
were governed by the Law Decree on Foreign Ex-
change.® Under the law, financial institutions were
required to report all foreign borrowing to the Na-
tional Bank of Hungary, and foreign borrowing by
other legal entities and the extension of foreign
credits by Hungarian banks were subject o ap-
proval by the National Bank of Hungary. For nonfi-
nancial entities, borrowing at rates in excess of
LIBOR plus 2 percentage points was not generally
permitted.” Over time, these provisions were inter-
preted more liberally, and the approval requirement
on foreign borrowing was used primarily by the
Mational Bank of Hungary to monitor foreign bor-
rowing activity.

Access to Hungary's capital markets by foreigners
was liberalized substantially in March 1994, when
foreigners were permitted to purchase domestic gov-
emment bonds in both primary and secondary mar-
kets, subject to the approval of the National Bank of
Hungary for each individual bond series. Moreover,
foreigners were permitted (subject to National Bank
of Hungary approval) since September 1994 to pur-
chase 12-month discount treasury bills and govern-
ment bonds with a residual maturity of at least 3635
days.® However, outward portfolio investments by
nonbank residents were prohibited.

As part of its accession to the OECD, Hungary
implemented a series of capital account liberaliza-
tion measures beginning in 1996, Under the new
Foreign Exchange Law effective January 1996, the
approval requirement on foreign borrowing by
Hungarian companies was lifted for loans with ma-
turities in excess of one year; foreigners were no
longer required to seek the National Bank of Hun-
gary’s permission to purchase Hungarian securities
with maturities in excess of one year; and Hungari-
ans were permitted to invest abroad (without ap-
proval) if they acquired an equity share of ai least

tSince January 1996, these transactions are subject (o the regu-
lations of the Act on Foreign Exchange.

TIn addition, loans could not exceed three times the registered
capital of the borrower, and approval was denied for credit lines,
revolving credits, and multicurrency oplions,

"Restrictions on banking activity have also been relaxed subject
1o the maintenance of controls 1o ensure sulficient Liguidity in
case of strong demand for foreign exchange. Domestic banks
were permitted to grant credits o foreigners, subject to Central
Bank permission if the credit was for more than one vear. Banks
were al=o permitted to buy securities from abroad with a maturity
of less than one year.
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10} percent in a foreign company based in an OECD
member country. Further liberalization measures in
July 1996 included permitting foreigners to buy
Hungarian securities with an original maturity of
365 days or longer, regardless of the residual matu-
rity, and allowing bonds and shares issued by
OECD governments and companies registered in
OECD countries with a AAA credit rating to be
sold in Hungary.?

The following additional measures are planned for
1998: (1) permitting the operation in Hungary of
branches of foreign companies; (2) allowing Hungar-

“In January 1997, this latter condition was relaxed further to
allow the sale within Hungary of shares and negotiable securities
of any OECD-based company with an investment-grade rating. In
addition, trading by foreigners in futures BUX contracts of 3 to
12 months at the Budapest Stock Exchange was permitted, and
the minimum one-year maturity requirement for foreign invest-
ments wis removed for banks trading in investment grade securi-
ties issued in OECD countries.

Capital Account Liberalization

ian individuals to raise credits in foreign currency
from abroad provided the maturity is longer than one
year (currently, such transactions are permitted for
resident enterprises only); (3) permitting residents to
purchase all shares, bonds, and other debt securities
of OECD-based enterprises, regardless of their credit
rating, provided the maturity is longer than one year,
and allowing foreigners to issue such securities in
Hungary (if denominated in foreign currency) with-
out foreign exchange permission; (4) allowing resi-
dents to raise credits from foreigners in local cur-
rency with a maturity exceeding one year with the
authonzation of the National Bank of Hungary;'” and
(3) permitting residents to purchase real estate lo-
cated abroad (residents would be required to repori
transactions o the foreign exchange authority).

WSuch credits can be financed by drawing down balances in a
foreigner's convertible local currency account held at an autho-
rized credit institution in Hungary.
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XIll A Look Ahead

Carlo Cottarelli

n view of the impressive accomplishments of the

Hungarian economy over the last three years, one
might conclude that the transition is by and large
complete. In one sense, this is true: virtwally all the
institutional features of a planned economy have
been removed, the role of the State has been greatly
reduced, and the economy seems to have overcome
the imbalances that had resulted from the transition
process. As the European Commission stated in its
opinion concerning Hungary's application for mem-
bership to the European Union:

Hungary is a functioning market economy. Liberaliza-
tion and privatization have progressed considerably,
and there has been strong growth of new private firms
. .« - . Hungary should be well able to cope with compet-
itive pressure and market forces within the Union in the
medium term, provided the macroeconomic conditions
for strong investment growth remain in place.

Moreover, according to the most recent EBRD, tran-
sition report (EBRD, 1997), Hungary now ranks first
in all 11 indexes of progress in transition.

Even though the transition toward establishing a
market economy has been successfully completed,
much remains to be done to consolidate the results
achieved, reduce the risks of external shocks to
which a small open economy is typically expesed,
and bridge the gap with Western European
economies. Narrowing this gap will have to be at the
heart of the authorities’ strategic agenda for the next
few vyears to set the basis for Hungary’s eventual ac-
cession in the European Union.

This agenda will be as challenging as the last one,
but will involve a change in the tactical targets pur-
sued by the authorities. Hungary's external imbal-
ance (as measured by the external current account)
has now been brought down to a level that is sustain-
able over the medium term (Chapter III}. The main
objective in this area is to consolidate the resulis
achieved in the past. If the external deficit is main-
tained at a level that is fully financed by foreign di-
rect investment, the net external debt-to-GDP ratio
will continue to decline from current levels, and re-

inforce Hungary's resilience in the face of external
shocks.

With the focus of the external strategy shifting
from deficit reduction to stabilization, another eco-
nomic policy target is likely to come 1o the fore: in-
flation reduction, Inflation needs to be brought down
decisively into the lower single-digit range—higher
inflation would hamper Hungary's medium-term
growth prospects (Chapter VII). The chances of a
fast disinflation are good (e.g., a reduction in the in-
flation rate of 4-5 percentage points a year). The au-
thorities’ credibility in implementing macroeco-
nomic adjustment has been established; a strong
supply response is in progress and is expected to
continue over the medium term; the strengthening of
the external accounts will allow a more aggressive
use of the exchange rate anchor; the solvency of
public finances has been restored; and the increased
flexibility of the banking system makes nominal in-
terest rates more likely to move downward in line
with the deceleration of inflation. In these circum-
stances, the tightening in the growth rate of nominal
variables (the growth rate of money, the depreciation
rate) that is required by disinflation, is likely to in-
volve limited output cosis. The authorities” achieve-
ment of the inflation target for 1998 (13% percent on
average and even less by the end of the year) would
be an important step toward disinflation.!

Reducing inflation, maintaining a sustainable ex-
ternal position, and allowing growth of the private
sector will require the continuation of the prudent fis-
cal policies that have characterized 1995-97. Struc-
tural reform of public finances will have to continue.
The burden of taxation (including social security
contributions) should be lowered further, a key step
to stimulate the growth of employment in the private
sector, which has remained sluggish even recently.
Public employment remains high and could be fur-
ther trimmed down. Subsidies to enterprises are still
excessive, and further steps are needed to reform the
welfare state. The distortionary and poorly targeted

ISee Cottarelli and Szapdry ( 1998) For a discussion of disinfla-

tion in trunsition countries, particularly in Hungary.
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disability pension system requires urgent reform. The
health system has to become more cost-effective
through the introduction of appropriate economic in-
centives to allow an improvement in the services pro-
vided to the population in the medium term.

An effort in the above-mentioned areas would be
important in itself and a way of accelerating the
process of convergence of per capita income to
western European levels. Before the Second World
War, Hungary's per capita income was about two-
thirds of the average in western Europe. As an un-
welcome legacy of the planned-economy system, by
1995, relative per capita income had dropped to
about one-third of the western European average
(Fischer, Sahay, and Végh, 1996). Since then, the au-

References
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