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, The Quarterly Report on Inflation” is published by the National
Bank of Hungary with the aim of providing the general public with
regular information on the current and expected state of inflation
as well as the Bank’s interpretation of macroeconomic develop-
ments determining inflation. Wider access to information on
monetary policy objectives is expected to lead to a better under-
standing of the Bank’s policy responses.

The goal of this publication is to describe and interpret the develop-
ments of the preceding quarter.’

S

! The previous issues of the “Quaterly Report on Inflation” are available on the home page of the National Bank of Hungary.
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Summary

he National Bank of Hungary’s policy target is to achieve price stability through a sustainable

decline in inflation. Predictability and moderate interest rates, concomitant with a low infla-
tion environment, both factors which are facilitate long-term, rapid economic growth. Achieve-
ment of the inflation objective is assisted by an exchange rate regime based on a pre-announced
crawling peg. This system promotes a nominal path which poses no risk to external balance,
while ensuring convergence of the domestic inflation rate towards the level of Hungary’s main
trading partners.

Following its slow decline over the first half of the year, the consumer price index rose to
9.6% in July. Although this increase in the CPI was primarily the result of a one-off shock, namely
ajump in the price of unprocessed foodstuffs, together with the rise in the world price for oil and,
indirectly, the weak euro, the trend of disinflation was also interrupted. The National Bank mea-
sures the trend of inflation in terms of a core inflation index, excluding the effect of seasonal
foodstutffs, petrol, certain energy and regulated prices, in an attempt to track changes in those fac-
tors that are thought to influence the development of inflation over the longer term. Even this
core index showed a rise in July as the rapid price increase also affected pork, one of the compo-
nents of the core inflation index. This would only imply the persistence of negative inflationary
tendencies if the price of pork were expected to continue rising at the fast pace seen recently, or if
meat price increases were expected to be passed round the economy triggering cost-push infla-
tion. As, however, the prospective changes in unprocessed food prices cannot be determined for
certain, currently available data provide no reliable clue to whether disinflation will resume or be
reversed.

There are several factors to blame for the slowdown in disinflation. In addition to foodstuff
prices noted above, other factors falling outside the scope of monetary policy have also exerted
upward pressure on the rate of price increases. Rising oil prices, together with the strengthening
of the US dollar, led to a nearly 14% rise in the rate of imported inflation. The previous long-term
decline in the inflation differential relative to the euro area stopped and remained flat at around
7.1 percentage points. Thus, the response of the Hungarian economy to the exogenous shocks
was somewhat less favourable than in the case of its main trading partners. In addition, the dan-
ger of temporary inflationary pressures leading to inertia with a long-term impact is much greater
in Hungary than in its trading partners, with a more favourable inflation history. The fact that iner-
tial effects are gaining momentum is clearly seen in the faster growth of private sector wages.
Therefore, the resumption of inflation convergence will continue to heavily rely on influencing
inflation expectations.

Industrial goods prices, directly disciplined by the exchange rate, have followed the decline
in the rate of devaluation. Unlike in 1999, regulated prices increased at a moderate rate, contribut-
ing to disinflation. By contrast, market services disinflation has been interrupted, widening the
gap between the rates of industrial goods and market services price inflation. The acceleration of
prices is partly associated with rapidly growing input costs being passed on to service prices at a
faster pace than to industrial goods prices, owing to the presumably lower productivity growth in
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services. Furthermore, the continuous expansion of consumer demand is also putting upward
pressure on their price level. The average 5.5% difference between the growth rates of tradables
and non-tradables prices is consistent with the cyclical position of the economy: thus, it poses no
threat to the sustainability of the selected exchange rate path, as it is accompanied by a steady im-
provement in competitiveness rather than deterioration.

In 2000 Q2, gross domestic product growth lost some momentum, dropping to 5.9% accord-
ing to preliminary data. This growth was primarily due to a further pick-up in foreign demand
(exports increasing by 21% of GDP), whereas the rise in domestic absorption (3.8%) made a
smaller contribution to GDP growth than in the previous quarter. Looking at the component parts
of domestic absorption, household consumption expanded at a slower pace than last year
(3.7%), while investment spending growth remained subdued (5.7%), despite the pick-up in
sales possibilities. The moderate rise of domestic absorption entailed a more moderate import re-
quirement (up by 16% in real terms).

The greatest influence on the path of the economy was exerted by the improvement in the
cyclical position of Hungary’s trading partners, as economic activity in the European Union, CIS
and CEFTA countries gathers pace. In addition to the feed-through of these favourable effects,
Hungarian balance of trade figures also benefited from the capacity-boosting impact of new in-
vestment projects. The volume of exports according to customs statistics continued to expand at
a rate of over 25%, while import demand slowed (to 15%). As a result of the 2.8% deterioration in
the terms of trade, caused by the rise in the world prices for energy and commodities, there was
no improvement in the level of net exports calculated in euro terms. Deterioration in the terms of
trade by itself reduced second-quarter nominal GDP by 1.5%.

Although the 3.7% growth in the household consumption component of domestic demand
again fell short of the level seen in 1999, it still remained higher than the rate of income growth.
The decrease in consumption growth is, in all likelihood, attributable to the slower rise in social
cash benetfits, with net earnings up by over 4%. At the same time, consumer spending financed by
borrowing gained further momentum, also reflected in the continued decline of the propensity to
save. The expansion of borrowing went hand in hand with a steady downward trend in house-
holds’ gross savings. The ratio of financial saving and investment within gross saving remained
similar to that a year earlier, with a continued high level of investment, alongside the rate of sea-
sonally adjusted financial savings not even reaching 2.5% of disposable income, in contrast with
4% in the previous quarter.

In 2000 Q2, investment demand remained subdued, increasing by merely 5.5% on a year
earlier. Only the real estate sector, also comprising investment in residential construction,
showed robust growth (18.3%). Investment growth in manufacturing remained moderate, al-
though up on the previous quarter (5.9%). Due to the buoyant activity on foreign markets, a rise
in the stock of orders and a pick-up in industrial production, stronger investment activity is pro-
jected for the remainder of the year. This expectation is reinforced by the fact that manufacturing
capacity utilisation once again reached the level seen in early 1998 and that, in contrast with the
previous quarter, there was also a rise in the number of companies reporting a shortage of capaci-
ties.

According to fiscal plans, the general government will restrict aggregate demand growth by
0.1% of GDP for the year as a whole. The primary balance in SNA approach improved at a faster
rate over the first two quarters (by 2.5% of GDP), but a considerable portion of the demand re-
stricting effect is not sustainable, as it is derived from the changing seasonal pattern of expendi-
tures. The fiscal position looks more favourable than originally planned even with temporary fac-
tors removed, contracting demand by an estimated 0.6% of GDP for the year as a whole. The
better-than-expected position is the effect of the automatic stabiliser, with stronger-than-planned
growth and higher inflation putting upward pressure on fiscal receipts in contrast with expendi-
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tures set in nominal terms. Unforeseen fiscal costs incurred through natural disasters were fi-
nanced through the reallocation of expenditures.

As reflected in the low level of investment activity, faster economic growth has not yet run up
against capacity restraints. Nevertheless, the utilisation of the potential labour force is at an in-
creasingly high rate, with the rate of unemployment below 6.5%. The Bank’s inference from
recent labour market data is that the period of ‘restoration’ following the large-scale negative la-
bour market shock in the early 1990s is over, and economic recovery has, in all likelihood, ab-
sorbed those groups of unemployed and inactive people who possessed qualities that helped
them find jobs more easily. Consequently, employment growth, alongside falling unemploy-
ment and inactivity rates, and the resulting rise in the participation rate, were continuous, but less
vigorous than the tendencies observed in 1998-99. It was only the 55-59 age group of the popu-
lation that saw a considerable rise in employment, and in terms of regional breakdown, dynamic
expansion in the western areas of Hungary shifted to northern Hungary, which has been strug-
gling with chronic unemployment.

In 2000 Q2, there was an increase in the rate of wage inflation as calculated by the National
Bank. The 13.3% average for the whole economy consisted of an exceptionally high, 15.1%,
rate in the private sector and a more moderate 9.2% in the public sector. The nearly universal rise
in wages across the various segments of the private sector has several possible explanations. The
higher-than-expected inflation path is likely to have triggered a retroactive correction, which was
covered by strong productivity growth. Thus, it seems expedient to study the combined rates of
wage inflation over the first two quarters as a means of obtaining more reliable information. Data
for the first six months also indicate that there was hardly any slowdown in nominal wage growth
relative to the previous year, a sign indicating a certain degree of nominal inertia. Labour market
tightness is also pushing up wages, with special regard to machineryand basic metal manufac-
turing, where wage inflation was in excess of 16%, as well as transport, storage, postal services
and communication, with over 20% white-collar wage inflation. It should be underlined, never-
theless, that the Bank perceives the reason for faster wage increases in the private sector as being
related primarily to inflation expectations, with labour market bottlenecks emerging only locally
and affecting specific jobs, pushing up wages in specific sectors. In these areas, labour market
tightness is also indicated by the increase in the number of hours worked.

The second quarter saw a slight rise in the external financing need of the economy. Balance
of payments statistics show a more favourable picture, with no deterioration in the deficit on cur-
rent account as a proportion of GDP, compared with the 3.5% rate in the previous quarter. The in-
creasing need for funds can only partly be attributed to the increase in the financing requirement,
a natural accompaniment of the favourable cyclical position, as the vigorous expansion of ex-
ports was not linked with stronger growth in domestic absorption. The factors to blame for the
higher net position include deterioration in the terms of trade as well as one-off effects. After a
first quarter with no net transfer payments, the second quarter saw a rise in foreign transfers,
which, in turn, raised the net financing requirement by 1% of GDP. If the higher value of the sec-
ond quarter is regarded as being merely a one-off correction for the first quarter, then the financ-
ing requirement for the year as a whole is expected to be 0.6% lower than currently projected.

The composition of the net financing requirement differs considerably from thatin 1999. Ris-
ing borrowing requirement in the private sector was offset by the decrease in the public sector fi-
nancing need. Just as in the previous quarters, households’ saving position continued to weaken,
amounting to merely 1.7% of GDP in 2000 Q2. This rapid deterioration was brought about both
by a further decline in the saving rate (to 2.5% of disposable income) and the nearly
2-percentage-point fall in households’ GDP-proportional income. This latter factor is expected to
be corrected in the final quarter when pensions are retroactively raised. On the other hand, as the
decline in savings is attributable to structural effects, the rate is likely to worsen rather than im-
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prove in the future. After filtering out the one-off effects influencing the corporate sector’s financ-
ing need (see Chapter V/1), it is found that the rising profitability of the sector has so far provided
adequate coverage for stronger investment spending, preventing fast growth from putting up-
ward pressure on the external financing need. However, the prospective pick-up in investment
activity is likely to boost companies’ financing requirement. The deterioration in households’ net
saving position has led to no problems so far in the year, as the unfavourable tendency was offset
by the net fiscal saving position in the first half of the year. Nevertheless, it would be some cause
for concern if, during the remainder of the year, the budget’s saving position began to deteriorate
to an extent that would no longer be able to cover the expected worsening in the household posi-
tion. As in 2001, deterioration in both the household and business sector saving position is likely
to continue, and, as current budgetary estimates for next year envisage no reduction in next
year’s public sector financing requirement, this year’s favourable balance of payments position is
likely to worsen in 2001.

The slowdown in the disinflation process calls for tighter monetary conditions. By contrast,
international capital market developments and the slower-than-expected decline in domestic in-
flation caused the two components of monetary conditions to move in mutually opposing direc-
tions. The fact that the European Central Bank raised its leading rates by altogether 75 basis points
since April shifted imported monetary policy in the required direction. However, this effect was
offset by the drop in the required risk premium on the forint, with nominal interest rates falling at
all maturities from the beginning of June, after having risen from the March introduction of the
NBH bill until late May. The Government and the National Bank saw no possibility to cut the rate
of devaluation in the course of this year, as they were determined to prevent the emergence of
negative backward-looking real rates of interest under all circumstances. However, because of
the higher-than-expected rate of inflation, the unchanged devaluation rate called for the tighten-
ing of monetary conditions. Nevertheless, the Bank launched auctions of three-month bills as a
means of forestalling an unreasonable decline in yields.

Demand for forints was shaped by contrasting influences. The second quarter saw a with-
drawal of portfolio capital funds in the wake of stronger uncertainty on global capital markets
and certain domestic events (such as the controversy between the Government and the Hungar-
ian oil company MOL about fuel prices), with interest-sensitive capital items also characterised
by net outflow. As these effects were successfully offset by the high rate of direct investment and
a favourable current account position on the balance of payments, the exchange rate of the forint
continued to fluctuate without interruption near the strong edge of the intervention band.
A change in the atmosphere of international capital markets triggered another pick-up in inter-
est-sensitive capital inflow, prompting the National Bank to intervene at the strong edge of the
band on several occasions after the first of August. This inflow of capital occurred against a back-
drop of further falls in the interest rate premium, which temporarily sank to below 200 basis
points. The average time to maturity of foreigners’ government security holdings also shortened,
suggesting the probability of strengthening revaluation expectations. Domestic market partici-
pants also increased their forint positions, a fact reflected in recent stronger for-
eign-exchange-denominated borrowing by the corporate sector.
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Main macroeconomic indicators

1999 2000
Q1 Q2 ‘ Q3 ‘ 04 Q1 Q2
Growth rate (at constant prices)

Percentage changes on a year earlier
GDP* 3.5 3.9 45 5.9 6.6 5.9
Of which: domestic absorption 5.4 43 2.4 5.0 5.7 3.8
—final consumption 4.6 4.4 43 3.8 3.0 3:5
= household consumption 45 5.0 45 44 883 &/
—investment 7.6 4.0 -1.6 7.6 12.8 45
= fixed investment 6.4 6.8 42 8.1 7.0 9.5
Exports (GDP) 915 9.8 13.6 18.9 20.7 20.6
Imports (GDP) 12.9 10.2 9.3 16.6 18.3 16.2

Real effective exchange rate index™**
On CPI basis 2.8 0.3 -3.5 5.7 -3.1 -1.0
On PPI basis 5.2 1.9 2.5 -6.6 -5.8 -4.9
On unit labor cost basis (on value-added basis) 6.4 5.0 47 3.2 4.9 6.3
On unit labor cost basis (on gross output basis) 8.5 6.5 ) 6.5 10.1 11.9

As a percentage of GDP
General government deficit (cash flow basis)*** -10.1 -5.0 2.7 -1.0 -3.6 -2.3
General government primary balance* ** -0.2 0.3 3.7 3.6 & 2.8
EUR billions

Current account balance -0.5 -0.6 -0.1 -0.8 -04 -0.5
Foreign direct investment (net) 0.3 0.3 0.3 0.7 0.2 0.7
Savings rate**** (%) 8.5 6.4 6.9 8.4 6.7 5.7
Unemployment rate * (%) 7.1 7.0 7.0 6.8 6.5 6.5
Wage inflation ** (Same period a year earlier = 100 %) 15.3 16.3 145 14.6 11.6 13.3
Net average per capita income in real terms*** (Same period a year earlier = 100 %) 5.0 5.0 3.6 3.8 2.1 3.3

* Based partly on National Bank estimates.

** Positive figures indicate real depreciation; nominal exchange rate indices are calculated with market exchange rates from 1995; Deflators refer to the manufacturing industry.

*** Only estimates as there are no appropriate quarterly data for local governments.

**** Net financial savings of households as a percentage of total household income. (Net financial savings do not include the revaluation total due to exchange rate changes and other factors.)

* Based on the labour market survey of the Central Statistical Office: unemployed people as a percentage of the active population, seasonally adjusted data.
** Wage inflation indicator constructed by the Bank, see June 2000 Report. As the indicator cannot be calculated for the pre-1999 period with a method consistent with the one used subsequently, the Report pub-

lishes no data for the preceding years.

**National Bank estimates for the net earnings of employees in companies employing at least five people and the full fiscal sector, taking account of the effect of income tax change.
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Main monetary indicators

1998 1999 2000
Q1 ‘ Q2 ‘ Q3 ‘ Q4 Q1 ‘ Q2 ‘ Q3 ‘ Q4 Q1 Q2

Percentage changes on a year earlier
Inflation (CPI)** 16.4 14.2 12.5 10.3 9.3 9.1 10.9 11.2 9.6 9.1
Producer price index** 13.5 11.6 10.4 71 4.9 45 4.8 8.2 9.9 11.6
Devaluation rate of the forint’s central parity 12.9 12.2 11.4 10.3 9.4 8.4 75 6.5 5. 5.0

Real growth of monetary aggregates *

Percentage changes on a year earlier
MO0 1.7 3.3 3.7 5.8 8.5 7.9 3.9 11.5 6.2 51
M1 6.7 9.1 7.9 6.1 71 6.3 5.6 6.8 6.9 7.6
M3 2.3 4.0 4.6 4.4 8.0 71 5.0 43 5.0 4.2
M4 10.0 9.8 9.4 9.4 9.1 9.0 7.7 6.9 6.6 6.5

Real growth of the stock of lending by financial institutions *

Percentage changes on a year earlier
Corporate sector, foreign + domestic* 13.1 14.5 16.4 11.2 13.4 10.8 7.0 13.4 17.3 22.6
Corporate sector, domestic 145 15.5 15.6 9.9 11.0 7.2 35 11.3 15.7 20.7
Household -114 2.4 2.4 0.8 11.6 14.0 17.8 20.4 28.0 30.6

Interest rates (%) **
Reverse repo/one month deposit™** 18.75 18.00 18.00 16.75 16.00 15.25 14.75 14.25 11.25 11.00
90-day Treasury bill 18.65 17.33 19.06 16.10 15.68 14.74 14.07 12.44 10.63 10.50
12-month Treasury bill 18.70 17.32 18.96 15.88 15.61 14.77 1417 12.33 10.42 10.42
3-year Treasury bond 17.42 16.31 18.00 14.18 14.01 14.03 13.45 10.75 9.09 9.43
Budapest Stock Exchange (BUX) 8,656 7,806 4,571 6,308 5,490 6,486 6,747 8,819 10,000 8,318
Interest rate premium (bsp)**** 364 363 674 533 531 551 551 426 309 227
Conversion

Conversion, EUR millions* 2,253 850 -1,996 =175 313 239 1,211 1,043 1,466 79
Banking sector net foreign borrowing,* EUR millions* 854 231 —617 -158 7 =173 151 312 707 8
Corporate sector net borrowing, ** EUR millions* 384 —24 209 579 109 753 390 316 -199 271

* Based on methodology considerations, the Bank has retroactively revised the monthly balance of payments accounts, as well as certain entries for foreign-related assets and liabilities published for 1995-1999.

** At the end of the period, in respect of government securities, reference yields of the State Debt Management Centre.
*** The maturity of the reverse deposit facility was reduced from one month to two weeks as of January 8, 1999.

**** |nterest rate premium: excess yield on three-month T-bill investment over the devaluation rate and foreign interest rates. The current devaluation rate was modified upon official announcement of the change.

* Excluding privatisation revenues.
** Including inter-company loans.
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I. Inflation

he previously clear-cut decline in inflation came to an end af-

ter the second quarter of 2000. The twelve-month consumer
price indexrose from 9.1% in June to 9.6% in July, and the annual
core inflation index rose by 0.4%, edging up to an annual rate of
7.4%. This signalled a return to rates measured in March and April
in respect of both indicators. The annual price index of foodstuffs
rose to 11.8% in July as a result of an upward trend which began
in March 1999. The annual price index of market services, crucial
to the analysis of the inflation process, edged up slightly in the
second quarter following stagnation during the first quarter. In
contrast, the rate of price increases in the group of industrial
goods, directly influenced by monetary policy through the con-
trol of the exchange rate path, remained flat, although the steady
disinflation seen earlier also ceased, with the annual index stabi-
lising at 4.8% (see Chart. I-1)

Asaresult of the inflationary shock affecting the euro area and
Hungary over the past few months, there was an approximately
0.5% rise in the twelve-month rate of inflation for the EMU over
the three months from April to June. Factors similarly affecting
the Hungarian economy (including high oil prices and the weak
euro), with the additional effect of the July price shock in unpro-
cessed foodstuffs in Hungary, led to the interruption of the disin-
flation process. As a combined result of these two effects, infla-
tion convergence, measured in terms of an index comparable
with the harmonised price index of the euro area (MUICP), was
interrupted (see Chart I-2).

Hungarian disinflation has recently been adversely affected
by the significant price increases in unprocessed foodstuffs (with
an annual index of nearly 24% in July), especially in comparison
with plummeting prices last year, as well as by the sharp rise in
world oil prices, which have tripled in forint terms. As, by their
nature, these two factors only cause one-off increases in the price
levels of the commodities involved, and are not likely to recur
(indeed, the possibility of correction remains open), it is hoped
that their impact on price indices will only be temporary.

Nevertheless, the fact that the inertia reflected in the private
sector’s nominal wage inflation poses a threat to the continuation
of disinflation is a cause for concern. While industrial goods
prices are adequately controlled by the exchange rate path, mar-
ket services price inflation may become chronic as a conse-
quence of potentially high, persistent wage inflation, hampering
disinflation in the overall price index.

In spite of the aforementioned adverse developments, April’s
pre-announced 0.1-percentage-point cut in the forint’s monthly
devaluation rate to 0.3% had a favourable impact on inflation. As
the strong relation between the designated exchange rate path

Chart I-1 Inflation in respect of major aggregates

Per cent
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Chart I-2 Inflation convergence: difference between
the harmonised price indices of Hungary and the euro

area*
Per cent Per cent
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—— Three-month moving average
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* In terms of an indicator consistent with the harmonised price index published by
the CSO; the National Bank’s own calculation.
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1. Inflation

Table I-1 Inflation rate of different goods and services *
Percentage changes on a year earlier

Weight| Dec. 2000

inCPI| 1999 | jan, | Feb. |March| Apr. | May | June | July
Consumer Price
Index (CPI) 100.0 11.2 100 9.8 96 9.2 9.1 9.1 9.6
Of which:
Industrial
products,
excluding
food, alcohol,
tobacco
and petrol 296 69 61 61 56 51 47 48 48
Petrol 49 37.8 307 324 367 2977 296 334 279
Non-regulated
household
energy prices 13 165 134 121 127 173 179 17.§
Food 191 54 57 54 56 63 68 64
Regulated
prices 18.0 17.6 139 126 109 102 93 94 72
Of which: Energy 73 62 62 61 51 53 53 55 48
Services 90 187 117 93 88 74 57 58 55
Market services| 17.6 11.0 108 103 103 104 103 105 10.7
Alcohol and
tobacco 94 106 109 119 117 115 112 105 99
Core inflation 899 88 80 78 75 73 72 70 74
Depreciation of
the nominal effec-
tive exchange rate 27 42 50 41 54 68 62 60
Pre-announced
nominal devalua-
tion of the forint 67 64 62 60 57 54 51 48

* The classification of items included in the consumer basket is different from that applied by
the Central Statistical Office. See the Bank’s Quarterly Inflation Reports for more details.

Chart I-3 Core inflation and the consumer price
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Table I-2 Constituents of the difference between NBH core inflation and
the consumer price
index
Per cent
May/May June/June July/July
Unprocessed foodstuffs -0.11 -0.01 0.66
Household energy + vehicle fuels 1.23 1.41 1.1
Pharmaceuticals 0.73 0.73 0.35
Total 1.85 2.13 2.12
CPI 109.0 109.1 109.6
NBH core inflation 107.2 107.0 107.4

Table I-3 Constituents of the difference between the core inflation indica-
tors constructed by the CSO and the NBH

Weight in CPI May/May June/June July/July
Pharmaceuticals 1.7 0.83 0.83 0.41
Energy 7.8 0.09 0.07 0.08
Unprocessed food 3.1 -0.15 0.07 -0.27
Total 0.76 0.97 0.22
CSO0 core inflation 80.5 108.0 108.0 107.7
NBH core inflation 89.7 107.2 107.0 107.4

and the industrial goods price index is still in place, the recent
slowdown of disinflation within this category represents no
cause for concern.

The recent negative tendencies within the category of prices
particularly exposed to one-off shocks (such as energy and food
prices) — especially against the background of last year’s favour-
able developments — halted disinflation in the overall consumer
goods category. Although the authorities made full use of the in-
struments at their disposal (stringent control of regulated prices
and public sector wages), in order to alleviate the unfavourable
impact, all this proved to be insufficient to fully neutralise the ef-
fect of input prices and, in respect of agriculture, the export de-
mand price shock. These factors may be built into inflation ex-
pectations, as is probably reflected in the stagnation of services
price inflation, which is less influenced by external factors and
exchange rate policy (see Table I-1).

As explained at length in the December 1999 Inflation Report,
the core inflation indicator published by the National Bank of
Hungary is intended to give a concise, clear-cut and transparent
description of inflation factors considered relevant for the Bank.
Differences between core inflation and the full consumer price
index are summarised in Table I-2. The annual core inflation in-
dex rose from 7% in June to 7.4% in July, due to a one-off jump in
unprocessed food prices (see Chart I-3). On the basis of the in-
formation available it cannot be said for certain whether the in-
crease is a temporary phenomenon or whether the rise in core in-
flation marks a turning point in the trend of inflation.

In addition to the CPI, the Central Statistical Office also pub-
lishes a core inflation index. As explained in detail in the Decem-
ber 1999 Report, unprocessed foodstuffs are entirely excluded
from the CSO’s core inflation indicator, while the index calcu-
lated by the Bank filters out only the effects of highly problematic
items, whose prices exhibit strong unstable seasonality. The dis-
crepancy between the Bank’s and the CSO’s annual indices di-
minished substantially during July, due to two factors with nearly
equal impact: the pharmaceuticals prices excluded by the Bank
put downward pressure on the index calculated by the Statistical
Office relative to last year’s high base level, while certain unpro-
cessed foodstuff prices which were included by the Bank, but
not by the Statistical Office, did not raise the CSO’s core inflation
index, which thus fell to 17.7% in July (see Table I-3).

1 Imported
inflation

n 2000 Q2, commodity prices excluding energy dropped by

3% in USD terms, in contrast with the upward trend observed
from mid-1999. It was metal and beverage prices that fell most
strongly, by around 5-7%, while food prices lingered at the level
seen during the previous quarter. Following a rise of over 200%
over the previous four quarters, oil prices did not come down,
despite the OPEC’s decision in late March to ease supply restric-
tions (see Table I-4).

In 2000 Q2, the import unit price index rose by 13.9%, com-
pared with 10.9% in the previous quarter. This was 8.7% higher
than the pre-announced devaluation rate. A comparison of the
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import unit value index with the nominal effective exchange rate
index reveals a somewhat smaller difference of 7.8%, basically
due to cross exchange rate changes. The strengthening of the im-
ported inflation process is also reflected in the fact that the indi-
cator calculated with effective foreign prices' was up 10% on a
year earlier. This indicates that there is a link between imported
inflation and inflation experienced by Hungary’s main trading
partners, related, to a considerable extent to cross exchange rate
effects (see Chart I-4).

In contrast to the preceding period when they exerted down-
ward pressure on imported inflation, prices of machinery im-
ported from developed countries rose at a higher rate in the sec-
ond quarter than the pre-announced devaluation rate of the fo-
rint’s exchange rate. Prices in this category rose by 5.8% on a year
earlier. There was no change in respect of tendencies observed
over the first quarter, with import prices from Central and Eastern
Europe soaring by 41% as a result of energy price increases.

Looking at individual product categories, energy import
prices rose by 87.5% in a year-on-year comparison. Imported
food, beverage and tobacco price inflation also gathered pace
(8.9%), while the rate of increase in machinery and equipment
prices, previously slightly in excess of 5%, accelerated to 7.4%.
Manufactured goods and raw materials import prices rose by
12.7% and 19%, respectively. Thus, the pick-up in the rate of im-
ported inflation is equally attributable to the effect of energy and
raw material prices, to the general upward trends being experi-
enced by Hungary’s main trading partners, and to cross ex-
change rate effects.

As a result of world prices for energy, which, although un-
changed relative to the first quarter, were rather high in compari-
son with the previous year, and the weak euro, the second quar-
ter witnessed further consumer price increases in euro-area
countries. Hungary’s main trading partners experienced an in-
crease in the twelve-month rate of inflation from 1.9% in April to
2.4% inJuly. In July, the consumer price level in Germany, France
and Austria reached the 2% ceiling set by the European Central
Bank, while in the other member countries it climbed even
higher. The highest rate of inflation, 5.9%, was registered within
the Irish economy, characterised by exceptionally rapid growth.

In June, twelve-month inflation in the United States once more
hit the March rate of 3.7%, the highest level recorded over the last
several years. The main factor in the relative acceleration of
prices was the increase in oil prices over the level seen in 1999.
On the other hand, against the background of robust economic
growth, the 2.6% rate of core inflation appears to be moderate
and does not signal a rise in inflationary pressure. The
twelve-month inflation rate sank to 3.5% in July.

The twelve-month CPI in the Czech Republic rose from 3.8%
in March to 4.1% in June. Since the higher-than-expected in-
crease is primarily attributable to rising world prices for crude oil,
it is not feared that there will be any major rise in inflationary
pressure, with the 1997-99 recession over and the Czech econ-
omy on the path to recovery. In Poland the twelve-month rate of
consumer price inflation remained virtually unchanged over the
first six months of the year, hovering at around 10% (see Table
! The imported inflation indicator calculated with effective foreign prices is

constructed by multiplying the weighted average of the producer price indi-
ces of our main trading partners by the nominal effective exchange rate index.

Table I-4 World market price levels in 1999-2000
Percentage changes relative to the average for 1995

1999 2000
Q1 Q2 Q3 Q4 Q1 Q2
Commaodities excluding
energy 75.7 | 745 | 751 | 781 | 793 | 77.0
Food 789 | 739 | 72.0 | 723 | 744 | 740
Beverages 79.0 | 734 | 653 | 749 | 68.1 | 63.2
Agricultural
raw materials 756 | 75.7 | 771 80.8 | 80.6 | 78.7
Metals 68.2 | 720 | 785 | 820 | 87.2 | 825
Crude oil 68.5 | 951 |120.1 |138.0 |154.6 |155.8
Source: IMF IFS.
* World prices in US dollars.
Chart I-4 Changes in import prices and various
exchange rate indices
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Table I-5 International inflation data, 1999-2000
Percentage changes on a year earlier

December 1999

March 2000

June 2000

Producer |Consumer

Producer |Consumer

Producer | Consumer

price changes

United States 3.0 2.7 45 3.7 4.8 3.7
Japan -1.5 =1.1 n/a -0.6 n/a -0.7
Germany 1.0 1.2 2.1 2.1 29 1.9
Czech Republic &2 2.5 5.1 3.8 5.0 41
Poland A 9.8 7.3 10.3 8.7 10.2
Hungary 6.9 11.2 9.9 9.6 12.0 9.1
EU-11 4.0 1.7 6.2 2.1 5.6 2.4
EU-15 n/a 1.7 n/a 1.9 n/a 2.1
Source: Global Data Watch, J.P. Morgan’s figures for 2000.

Chart I-5 Twelve-month relative inflation rate of
industrial goods
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I-5). The increase relative to the under—6% low point measured
in April 1999 is largely due to the extreme volatility of food and
energy prices. The considerably higher-than-expected 11.6% in-
flation rate in July was also a consequence of food and energy
price increases (see Table I-6).

2 Components
of changes
in consumer prices

he annual rate of inflation of industrial goods prices, which

have a weight of 29.2% in the consumer basket and are cru-
cial to monetary policy, stood at 4.8% in July. This means that the
price index for this category remained unchanged in 2000 Q2, in
contrast to the steady disinflation seen over the preceding twelve
months. This interruption in the disinflation process is regarded
as being a short-term phenomenon similar to those experienced
earlier. It is considered to have only a short-term effect, as the rel-
ative (annual) inflation rate of industrial goods prices — in com-
parison with the rate at which the forint’s exchange rate is being
devaluated — continued to fluctuate in the +1 per cent range prev-
alent for a long time, in evidence of the fact that the
pre-announced path for the exchange rate continues to fulfil the
nominal anchor function (see Chart I-5).

Prices in this category are essentially determined by the ex-
change rate path and the inflation rate of Hungary’s trading part-
ners. Although euro-area inflation has recently exceeded the
ECB ceiling, it was the jump in energy and service prices that
made the greatest contribution to the upsurge in inflation in the
euro area as well. Tradable goods price inflation (excluding en-
ergy) in the euro area is stable at 0.6% per year. The indirect im-
plication is that the oil price shock will not be incorporated into
industrial goods prices over the short term, which is not inconsis-
tent with the Hungarian experience.

The other highly sensitive measure of inflation is market ser-
vices, representing 16.4% of the consumer basket. In contrast to
industrial goods, prices for services cannot be directly influenced
by monetary policy. Disinflation in this category clearly stopped,
and the flatlevel of the index in the first quarter was replaced by a
slightly upward trend. In consequence, the difference between
the rates of tradable goods price inflation and market services
price inflation rose to 5.6% in July for the year as a whole, imply-
ing a corresponding rise in the relative non-tradable / tradable
inflation rate.” The persistent discrepancy between the price in-
dices for industrial goods and market-priced services is ex-
plained by the Balassa-Samuelson effect, i.e. the fact that produc-
tivity in manufacturing is growing at a faster pace than in the ser-

1t is only in its name and, in a certain sense, its economics content, that the
domestic real exchange rate relates to the actual nominal exchange rate of the
national currency, measuring, as it is, changes in the relative price level of
non-tradable services and tradable industrial goods, in the form of the ratio of
the price indices for the two categories. Thus it does not contain the exchange
rate in any direct way. For more on the internal real exchange rate, see
Kovics-Simon (1998/3) and Ferenczi-Valkovszky-Vincze (2000/5) in the Na-
tional Bank’s Working Paper series.
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vice sector. Although the same phenomenon is also observable
in more advanced economies, for example for the past five years
service prices in the euro area have been rising at an annually
0.9-2.3 % higher rate than industrial goods prices (excluding en-
ergy), the effect is much more pronounced in respect of a less de-
veloped country in the process of modernising its economy. The
National Bank is convinced that given the considerable produc-
tivity growth in Hungarian manufacturing, the annual inflation
differential of 4-6% may be sustainable over the longer term, and
the low rate in 1999 —merely 3% annually in 1999 Q2 —was the re-
sult of temporary factors (see Chart I-1).

Consistent with the methodology introduced in the December
1999 Report, market services are divided into sub-categories re-
ferred to as demand-sensitive (with a weight of 8.1%), en-
ergy-sensitive (0.3%) and other market services (7.9%). Analysis
of these groups indicates that although demand-sensitive price
inflation continues to be high within service price inflation
(12.2% annually), the rate of price increases within this category
appeared to be stable in the previous quarter. The implication is
that the acceleration in the first quarter — as noted in the June /-
Slation Report — was merely temporary, in other words, data in
this series reflect no demand-side inflationary pressure. Other
market service prices rose at a faster pace than in the previous
quarter, namely by 8.8% in July, while the price level of the en-
ergy-sensitive group was up by 18.6% in July, as a result of the
upsurge in the forint price for crude oil (see Chart I-6).

Within foodstuffs, there is a clear distinction between unpro-
cessed and processed foodstuffs in terms of the statistical behav-
iour of the series. The former accounts for 5.4% of the consumer
basket and the latter for 13.8%. The recent trend in domestic un-
processed food prices has been fundamentally affected by a
combination of the earlier demand-side shock and this year’s
supply-side shock affecting Central and Eastern European mar-
kets. The Russian crisis of 1998 and 1999 depressed demand for
the region’s agricultural exports to a considerable extent, entail-
ing a significant drop in prices. Owing to the subsequent correc-
tion, the low base-period data tend to lead to high annual price
indices. This effect was further aggravated by the negative sup-
ply shock (due to the weather) symmetrically affecting the main
food exporters of the region.

Looking at the cost of energy, there is a widening gap between
centrally controlled and market-determined prices. Centrally
regulated energy prices — with a weight of 7.2% — have been ris-
ing at a subdued rate, not exceeding the preannounced average
annual rate of 6% since the beginning of the year, as part of the
government’s strict policy. However, the index of mar-

Chart I-6 Composition of market services
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Chart I-9 Prices of excisable goods

Per cent Per cent
40 40
35 35
30 30
25 25
20 20
— Alcohol, tobacco
15 — Vehicle fuels 15
10 10
5 5
0
JFMAMIJJASONDIJIFMAMI I
1999 2000
Chart I-10 Services price inflation
Per cent Per cent
30 30
25
20

Regulated service prices Yo
S feea-s Regulated service prices excluding pharmaceuticals
—— Market services
T
J FMAMIJ J A S ONDJ
1999 2000

Chart I-11 Regulated energy and service price levels

1998 = 1

Average for 1998 = 1 Average for 1998 = 1
1.30 By 1.30
125 | 70" Alcoholic bcvclragcs and tobacco 1.25

Regulated services

1.20 1.20
1.15 1.15
1.10 1.10
1.05 1.05
1.00 ———== 1.00
0.95 f* 0.95

0.90 0.90
MM J S N J MM

1998 1999 2000

result of soaring world prices for oil (in dollar terms) and the low
exchange rate of the euro — and, consequently, the forint —
against the dollar (see Chart I-9). On account of the 4.9% weight
of petrol in the consumer basket, this caused an “unexpected”
addition of approximately 1% to the rate of inflation over the past
twelve months.

Tight central anti-inflation policy exerted a downward pres-
sure on regulated price inflation. The annual price index of regu-
lated services of 8.7% — accounting for 11.4% of the consumer
basket, of which 1.75% is represented by pharmaceuticals — was
well below that of market services (10.7%) (see Chart I-10). The
discrepancy is even more noticeable if the pharmaceuticals
item,” introducing a bias into the price index, is excluded from
the regulated services, as the resulting index shows an annual
rate of inflation as low as 5.9% in the last quarter.

As a result of the above-noted stringent central price mea-
sures, regulated energy prices, the other component of centrally
controlled prices, accounting for 7.2% of the consumer basket,
rose only by 4.8% over the year to July for the year as a whole.
The twelve-month inflation rate of the overall regulated price cat-
egory amounted to 7.2% on average, which, however, reflected
the effect of price increases that occurred last year and early this
year, with the average level of regulated prices remaining virtu-
ally unchanged since April. July data indicate that the rate of in-
flation of regulated goods and services prices slowed by 10 per-
centage points relative to a year earlier. This depressed the over-
all CPI by half a percentage point (see Chart I-11).

In consequence of the above, the fact that regulated prices in-
creased this year at a more subdued rate than last year can be
more accurately illustrated by an indicator measuring price
change “effective” in the current year rather than looking at
twelve-month changes in the price level.* This way it is possible
to ignore the inflationary effect of price measures implemented
in the period between May and December 1999 (it should be
noted that a major factor in this effect from 1999 is last year’s
pharmaceuticals price increases). Price changes taking effect in
2000 raised regulated prices by 4.5% in the period between Janu-
ary and July, which is fully attributable to measures taken during
the first few months of the year, as shown by the final two col-
umns of Table I-7. In the period since the June Report, more par-
ticularly from May to July, regulated prices remained flat or rose
only to a small extent, largely because increases were concen-
trated in the first part of the year. Thanks to discount rates and
special sales campaigns, prices for telephoning, with a high
weight in the consumer basket, fell rather than rose, reducing the
rate of overall regulated price inflation by 0.8% on average (see
Table I-6).

® As analysed at some length in the National Bank’s September 1999 Inflation
Report, the method used by the Statistical Office leads to some bias in the mea-
surement of price changes related to actual pharmaceuticals consumption in
1999 Q3. As most of the price change took place in August, the (upward) bias
due to the base period effect, is also present in the July 2000 index. Admittedly,
the omission of pharmaceuticals also introduces a bias into the index, but in
this specific case, this bias is likely to be much smaller.

% See last three columns of Table I-6.
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Table I-6 Centrally regulated or influenced prices *

Year-on-year and seven-month (in 2000) growth rates **

Per cent
. Twelve-month price indices Seven-month price indices Diuff/ne'g%?r?gin April-July May-July
Weight | pecemper
2000 1999 2000 o
1999 2000 1999-2000 Price increase
April May June July

Controlled prices 17.99 17.6 10.2 9.3 9.4 7.2 14.6 45 -10.1 -0.5 —0.6
Goods 8.99 16.4 134 135 13.7 9.0 10.8 3.7 —7.1 0.4 0.2
Of which:

Household energy 7.29 6.2 53 5.3 55 4.8 53 39 -1.5 0.4 0.2
Central and district heating 1.84 6.0 6.3 6.1 6.3 6.6 6.3 4.0 0.7 1.5 0.7
Electricity 3.29 10.1 7.4 7.6 7.8 7.7 8.7 6.3 -2.3 0.0 0.0
Gas supplied through pripes 2.16 1.1 1.1 1.1 1.4 -1.2 2.3 0.0 2.3 0.0 0.0

Pharmaceuticals, medical products 1.70 56.9 43.4 435 43.5 22.0 32.7 3.2 -29.5 0.4 0.1

Services 9.00 18.7 74 5.7 5.6 55 18.4 53 —13.1 —1.3 -1.4
Of which:
Housing 2.48 15.3 12.9 12.7 12.3 12.3 14.3 14 -3.0 1.3 0.7
Transport 1.89 134 6.1 6.1 6.1 6.1 134 6.1 -7.3 0.1 0.0
Telecommunications 3.78 253 6.1 2.2 2.1 21 25.3 21 —23.2 —4.2 -3.8

* Television subscription fees, carrying a 0.66% weight in the consumer price index, have been divided into a centrally regulated portion (0.31%) and a market subscription fee (0.36%). Regulated prices include only

the former component, which has not changed since last year.
** Due to rounding, sums do not always add up accurately.

It should be noted, however, that the July rise of 12% in natural
gas prices has not yet been incorporated into the price level, as it
will only be reflected in household expenditures after a time lag
of one or two months. This, combined with a planned rise (in the
price of district heating in October), is expected to produce a 7%
rate of twelve-month inflation in respect of regulated prices.

It seems worthwhile to review regulated service prices in re-
spect of the regulating authority involved. This way it will be pos-
sible to judge the actual results of the government’s
anti-inflationary commitment as the influence the government
exerts over non-centrally controlled prices exists only in a rather
indirect way. In respect of services, prices did not increase in the
central government controlled categories (such as telephoning,
postal services, gambling, television subscription fees), with
evena decrease in the price level of telephoning, as noted above,
bringing down the twelve-month inflation rate to 2.5%. Prices in
categories subject to mixed control also rose only minimally over
the past few months. It should be underlined that, consistent
with the pre-determined schedule, there has been no change in
transport service prices ever since April, even in the face of
higher-than-expected fuel price increases. As far as local govern-
ment-controlled prices are concerned, extra costs were passed
through to consumer prices, as reflected in the 1.3% overall in-
crease in the price of housing-related services (including rent,
water supply, sewage and garbage disposal) implemented since
April (see Chart I-12).

Chart I-12 Breakdown of regulated price levels
according to regulating authority
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* The demand-sensitive group includes restaurant and canteen catering, snack-bar
goods, repair, health, beauty and educational services, cultural and entertainment
services, and domestic holiday-related travel, which combined account for 53% of
all market services. Taxi and haulage services (2%) require considerable energy in-
put. Other items not included in the above categories (e.g. school and nursery
school meals, newspapers, books, periodicals, housing repairs and maintenance
services, holidays abroad, other services) account for 45% of market services.
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Chart II-1 Changes in monetary conditions*
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* For a description of the method of calculating monetary conditions, see Box II-1

Chart II-2 Monetary conditions real exchange rate
indicators: old and new
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1 Monetary conditions
and changes in the interest rate
and the exchange rate

he Hungarian economy grew at a rate of 5.9% in the second

quarter of 2000. The driving force behind this growth contin-
ued to be export sales, while domestic absorption increased at a
subdued rate, thus maintaining a favourable external equilib-
rium position along with robust growth. The previously experi-
enced decrease in inflation was halted in 2000 Q2, with the core
measure of inflation also reflecting a slowdown in disinflation.
Hungary’s main trading partners were also affected by shocks
which triggered price increases, but inflationary pressure in the
euro area was lower than that in Hungary. As a result, by July, the
long-standing process of inflation convergence had stopped.
There is a risk that this inflationary shock will cause expectations
to remain stuck at the current level, which may in turn strengthen
the inertial components of inflation.

Macroeconomic processes continue to call for a tight mone-
tary policy. In 2000 Q2, the two components of monetary condi-
tions developed in mutually opposing directions (see Chart II-1).
Although the devaluation rate remained unchanged after April, a
higher-than-expected inflation exerted upward pressure on the
rate of real appreciation. By contrast, real interest rates sank be-
low 2%. Taking account of the fact that euro-area inflation is also
subject to change, the Bank has now introduced a new way of
calculating the real exchange rate component of monetary con-
ditions. Previously euro-area inflation was assumed to be con-
stant since the variance of Hungarian inflation exceeded it by an
order of magnitude. However, now that the Hungarian consumer
price index is within the single-digit range, fluctuations in the
rate of European inflation may lead to considerable change in the
path of the real exchange rate. Therefore, from now on a real ex-
change rate indicator containing European inflation is being ana-
lysed. For an explanation of the monetary conditions index in
more detail, see Box: II-1. As the indicator computed with the
new method shows a similar change in the real exchange rate as
the old one, the current path of the real exchange rate has called
for the tightening of monetary conditions over the recent term.
Nevertheless, the rate of appreciation is smaller in terms of the
new indicator (see Chart II-2).

The Bank successfully slowed the decline in real interest rates
by launching its own three-month bill in March. Under the pre-
vailing monetary regime, real interest rates on the forint are given
as the sum of euro real interest rates, the forint’s real appreciation

20

NATIONAL BANK OF HUNGARY



II. Monetary policy

Box II-1 Background of calculating monetary conditions

Many countries use a so-called monetary conditions index (MCD) to evaluate monetary policy, attempting to capture
the nature of the policy in one single number. The relative weight of the two components of the MCI, the real interest
rate and the real exchange rate, is usually modell-dependent. Due to lack of sufficient data, modelling is problematic
in Hungary, therefore the National Bank cannot reliably compute a similar index. Nevertheless, it is certainly worth-
while to study the changes in the two components which determine monetary conditions.

Since the purpose of the real interest and exchange rate indices published in the Report is to track short-term
changes in monetary conditions, these indices are calculated with a view to minimising the effect of occurrences tak-
ing place outside of the reviewed period, also known as the base-period effect. In order to mitigate this base-period
effect, it is not the standard twelve-month inflation indices that are used, but monthly inflation. The problem with
monthly inflation rates, however, is that they exhibit too much noise and seasonality, which have to be removed. In
order to do so, the price level is adjusted seasonally, and the monthly inflation rate is derived from the adjusted level
series. In order to minimise the noise and smooth the inflation series, the trend-cycle of the price level is used to cal-
culate 3-month inflation rates.

Let us denote the seasonally adjusted trend price level in Hungary with P(#) and that in the euro area with P*(#) at
time ¢ With R(2) being the interest rate on three-month Hungarian treasury bills at time ¢, and E(2) the nominal ex-
change rate index at time ¢ the real interest rate 7(#)and the change in the real exchange rate ed(#)attime ¢is given as:

r(O=((1+R(0/400)/(P(D)/P(t-3))-1)*400
ed(® = (PO/(P*OEM)/(P(t-3)/(P*(t-3)E(t-3)))"4-1)*100

Prior to April 1995, the exchange rate index, E(2), is represented by the nominal effective exchange rate index.
Subsequently, the exchange rate index is derived using the official rates of devaluation until the present day.

Chart II-3illustrates the way how the use of the short-term measure of inflation affects the real interest rates calcu-
lated. The conventional method of calculating the real interest rate normally takes into account inflation over the
previous twelve months. However, if inflation follows a downward trend, looking back on the inflation of the past
twelve months will regularly produce lower real interest rates, thus the short-term index based on annualised sea-
sonally adjusted inflation of the past three months will measure actual real returns or burdens with a much smaller
bias.

Starting from this Reportwe wish to make a change in the method of calculating the real exchange rate index used
for the interpretation of monetary conditions. This change is necessitated by the fact that the earlier index was based
on a simplifying assumption, i.e. that inflation in the currency zones to which the forint’s official central parity was
pegged were practically constant or its variance was negligi-

ble relative to the Hungarian inflation variance. However, re-  Chart II-3 Two indicators measuring real interest
cent inflation developments witnessed in the euro area have ~ rates

led us to abandon this assumption. From this date on, changes fgr cent Per cent
in the price of the Hungarian consumer basket will be com-

pared with changes in the price of the euro-area consumer 8
basket taken in forint terms. When calculating foreign prices
in forint terms, the fluctuations of the forint’s exchange rate
within the band will be ignored since it is the relative change

in the devaluation rate and inflation that reflects the orienta- ) 5
tion of monetary policy. This index will only make sense if the s

! , : oeetNd T
domestic and foreign consumer baskets that are being com- e
pared are of similar composition. Therefore, it is derived from 2 Y [— With annualised three-month 2
harmonised consumer price indices, also used for calculating , Withlactua i hmonthiinflation ,
inflation convergence, after making the necessary seasonal P AT ®IAT®IAIT®IAIL®I A I
adjustments. 1996 1997 1998 1999 2000

against the euro and the risk premium demanded by investors.
The factors behind the forint’s currently low real interest rates are
primarily related to the low risk premium and the fact that euro
real interest rates continue to be moderate in spite of a series of
increases by the ECB. While the ECB’s 50-basis-point interest rate
hike on June 8" placed an upward pressure on Hungarian real in-
terest rates, this effect was offset by the steady decline in the re-
quired risk premium.
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Chart II-4 Three-month interest rate premium
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While the path of nominal interest rates in the period from
March to May was essentially shaped by events in international
capital markets and interest rate hikes by foreign central banks,
the reasons underlying the resumption of the decline in the inter-
estrate premium and forint yields in June included a better global
investor sentiment about emerging economies as well as coun-
try-specific factors. Both the fact that the EMBI index, reflecting
the perception of risk attached to emerging economies, sank to
its lowest values since the Russian crisis, and the publication of
favourable Hungarian macroeconomic data in the period be-
tween June and August helped to push the three-month interest
rate premium below 200 basis points for a short time. The interest
in investment opportunities in emerging economies was boosted
by weakening expectations of further American interest rate
hikes following the Fed’s 50-basis-point rise on May 16", An-
other factor putting a downward pressure on the interest rate
premium was the spread of market expectations of a decrease in
the rate of devaluation scheduled for October. When these ex-
pectations turned out to be unfounded, there was a
20-basis-point upward correction in the three-month interest rate
premium (see Chart II-4).

Market yields followed a steady downward trend from June
until early August, but this trend seemed to reverse after August.
Although monetary policy imported from the European Union
tended to putan upward pressure on domestic interest rate levels
over this period, this effect was countered by the decrease in the
premium. Therefore, the central bank sought to slow the decline
in yields via its three-month benchmark auction rates. The rate
cut by the central bank on the other main sterilisation instrument,
its two-week deposit facility, (by 25 basis points on August 7™
served the purpose of changing the relative yields of the NBH bill
and the two-week deposit facility as a means of diverting part of
the stock of sterilisation instruments from the latter to the former
(see Chart II-5).

From the middle of August the level of nominal interest rates
began to rise. The unfavourable inflation data in July caused do-
mestic investors to shift their inflation expectations upwards. De-
spite the rise in nominal rates, the interest rate premium contin-
ued to fall, indicating expectations of a further tightening by the
ECB on the euro market (there was another 25-basis-point hike
in ECB leading rates as of August 31*). Despite the declining pre-
mium, foreign investors began to show greater enthusiasm for
forint investments, triggering another increase in conversion.
This period saw a sharp rise in the stock and a shortening of aver-
age maturity of foreigners’ T-bond holdings, indicating expecta-
tions of an appreciation of the forint’s exchange rate.

In the period from March to mid-July, the exchange rate of the
forint was near the strong edge of the intervention band. The
demand for forint conversion, gathering pace in the second
half of July due to foreign investors’ renewed interest, pushed
the exchange rate to the strong edge of the band and made it stay
there permanently, apart from a few days in August (see Chart
1I-6).

Changes in the monetary aggregates reflect diverging tenden-
cies in the saving position of households and the corporate sec-
tor. The real growth rate of monetary aggregates continued the
downward trend seen in the first quarter, as a combined result of
the weaker growth in the household component and lon-
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ger-term, strong growth in corporate bank assets. The increase in
household consumption continued to outstrip growth in dispos-
able income, also reflected in rapidly rising household borrow-
ing. Lending to households was given another impetus when the
margin between the interest rates on consumer loans and depos-
its stopped growing, along with real interest rates on household
borrowing. Lending rates for housing construction and real es-
tate purchases fell significantly as of the second quarter, a change
likely to further fuel this type of lending. Corporate demand for
loans remained moderate in the second quarter, thanks to good
business profitability and the subdued aggregate propensity to
invest. Although the proportion of foreign exchange loans in cor-
porate sector financing expanded at a faster pace than earlier, ex-
change rate risk remained moderate, given that these loans go
largely to exporting companies whose income is mainly denomi-
nated in foreign currency. It is in the interest of commercial banks
as well to engage in foreign currency lending in order to mitigate
the exchange rate risk. This way they can narrow the difference
between the currency structures of their assets and liabilities
against the backdrop of currently low-liquidity forex derivative
markets.

1.1 Monetary base
and demand
for forint conversion

2000 Q2 witnessed a slowdown in narrow money growth, down
from the first-quarter average of 15.3% to 11.5% in July on a year
earlier. The fact that monetary base growth lost momentum is
clearly attributable to the slower rise in reserves, which was in
line with weaker M3 growth. The amendment to the rules on the
reserve requirement, effective as of July 1%, is not expected to in-
fluence demand for the monetary base, as the effective reserve
ratio remained unchanged. According to the new regulation,
there is a reserve requirement on 50% of all foreign exchange de-
posit liabilities with maturities of less than one year, and only 50%
of banking sector vault cash can be taken into account when cal-
culating the reserve requirement (see Table II-1 and Chart II-7).

Table Il-1 Monetary base
End-of-period stocks

Chart II-7 Monetary base and its components
The chart includes cumulated values, 1991 = 0
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DMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ
1996 1997 1998 1999 2000

19911992 1993 1994 1995

HUF billions
2000
Opening March April May June July
I Monetary base (l1+111) 1,439.0 1,373.5 1,398.5 1,383.7 1,420.6 1,417.4
Non-bank notes and coin 846.2 762.9 785.1 784.3 809.6 819.0
Other notes and coin 109.7 734 75.2 71.0 79.5 76.4
Reserves 4831 537.2 538.2 528.4 531.5 5,22.07
Il Net forint assets (b+c+d-a) 1011 —248.6 -171.8 —225.7 -159.2 -142.9
a) Sterilisation instruments 619.3 884.2 868.0 846.8 805.7 825.9
of which: NBH bills 0.0 96.8 204.6 285.5 235.3 270.4
b) Banking sector loans 120.3 1171 112.5 109.4 104.5 103.8
c) Net claims against the government 517.9 443.3 470.5 432.3 454.9 507.1
Of which:Treasury Account () 193.4 267.5 246.8 301.9 2501 198.0
Government securities (+) 401.2 3934 393.5 389.8 378.8 378.8
Other (+) 310.1 317.4 323.9 344.4 326.2 326.2
d) Other 82.2 75.2 113.2 79.4 87.0 722
Ill Netforeign exchange assets 1,337.9 1,622.1 1,570.3 1,609.4 1,579.8 1,560.29
Net foreign 504.4 700.7 777.6 777.8 736.9 748.8
Assets 3,269.1 ,3476.6 3,592.3 3,607.5 3,435.6 3,503.0
Liabilities 2,764.7 2,775.9 2,814.7 2,829.7 2,698.7 2,754.2
Net domestic 833.4 921.4 792.7 831.6 842.9 811.4
Assets 1,550.4 1,569.9 1,4401 1,454.4 1,452.4 1,443.0
Liabilities 717.0 648.5 647.4 622.8 609.5 631.5
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Table /-2 Components of demand for forint conversion

In order to give a more accurate picture of the demand for
notes and coins by economic agents, outside the banking system
cash and other cash, which is, in effect, vault cash held by the
banking sector, have been entered in separate rows in Table II-1.
The level of cash outside the banking system expanded at a faster
pace than reserves in the first half of 2000, but the 14.5% growth
rate seen in the first and second quarters had also dropped to
12.7% by July.

Foreign exchange markets were characterised by a low level
of demand for forint conversion from April to July, with the value
of conversion merely amounting to HUF 22.6 billion in the sec-
ond quarter. There was a minor drop in the stock of sterilisation
instruments, coupled with a major change in their composition,
thanks to the central bank’s successful attempt to shift a portion
of the funds from the two-week deposit facility into the
three-month NBH bills launched in March. This increased the
stock of NBH bills to HUF 270 billion in July.

1.2 Demand for forint conversion
and its components

Demand for forint conversion was at a very low level in 2000 Q2
and abated altogether by June. The corrected current account
looked favourable in the period under review, with its deficit
more than covered by stronger inflows of direct investment
which were even higher than in the first quarter. The low level of
demand for conversion was primarily due to the outflow of port-
folio capital funds during the quarter, which is unprecedented
over the past one and a half years (see Table II-2). In addition to
the uncertainty on international capital markets in the aftermath
of NASDAQ’s significant fall, this withdrawal of investment funds
is, in all likelihood, also associated with renewed controversy be-
tween the Government and the central bank, as well as regula-
tory measures having a negative impact on the performance of
stock market companies. Out of the components of net portfolio
investment, equity shares were the hardest hit by the outflow,

HUF billions
1999 2000
total at April May June 02
A Conversion 807.6 374.0 12.0 10.6 0.0 22.6
a) Intervention in inter-bank foreign exchange market 708.4 374.2 9.8 10.6 0.0 20.4
b) NBH purchases from general government 99.2 -0.2 2.2 0.0 0.0 2.2
Sources of conversion (I.+ ...+ VIII.) 807.6 374.0 12.0 10.6 0.0 22.6
| Current account balance corrected with net foreign interest payments (1+2) -398.5 -75.2 20.8 -29.9 -98.1 -107.3
1 Currentaccount balance -497.8 -96.9 7.2 -20.9 -111.5 -125.2
2 Net foreign interest payments by NBH* 99.3 21.7 13.6 -9.0 13.4 17.9
Il Foreign direct investment 407.5 63.6 60.0 41.9 68.4 170.4
Il Intervention due to commercial banks** -11.5 33.0 -5.0 -3.3 -7.3 -15.6
IV Effect of derivatives*** -58.2 75.1 -19.9 -1.7 -20.0 -41.5
V' Intervention due to domestic foreign exchange deposits -1.6 -1.4 -4.6 -10.3 42 -10.8
VI Net portfolio investments’ (1.+2.) 303.6 154.0 -34.5 -57.0 11.6 -79.8
1 Government securities 152.3 142.9 -10.6 -20.6 37.7 6.4
2 Equity’ 151.3 1.1 -23.8 -36.4 -26.0 -86.2
VIl Corporate foreign exchange (1.42.) = (a+b) 2371 11.0 15.6 40.3 323 88.2
1 Domestic 154.3 71.0 39.0 43.5 38.3 120.8
2 Foreign 82.7 -66.0 -23.5 -3.2 -6.0 -32.6
a) Shorter than one year -73.6 -32.8 -31.4 2.0 19.2 -10.2
b) In excess of one year 310.7 43.7 47.0 38.3 13.1 98.4
VIII Capital transfers 8.2 3.8 5.0 555) 4.0 14.5
IX Others 321.0 116.1 -25.4 25.1 47 4.4
B Interest rate-sensitive (I11.+1V.+V.+VI/1.+VII.) 318.1 254.5 -24.6 45 46.9 26.8
C Speculative (B-V-VII/b) 9.0 218.2 -67.0 -23.5 29.6 -60.9

" In contrast with the June Report, the data in this row correspond to those on the balance of payments. The differences are recorded in the category named Others.

* Corrected for the net foreign interest payments of the general government.

** Conversion effect of the change in commercial banks’ total open position, i.e. the portion of open positions not hedged by derivative transactions.
*** Conversion effect of the change in forward contracts. With these two items the negative sign indicates the closing of long forint positions built up earlier.
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Chart I1-8
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Box II-2 Foreign exchange market activities of the banking system in 2000 Q3

The third quarter saw the continuation of second-quarter trends until mid-July, with commercial banks gradually re-
ducing their on-balance-sheet open foreign exchange positions. By mid-July they had also wound up their total open
position, enabling them to reduce their forward positions. The turning point came in the middle of July, when the
banks resumed building up open positions, at first completely hedged by forward contracts. From early July, there was
arise in both on-balance-sheet and total open positions. The August reopening of on-balance-sheet open positions oc-
curred in the spite of a regulation which came into effect on July 1% governing on-balance-sheet open positions (see
Box II-1, p. 23. June Report), which increased the cost of speculation in favour of the forint by approximately 70 basis
points. The open position came about against the backdrop of a decreasing interest rate premium.

Chart II-9
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amounting to HUF 86.2 billion, but April and May also saw a de-
cline in net government security investments. In contrast with the
first quarter, the change in banks’ total open position and their
derivative transactions both exerted downward pressure on the
level of demand for forint conversion in 2000 Q2 (see Box II-2).
As regards corporate sector foreign exchange borrowing, the
year so far has seen a strengthening in the tendency of businesses
relying on the domestic banking sector for foreign exchange
loans, with a parallel decline in the foreign component. In re-
spect of the maturity structure of such borrowing, the predomi-
nance of loans with maturities in excess of one year has contin-
ued.

2 Yield curve, interest rate
and inflation expectations

he Bank’s June Inflation Report tracked the changes in gov-
ernment security yields and the implied market expectations
through the end of May. The three months that have passed since
then can be divided into two distinct phases: between early June
and August 10" there was a steady downward shift in the yield
curve, with a 60-110 basis-point fall in zero coupon bond yields,
varying according to maturity. However, following the publica-
tion of the July inflation data (on August 11™), there was a turning
point, slightly reversing the trend (by 30—40 basis points) in the
section of the yield curve with maturities shorter than three years
(see Chart II-10).
The June Report contained a detailed analysis of the steady
rise in forint yields seen between early March and May. It was in-
dicated that external factors also contributed to the success of the

Chart II-10 Zero coupon bond yield curves
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Chart II-11 One-year spot rate and one-year implied
forward rates in one, two and three years’ time
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Chart II-12 Government security holdings
of foreign residents as registered by KELER

and the three-year zero coupon rate
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Chart II-13 Reuters survey of macro analysts’
inflation expectations
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central bank’s efforts (including the launch of a new three-month
NBH bilD) to stabilise the level of Hungarian real interest rates.
Such factors included the rise in short-term euro and dollar inter-
est rates and the increased uncertainty about emerging markets
in the aftermath of the March events in the US capital markets
(higher required risk premiums).

The question arises as to what triggered the turnaround in
early June, when the steady downward trend in nominal yields
commenced (see Chart I[I-11).

This time the underlying factor does not seem to be related to
changes in euro yields, considering that the ECB raised
short-term leading rates by 50 basis points as of June 8". Even
with market analysts’ unanimous expectations of an increase, its
actual size came as somewhat of a surprise. Although interest
rates on the anchor currency had increased, a probable drop in
the required risk premium had the opposite impact on the level
of Hungarian interest rates. The significant decline in emerging
market bond spreads since the beginning of June is a sign of im-
proved global investor sentiment about these countries.

A number of favourable Hungarian macroeconomic indica-
tors published in early June also put a downward pressure on fo-
rint interest rates. The robust preliminary estimate for
first-quarter GDP growth of 6.8%, published by the Central Statis-
tical Office on June 1%, considerably exceeded market expecta-
tions. The bond market clearly benefited from the news, thanks
to the fact that the underlying cause for growth was buoyant net
exports, which did not pose a threat of inflationary pressure gen-
erated by stronger domestic demand. Preliminary figures on the
April current account deficit on the balance of payments, (a sur-
plus of EUR 20 million instead of market analysts’ average fore-
cast of a EUR 112 million deficit), published on June 5, triggered
a similar response.

Improvement in the international perception of emerging
markets and the favourable country-specific macroeconomic in-
dicators were likely to have reduced the required risk premium
on the forint, more than offsetting the impact of the rise in euro
interest rates, causing yields on forint-denominated investments
to fall. As a palpable sign of the drop in the required risk pre-
mium, there was considerable increase (by about HUF 100 bil-
lion) in the stock of foreigners’ forint-denominated government
security holdings over June and August (see Chart 1I-12)."

May and June CPI inflation, published in June and July, re-
spectively, were in line with expectations, causing no major
changes in market participants’ inflation expectations: thus the
reason for the drop in yields must be sought elsewhere. Never-
theless, the announcement of the July CPI inflation on August
11™ brought a turning point as the 9.6% price index considerably
outstripped analysts” average forecast (of 8.7%). Response from
the bond market came immediately, on the very day of the an-
nouncement of the unfavourable data, with benchmark yields
moving up by 12-36 basis points, depending on maturity. This
increase proved to be persistent and reflects a rise, mainly in me-

' The increase in foreign residents’ government security holdings was tempo-
rarily interrupted when the 2000/] bond matured on July 24™. This was be-
cause foreigners had held a considerable amount of this bond (worth some
HUF 32 billion). However, as the redeemed amount was reinvested in fo-
rint-denominated bonds about a week later, foreigners’ bond holdings re-
sumed increasing at the earlier rate by August.
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dium-term, inflation expectations. By the end of August, the zero
coupon vyield curve up to the 3-year maturity showed a
30—40-basis-point upward shift relative to the period prior to the
announcement, while longer yields increased to a smaller extent.
The regular survey of market analysts by Reuters also reflected
the increase in inflation expectations for end-2000 and 2001. Re-
sponses to this survey on August 23 showed a
one-percentage-point upward shift in expectations, from 7.54%
in July to 8.55%.° Average inflation forecast for late 2001 only
changed to a smaller extent, from 5.95% in July to 6.20% (see
Chart II-13).

The assumption that the underlying factor for the August rise
in returns was the upward adjustment in inflation expectations is
also supported by the apparent increase in foreigners’ govern-
ment bond holdings, less vulnerable to forint inflation, continu-
ing at an unbroken pace even after the unfavourable figure was
announced. It should be noted that since early June the average
maturity of foreigners’ government security holdings has short-
ened to some extent. Foreigners’ growing interest in short-term
securities may also reflect expectations of a decrease in the rate
of devaluation or an appreciation of the forint in the near future.

As the rate of interest on the three-month NBH bill was set by
the central bank with a view to stabilising short-term market
yields, its interest rate decreased to a much smaller extent than
the yields on market instruments of similar maturity. The stable
10.78% average yields on the bills auctioned in May fell to 10.64%
by early July. Hence, the relative yield on the two-week deposit
facility had to be reduced as well soon, in order to prevent an ex-
cessive rise in the share of the two-week deposit facility within
the stock of central bank instruments (the stock of the two-week
deposit instrument was expanding at a fast pace during the first
half of July). The cut in the rate of interest on this instrument from
11% to 10.75 % was announced by the National Bank on August
7". On the same day there was an auction of three-month bills,
resulting in a drop in the average yield to 10.59%, despite the cen-
tral bank’s effort to keep the rate of interest high by accepting all
bids. After the increase in market yields following the publication
of the higher-than-expected July inflation rate, the central bank
followed suit with the rate on three-month bills, although to a
much more moderate extent. The last auction in August brought
the average yield up to 10.68%.

3 Interest rate policy
of commercial banks

he second quarter of 2000 saw only a slight fall in commercial

bank deposit and lending rates, consistent with the relative
stability of market yields and banks’ efforts to smooth interest
rates (see Chart II-14). The spread between short-term market
yields, corporate deposit rates and short-term corporate borrow-
ing rates returned to the equilibrium rate of approximately 1.5
percentage points, a spread commercial banks have sought to
maintain for the past three years (see Charts II-15 and II-16).

? Average forecast is calculated with the “trimmed” mean, which is con-
structed with the omission of the smallest and largest individual forecasts,
therefore it may differ from the average published by Reuters.

Chart II-14 Commercial bank rates
and market yields
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Chart II-15 Short-term corporate borrowing rates
and three-month market yields
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Chart II-16 Short-term corporate deposit rates and
three-month market yields
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Chart II-17 Lending to households
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II. Monetary policy

Chart II-18 Real growth rate of monetary aggregates
Three-month moving average, corresponding month a year
earlier = 100
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Chart II-19 Real growth rate of M1 Three-month moving
average, corresponding month a year earlier = 100
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Chart II-20 Real growth rate of M3 Three-month moving
average, corresponding month a year earlier = 100
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Chart II-21 Real growth rate of households’ net
financial wealth Three-month moving average,
corresponding month a year earlier = 100
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Lending to households continued along recent lines, with robust
growth in consumer credit. The value of new consumer loans ex-
tended in June amounted to as much as HUF 50 billion, com-
posed predominantly of credit maturing in 6-12 months or in ex-
cess of one year. In contrast to the previous period, the increase
in the margin between consumer credit rates and deposit rates
was interrupted during the second quarter, together with an in-
crease in real consumer credit rates, which, however, still re-
mained rather high (see Chart II-17). Interest rates on mar-
ket-based (non-preferential) loans for residential construction
and property purchases dropped by nearly 5 percentage points
in the period between March and July. This was primarily due to
the fact that competition triggered by the launch of subsidised
and preferential housing loans forced banks to cut their rates as
well.

4 Monetary aggregates

he real growth rate of monetary aggregates dropped be-

tween April and July 2000 (see Chart II-18). The reason for
the decrease is the slowdown in the growth rate of the household
components of real aggregates, relative to the preceding period,
while growth in components held by companies and other
participants stabilised at the earlier rate (see Chart II-19 and
1I-20).

The behaviour of the household components of monetary ag-
gregates is associated with changes in households’ net wealth
and portfolio preferences. While in the previous quarter growth
in monetary aggregates was predominantly influenced by
households’ attempts to rearrange their portfolios, the factor be-
hind the weaker second-quarter growth is the slowdown in
households’ net wealth growth in real terms, with the weight of
assets held within the banking system remaining unchanged (see
Chart II-21).

Within monetary aggregates held outside the household sec-
tor, real M3 growth was exceptionally vigorous, thanks to the
corporate sector’s high profitability and strong cash flow. At the
same time, companies have tended to place their revenues not in
liquid facilities, but rather in time deposits, marking a shift from
previous preferences. The implication is that the banking sector
is offering new investment facilities not only to households, but
also the corporate sector.

Households’ transactional demand for money is measured by
the velocity of circulation. Both indices constructed by the Na-
tional Bank show velocity to have slowed slightly, a sign of stron-
ger transactional money demand (see Chart II-22).
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5 Demand
Jor corporate credit

he corporate sector’s net position was favourable in the sec-

ond quarter, with only a moderate need for external financ-
ing, thanks to good business profitability, based on robust do-
mestic and external demand, as well as low investing propensity
for the corporate sector as a whole. At the same time, the simulta-
neously fast growth in assets and liabilities may still imply that the
implementation of investment projects is confined to one seg-
ment of the corporate sector, with the rest of the corporate sector
still experiencing an accumulation in non-invested assets.

There was a significant shift in the structure of corporate liabil-
ities, with the weight of foreign exchange financing expanding at
a faster pace than previously. Companies’ net forint position be-
came more balanced, as growth in the volume of forint-de-
nominated deposits and government security holdings was
faster than forint borrowing (see Chart II-23). Domestic borrow-
ing was dominated by loans denominated in foreign exchange,
mostly in euro, with a simultaneous rise in the weight of direct
borrowing from abroad, which was, however, outstripped by
fast growth in the level of foreign assets, probably thanks to a
pick-up in exports, reducing the sector’s net foreign debt. The
maturity structure of forint-denominated and foreign-currency-
denominated loans developed in opposite directions, with the
former dominated by short-term loans and the latter by loans
with maturities in excess of one year.

This restructuring in corporate borrowing patterns could lead
to an increase in exchange rate risk. This effect, however, is sig-
nificantly mitigated by the fact that the bulk of concentrated for-
eign exchange loans are extended to exporting companies,
which are expanding at a faster rate than the sector as a whole.
A large chunk of the recent increase in foreign-exchange loans
involved manufacturing and mechanical engineering compa-
nies, earning most of their income in foreign currency terms, es-
pecially in euro. Another factor reducing risk is that, in respect of
largely foreign-currency loans taken out to finance property de-
velopment projects, most of the incomes from rental are also de-
nominated in foreign currency, notably in German mark. The ex-
change rate risk incurred by these companies is reduced by bor-
rowing in foreign exchange, which also coincides with the inter-
est of commercial banks, which, due to the severe lack of forint
funds, are also obliged to rely on foreign exchange funds (see
Chart II-24). Given the low liquidity of forex derivatives market
since 1998, managing the exchange rate risk requires a closer
alignment of the structure of assets and liabilities, which, in turn,
implies lending in foreign currency terms. However, such a shift
would not be without some risk to the banking sector, as it results
in transferring risk management to the corporate sector, which
generates credit risk for banks with respect to enterprises
unhedged against exchange rate risks.

Chart I1I-22 Velocity of M1
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Chart II-23 Net forint and foreign currency position
of the corporate sector as a percentage of GDP
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Chart II-24 Structure of the operational net financing
requirement of the non-bank corporate sector
Seasonally adjusted data, at 1995 average prices
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Chart III-1 Contribution of domestic absorption and
net exports to GDP growth
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Table Ill-1 Annual growth rate of GDP and its components*
Percentage changes on a year earlier
1999 2000
0t | 02| 03] 04 [Tota| 01 | @2
Preliminary figures published by Central | hBf
Statistical Office TTRER
Final consumption 46 | 44| 43| 38| 43|30 35
Household consumption 45| 50| 45| 44 | 46 | 33 | 3.7
Public consumption 46| 14| 28| 01|22 |09 | 26
Gross capital formation™* 76| 40 |16 | 7.6 | 43 (128 | 45
Fixed capital formation 64| 68| 42|81 |66]| 70|55
Total domestic absorption 54 | 43| 24| 50| 43| 57| 338
Exports 9.5 | 9.8 |13.6 {18.9 |13.2 [20.8 |20.6
Imports 12.9 |10.2 | 9.3 |16.6 |12.3 |18.3 [16.2
GDP 35[139|45]|59)|45 |66 |59

* The Bank’s quarterly GDP estimates are based on the quarterly GDP data published in
April 2000 by the Central Statistical Office on the period 1995-1999. The estimates are con-
sistent with the Bank analyses describing the income positions of individual income hold-
ers.

** Includes the statistical discrepancy, represented by the difference between the results of
calculations for production and absorption.

Table IlI-2 Contribution to GDP growth by individual items of absorption
Percentage changes on a year earlier

1999 2000
ot [ a2 [ 03| o4 [Tota| 02 | @2
Preliminary figures published by Central 2‘3:"
Statistical Office TR
Final consumption 34] 31| 30| 27| 30| 23| 25
Private consumption 29| 30| 27| 27| 28| 22| 23
Public consumption 05| 01 03] 00| 02| 01| 02
Gross capital formation* 21| 13| -05| 25| 14| 37| 14
Fixed capital formation 09| 14| 11| 28| 16| 10| 12
Total domestic absorption| 55| 44| 25| 52| 44| 60| 3.9
Exports 50| 52| 73]101| 7.0| 11.4| 116
Imports -70| 57| 53| -94| -6.9|-10.8 | -9.6
Net exports 20| 05| 2 07]-01] 06| 20
GDP 35| 39| 45| 59| 45| 66| 59

* Includes the statistical discrepancy represented by the difference between the results of
calculations for production and absorption.

obust economic growth continued to characterise the Hun-

garian economy in 2000 Q2. Compared with the 6.6% rate in
the first quarter, year-on-year GDP growth amounted to 5.9% in
the second quarter. The driving force behind the expansion of
gross domestic product continued to be the rapid growth in ex-
ternal demand, accompanied by a slowdown in the growth rate
of domestic absorption. The subdued rise in domestic demand
put downward pressure on the increase in import demand as
well.

The export volume recorded within the structure of the na-
tional accounts increased at a faster rate (21%) than the import
volume (16%), simultaneously with a further deterioration in the
terms of trade (by nearly 3 percentage points). Thus, net exports
according to the national accounts made a greater contribution
(2 percentage points) to the expansion of value added than in the
previous two quarters, parallel with the decline in the contribu-
tion of domestic absorption (see Chart Ill-1).

Of the components of domestic absorption, consumption
played a slightly more pronounced role in the expansion of GDP
in 2000 Q2. The volume of second quarter household consump-
tion was up by 3.7% on a year earlier against the backdrop of a
1.6% rise in disposable income (see Table III-1). Thus, consump-
tion continued to grow at a faster rate than operational income,
as is also reflected in the moderate saving rate.

Just as in the previous three months, the second quarter
was characterised by a moderate rise in investment spending, de-
spite the pick-up in external sales opportunities, expanding do-
mestic demand and the favourable financial position of busi-
nesses. Investment activity gained some momentum in manufac-
turing (accounting for about one-fourth of total investment). This
sector has a relatively high level of average capacity utilisation,
and the proportion of firms reporting capacity shortages relative
to prospective orders is rising. As far as the services sector is
concerned, investment activity was generally weak during the
second quarter, with the exception of real estate activities and
business activities (which saw a substantial 18% rise in volume
over a year earlier, due in all likelihood to the pick-up in new
home construction). The year-on-year rise in whole-economy
fixed capital formation amounted to a total of 5.5% in the second
quarter.

Stockbuilding, the other major capital formation item, along
with other unspecified components of absorption, continued to
make a positive contribution to GDP growth, although ata much
lower rate than in the first quarter (see Table I1l-2). The level of in-
dustrial output stocks, which account for some one-fourth of to-
tal inventories, rose at a slower pace in quarter-on-quarter com-
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parison, while the volume of intermediate goods sold on
the domestic market rose at an even higher rate of 14%, presum-
ably accompanied with a rise in the level of input stocks in addi-
tion to faster production growth.' The exceptional rise in inter-
mediate goods imports is another sign of rising levels of input
stocks.

1 Household
consumption

ousehold consumption in 2000 Q2 continued to follow a

growing trend, outstripping income growth, which led to a
drop in savings rates. As nominal income growth only followed
the slowdown in disinflation to a limited extent, total real income
expanded by roughly 1.7% (see Table I1I-3).* The key factor in
overall income growth continued to be net earnings growth
(4.3% in 2000 Q2). It was primarily the volume of benefits in kind
and cash that were modified by slower disinflation, reducing the
latter by nearly 1% in real terms and increasing the former by
0.5% in volume terms, relative to the previous quarter.

The difference between the growth rates of total income and
operational income — i.e. adjusted for the portion of interest in-
come compensating for inflation — decreased in 2000 Q2 (see Ta-
ble I1I-3).

The fact that consumption growth outstripped operational in-
come growth was due to households smoothing their consump-
tion (see Chart I1I-2).

The rosy picture of the future created in people’s minds as a
result of the rise in employment and real incomes achieved by
several years of robust economic growth is likely to result in
lower security saving efforts. Accordingly, consumer spending is
the fastest growing item within disposable income growth, but a
number of government measures are also expected to boost
housing investment spending.

In 2000 Q2, consumption increased by 3.7% and operational
income by 1.6%. Although both categories increased at a higher
rate than in the previous quarter, they fell short of the rate for the
same period a year ago by 1.3 and 2.1 percentage points respec-
tively, thus slightly reducing the difference between the two
growth rates.

Consumption growing faster than income brought the sec-
ond-quarter gross saving rate’ down to 9.9% from 11.4% a year
earlier. The 2.5% operational financial saving rate was 0.9 per-
centage points down on the previous year, while the 6.9% invest-
ment rate was 0.6 percentage points lower in a year-on-year
comparison (see Chart ITI-3).

Housing construction, the largest item within investment, was
partly boosted by subsidised loan facilities launched during the

! Based on industrial statistics.

% The reason for the revision of income data is the entry of the household in-
come estimate for 1998 and quarterly GDP data published by the Central Sta-
tistical Office.

% All saving rates mentioned in this section are operational categories and sea-
sonally adjusted.

Table Ill-3 Annual growth of household income and consumption in real
terms*
Percentage change on a year earlier

2000
1998 1999
Q1 Q2
Total income 4.0 2.2 1.0 1.7
Operational income 46 2.9 0.7 1.6
Volume of consumption 4.8 4.6 8.3 3.7

* The figures for 1999 income growth in the June Report have been revised according to
the data from the final fiscal accounts completed since then, on the basis of which social se-
curity contributions are estimated to have been HUF 25 billion higher and social benefits in
kind lower by the same amount.

Chart I1I-2 Real growth rate of household
consumption and operational income
Percentage changes on a year earlier;
three-term moving average
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Chart III-3 Changes in the household saving rate and
its components*
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* Seasonally adjusted data as a percentage of operational disposable income.
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Chart III-4 Net household borrowing and financial
assets™
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*Seasonally adjusted data as a percentage of operational disposable income.

Chart III-5 Households’ net financial wealth as a
percentage of trend disposable income
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course of the year, as well as the protracted impact of home
building projects put on hold because of VAT refunds promised
in 1998. Home building investment as a proportion of opera-
tional income stood at 5.6% in 2000 Q2, compared with 4.7% a
year earlier.

Within the financial savings category, deposits with banks
were somewhat unpopular, due to the low real interest rates,
bringing down the inflation-adjusted value of forint deposits and
bank securities by nearly HUF 28 billion. There was no signifi-
cant rise in either the stock of investment trusts or government
securities, the former rising by HUF 3 billion in operational terms
and the latter by HUF 0.7 billion. Households’ financial assets
were dominated by operational rises in stock market share hold-
ings and pension fund contributions amounting to HUF 13 bil-
lion and HUF 24 billion, respectively.

The second-quarter drop in the financial saving rate was also
reflected in the HUF 24 billion increase in households’ infla-
tion-adjusted borrowing (see Chart IlI-4). Against the backdrop
of favourable macroeconomic prospects, the decrease in the sav-
ing rate, due to a shift in households’ consumption and saving
habits, may be regarded as a natural development. Nevertheless,
a change of this type will necessitate the rethinking of the eco-
nomic policy framework (see Chart I1I-5).

2 Investment

n 2000 Q2, whole-economy investment expanded by 5.5%

year on year in real terms - a slowdown compared with the in-
vestment activity seen in the previous quarters (8.1% in 1999 Q4,
7.0% in 2000 QD).

As in the previous quarter, the favourable cyclical position
abroad and the rise in orders would have justified stronger in-
vestment activity in the second quarter as well. Additionally, data
on industrial output and trade in domestic investment goods sup-
ported positive expectations, together with business survey re-
sults.” Likewise, seasonally adjusted data on the level of capaci-
ties suggested a higher rate of investment, with a high level of ca-
pacity utilisation, equal, in fact, to the approximately 80% rate in
1998 H1, and the number of firms reporting a shortage of capaci-
ties also increased. However, forecasts based on imports of in-
vestment goods suggested weaker investment growth.

By sectoral breakdown, the low investment activity of sectors
producing material goods was conspicuous (see Table I1I-4). Al-
though the growth rate of 6% for manufacturing investment ex-
ceeded the rate for the previous quarter by 3.5 percentage points
on a year-on-year basis, it still fell significantly short of the rates
seen over the past few years even though cyclical conditions
were similarly benign. Agricultural investment at current prices
essentially remained steady, with the same tendency seen in
mining as well. The 6.6% performance of the construction indus-

* Note that most surveys also showed that companies had scheduled invest-
ment expenditures for the second half of the year.
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try seems low compared with the 12% rate recorded last year, al-
though the impact of the high base in 1999 should be taken into
account.

As far as material services are concerned, there were no signs
of strong investment activity, except in the property business.
Neither the hotel nor the transport sector was able to reproduce
the exceptionally strong rates of the first quarter (down to 3.3 and
6%, respectively, from 14.6 and 36.7% in Q1). Weak growth in the
transport sector is partly attributable to the delay in motorway
construction, the effect of which is only expected to appear in the
second half of the year. Investment in financial services also re-
mained subdued, entailing a steady decline in volume terms on a
year-on-year basis since 1999 Q1.

Investment related to property transactions is likely to have
been given impetus by the pick-up in home building projects.
The rising number of building permits issued since early 1999
suggests that a considerable number of dwellings were under
construction in the summer of 2000. Although this is not yet re-
flected in the number of completed houses and flats, it is likely to
push up the investment rate. Second-quarter data indicate a
steady rise in the number of building permits, exerting upward
pressure on housing-related borrowing, together with expecta-
tions of a further pick-up in the sector.

Investment activity in non-material services showed a rather
varied picture, but on the whole was down considerably on the
previous quarter (from 17% in Q1 to 4.5%). Educational and
health sector investment remained virtually unchanged in vol-
ume terms, indicating languid investment by local authorities in
contrast to the first quarter.

The material and technical composition of investment indi-
cates that the trend of construction projects falling short of ma-
chinery investment in volume terms is continuing (3.8 and 8.5%
in Q2). This is in line with the somewhat low rate of production
and investment growth in the construction industry. Neverthe-
less, the current upswing in home building and the launch of the
motorway construction is likely to shift the ratio slightly in favour
of construction investment.

In terms of investment with respect to income holders, public
sector activity appears to be at an exceptionally low rate relative
to the previous quarter, putting strong downward pressure on
the seasonally adjusted series (see Chart I1I-6). Central budget
projects grew at a relatively rapid pace, while local governments
displayed weak activity, especially compared with the first quar-
ter. It seems to be still a valid statement that since economic pol-
icy decisions cause public sector investment to be highly volatile
across the year, it is more expedient to consider the year as a
whole.

Currently available information indicates that the volume of
public sector investment is likely to increase at a roughly 10% rate
for the year as a whole, thanks largely to stronger investment on
the part of local authorities.

In respect of private sector investment, second-quarter
year-on-year indices reflected an approximately 8% rate of
growth, higher than in the previous quarter, which, however,
represents no effective change in terms of seasonally adjusted
quarterly growth rates. Households’ investment expenditure
continued to remain flat against the background of more dy-
namic corporate investment growth.

Table IlI-4 Whole-economy investment growth rates

Per cent

Distribu-| {ggq 2000

1980 (”}) Year Qi Q2
Agriculture, hunting and forestry, fishing | 3.29 | -3.3 | -15.7 | -14.9
Mining 042 | 49.6 | -17.4 | -241
Manufacturing 26.08 7.7 2.3 59
Electricity, gas, steam and water supply 6.95 38| 47| -97
Construction 1.95 121 513 6.6
Material production, total: 38.68 6.5 0.1 11
Wholesale and retail trade, repair of mo-
tor vehicles, motorcycles, personal
and household goods 755 | 132 5.2 7.3
Hotels and restaurants 1.08 15.7 14.6 &3
Transport, storage, postal services
and communication 17.93 1.9 36.7 6.0
Financial intermediation 283 95| -79| -69
Real estate, renting, business acitivities
and housing investment 1916 | 116 -08| 183
Material services, total: 48.55 67| 122 100
Material production + material services,
total: 87.23 6.6 6.2 5.7
Public administration and defence,
compulsory social security 4.28 27.0 479 515)
Education 2.03 15.9 15.8 2.1
Health and social work 2131 -99 16.3| -1.0
Other community, social and personal
services activities 433 | 43| -11.6 71
Non-material services, total: 12.76 6.3 17.6 4.5
Total 100.00 6.6 7.0 5.5

Chart III-6 Changes in fixed investment
Annualised quarterly growth rates
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Table Ill-5 General government deficit as a percentage of GDP

Per cent
1998 1999 2000
Ht | o1 | @2 mF’ifne;'ry al | @

1 Central budget balance

excluding privatisation | 4.3 | -9.0| -2.5| 2.9 | 4.3 | -1.1
2 Primary balance

(excluding NBH) 27| 10| 30| 36| 30| 42
3 Interest balance -82| -9.7| 63| 67| 74| -55
4 NBH profits and losses 12| -03| 08| 02| 02| 02
5 Balance of segregated

funds excl. privatisation 04| -09| -01| -04| 0.1 -0.1
6 Balance of Social Security

funds excl. privatisation -12| =22 | 11| 11| -08| -04
7 Balance of local govern-

ments excl. privatisation 02| 21| 12| 00| 13| -0.8
8 Primary balance of local

governments 00| 19| -14| -02| 11| -09
9 General government

balance excluding

privatisation -4.9 -10.1| -5.0 | -4.4 | -3.6 | -2.3
10 Out of this: primary balance| 1.9 | -0.2 0.3 20| 35 2.8
11 Accrual-based deficit of

general government -46| -8.2| -5.8| -4.7| -4.8| -2.8
12 Accrual-based primary

balance 19| 141 04| 17| 23| 23
13 Deficit correction by

financial transactions -10| 02| 01| -01| 02| -0.3
14 Deficit of Privatisation

and State Holding

Company -11| -03| -05| 08| -0.8 0.1
15 SNA financing requ-

irement

(15=11+13+14) -6.6 | -8.3| -6.4| -5.5| -5.8| -3.0
16 SNA primary balance

(16=12+13+14) -01 11| 02| 08| 11| 21
17 Effect of the pension

reform 0.2 05 0.5 05 05 0.5
18 Demand effect (changes

in lines 16 and 17) 00| 12| -04| -05| -2.3| -2.5

3 The fiscal
stance

he SNA-based primary balance improved by 2.5% of GDP

relative to 1999 Q2, thus the general government restricted
demand to this extent. Adjusting for the adverse effect of the base
period,” the size of the tightening of demand in the first six
months would roughly equal 1.6% of GDP, much better than the
0.5% rate projected for the year as a whole (see Table III-5). The
2.5% improvement on the primary balance was predominantly
due to temporary factors. The timing of receipts from taxation
seems to have followed the pattern seen in 1998, a year with
more favourable seasonality than 1999, with some of the quar-
terly data being even better. At the same time, expenditures dis-
played a different seasonality than last year, with certain items
being even better than those in 1998.

1. In 2000 Q2, spending on housing subsidies remained sub-
dued, as did investment expenditures by the budgetary sector.
The State Privatisation and Holding Company also made a con-
siderable cut in spending in the second quarter, relative to the
same quarters of the previous two years. This year’s measure of
extending entitlement to housing subsidies may cause the in-
crease in related expenditures to considerably exceed the nor-
mal level of seasonality.

2. Slower-than-expected disinflation is improving receipts
from taxation, from VAT in particular, while effects causing a de-
terioration in the balance are expected to emerge in the fourth
quarter, due to pension payments being raised retroactively
(similar to 1998, when there were retroactive supplementary
payments).

3. VAT receipts seem to have followed an unusual pattern.
This was partly because of the exceptionally low values in the
base period in 1999, due to a one-off low in receipts at that time.
In addition, the distribution of receipts over 2000 Q1 and Q2 dif-
fered from that seen over the previous few years. The effect of
these two factors can be removed by comparing 2000 H1 to 1998
H1 and calculating average growth rates for 1999 and 2000. The
resulting figures also indicate that the components of the VAT
balance for 1999 diverged from the normal growth path ob-
served in the preceding period in terms of quarterly aggregates
(see Table III-6). The calculations indicate that the average
first-half growth index of net VAT receipts between the first
halves of 1998 and 2000 was 4.2% as the average of two years, in-

° In 1999 H1, the balance deteriorated due to a number of extraordinary items,
concentrating a disproportionately large portion of the annual deficit over the
first six months. Thus, although the government expanded aggregate demand
by 0.3% of GDP in 1999 H1, for the year as a whole demand was restricted by
0.5% of GDP, thanks to the considerable tightening implemented over the sec-
ond six months. This effect can be removed by taking 1998 H1 as the base pe-
riod since the sub-annual pattern of expenditures and receipts in 2000 com-
pare much more closely to those in 1998 than in 1999. Thus, over the course of
two years, the government tightened demand by 2.1% of GDP altogether ( the
0.3% expansion being followed by a 2.4% tightening). Deducting from this the
annual fiscal effect for 1999 (-0.5%) gives the rate of tightening as 1.6% for the
first half of 2000.
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cluding a 4.8% index for domestic VAT contributions and 5.5%
for VAT refunds.

The trend in VAT payments was in line with the macroeco-
nomic developments of the past two years. The increase in do-
mestic VAT payments also followed the growth rate of domestic
purchased consumption.

The decline in cash benefits to households in real terms was
due to two factors. First, slower-than-expected disinflation re-
duced the real value of transfer payments, well illustrated by the
drop in the real value of pensions in the second quarter, when
disinflation gathered pace relative to the previous quarter, slow-
ing the rate at which pensions were losing their value in real
terms. Under the provisions of the Pension Act, there will be a
retroactive supplementary payment of pensions in the fourth
quarter, based on the Swiss indexation method, which is ex-
pected to make the loss in the real value of pensions only a tem-
porary effect. The fact that in 1999 pensions were adjusted at the
beginning of the year accounts for the different seasonality, rela-
tive to the base period. The social benefit expenditures of local
authorities were also down in nominal terms on the base values,
putting pronounced downward pressure on the real value of
transfers.

The rise in the proportion of investment spending within local
government expenditures is considered to be a positive develop-
ment (see Table I1I-7). While there is a chance that local authori-
ties will spend more on investment projects than last year, it is dif-
ficult to give a correct evaluation of the trend because of the
plunge in the 1999 base index. Central government investment
continued to be dominated by chapter and institutional spend-
ing, with a significant drop in the amount of funds directed at pri-
ority projects, even compared with the low base period values
recorded last year.

Table Ill-7 Selected public expenditures in real terms
Percentage changes on a year earlier

Table IlI-6 VAT in real terms
Percentage changes on a year earlier

Per

cent

1998

1999

200

0

Qi

Q2 | a3

Q4 | Qi

Q2 | Q3

Q4

Q1

Q2

Domestic VAT
revenues

Import VAT
revenues™

VAT refund**

Net VAT revenues

4.8

42 3.0

15.5| 18.7] 16.7

7.9

84 11.9

11.8/ 138 7.3

-48 1.1

8.8 0.2
107 89
5.2 -8.6

6.6 9.1

-1.4 11
32 0.7
19 84

8.7

11.7
33
17.0

16.1

6.7
12.3
10.9

4.8

16.5
24
12.7

* Adjusted by customs surety.
**Based on estimated accrual-based settlement.

Per

cent

1998

1999

2000

Q1 H1 Q1-03 Year

Q1 H1

Q1-Q3

Preliminary

Q1

H1

Pensions (including disability benefits) 47 5.4 8.4 9.2
Sick-pay -4.9 -4.4 -2.0 0.1
Social benefits (central budget) -0.8 -1.4 -2.3 -2.8
Social benefits (local authorities) 26.0 28.9 30.2 26.1
Household transfers, total 41 4.8 6.7 7.0
Investment (central budget) -4.5 12.6 0.7 -12.4
Investment (local authorities) 35.1 70.9 9.7 10.7

Gross investment expenditure 33.5 40.2 5.7 -1.0

6.9 6.9
1.5 1.7
-15.9 -1.1
12.5 -0.4
1.9 4.5
-10.4 -12.4
-8.0 -19.6
-9.0 -16.5

43
1.4
2.6
-3.3
2.2
-3.8
-15.2
-10.4

41
2.4
0.0
-6.0
2.5
6.1
-11.2
-3.8

-1.6
6.1
11.9
-11.8
0.5
48.1
-5.7
15.3

-0.9
15.1
-3.0
-13.4
-1.7
11.9
9.3
10.6

* Source: Public sector statistics, therefore this differs from Central Statistical Office figures.
** Using the price indices for public consumption and investment.
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Chart III-7 Foreign demand in Hungary’s main
export markets Percentage change on a year earlier;
same period in previous year = 100

Per cent

Per cent

Weighted imports
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Table I1I-8 Main macroeconomic indicators in the euro area |
Percentage change on a year earlier, seasonally adjusted data

Per cent
1998 1999 2000
Q4 Q1 Q2 Q3 Q4 Q1 Q2
Real GDP 20| 18| 20| 25| 31| 34
Domestic absorption 32| 28| 29| 28| 28| 26
Private consumption 31| 27| 24| 25| 25| 24
Public consumption 101413 16| 16| 15
Gross fixed capital formation | 3.7 | 4.0 | 54 | 49| 48| 4.9
Stockbuilding* 03| 01| 01| 00| 00 |-01
Exports 21| 06| 19| 54| 9.0 [11.8
Imports 58| 35| 45| 66| 83| 9.9
Net exports* -0.8 |-09 |-08 |-02 | 04 | 0.8
New car registration** 63| 67| 85| 64| 01| 15| 04
Retail sales* * 291 26| 22| 20| 29| 24

Source: ECB Monthly Bulletin, August 2000.
* Contribution to real GDP in terms of percentage points.
** Seasonally unadjusted data.

Table I1I-9 Main macroeconomic indicators in the euro area Il
Percentage change on a quarter earlier; annualised, seasonally adjusted data

Per cent
1999 2000
Q1 Q2 Q3 Q4 Q1
Real GDP 2.8 2.4 4.1 3.6 3.6
Domestic absorption 3.6 1.6 2.0 3.6 3.2
Private consumption 3.2 1.2 3.2 2.0 2.8
Public consumption 3.6 0.4 1.2 0.8 3.2
Gross fixed capital formation 7.4 41 6.1 2.0 7.8
Stockbuilding* -04 00| -1.2 16 | -0.8
Exports 04| 11.7 | 152 91| 1.2
Imports 41 95| 100 | 10.0 | 11.2
Net exports* -1.2 0.8 1.6 0.0 0.4
Source: ECB Monthly Bulletin, August 2000.
*Contribution to real GDP in terms of percentage points.
Chart I1I-8 Export and import trends based on
customs statistics
Annualised quarterly growth rates in euro terms
Per cent Per cent
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4 External demand

xternal business conditions continued to improve in 2000

Q2. Consumer confidence in the euro area remained at the
same high level as in the first quarter, simultaneously with a rise
in the business confidence index. Data currently available show
that euro-area GDP in 2000 Q1 rose by 3.4% on a year earlier (see
Tables I1I-8 and I1I-9). We use the method described in the June
Report to calculate external demand for Hungarian exports in
terms of the import and GDP rates of our main trading partners
weighted with the Hungarian export structure. In 2000 Q1, the
year-on-year rise in this weighted GDP and effective imports was
at 3% and 10.2%, respectively. Although no factual data are avail-
able for 2000 Q2 and Q3, existing information indicates that ex-
ternal business activity has gained momentum, as is also re-
flected by the OECD “coincidence” indicators, derived from the
business cycle indices of Hungary’s main trading partners (see
Chart 1II-7).

The CEFTA countries have also benefited from the general im-
provement of business conditions. The acceleration of Russian
economic growth has spurred economic development in the en-
tire region. Poland registered a 6% rate of growth, and the Czech
Republic and Slovakia regained their footing after the recession,
with Czech GDP expanding by 4.4% in the first quarter. Thanks to
high world prices for energy and commodities, the economies of
CIS countries grew at a robust rate (with a 7.5% increase in Rus-
sian GDP during the second quarter).

In 2000 Q2, exports of goods and services rose by 20.6% year
on year in real terms, with goods and services imports lagging
somewhat behind at 16.2%. The contribution of the GDP balance
of trade to growth remained positive. A change in comparison
with the previous quarter, as described below, is seen in the fact
that the improvement in the balance was equally due to favour-
able developments in the gross balance of trade based on ser-
vices and customs statistics at constant prices.

In 2000 Q2, customs-statistics based exports and imports
amounted to EUR 7,337 million and 8,221 million, respectively.
There was a deficit of EUR 884 million in the balance of trade, up
by 60 million on a year earlier.® The pick-up in foreign demand
was among the factors boosting export growth in 2000 Q2, mak-
ing it grow at a considerably higher rate than imports, which
slowed during this period (see Chart III-8). In 2000 Q2, the bal-
ance of trade based on seasonally adjusted customs statistics re-
corded a lower deficit quarter on quarter (see Chart I1I-9). How-
ever, it is too early to say whether this is the beginning of a lasting
trend, since the data at the unadjusted stage still show a slight de-
terioration. Nevertheless, in terms of volume data, exports are
continuing to expand at a faster pace than imports (see Chart
1II-10) — moreover, the difference in growth rates between the
two series is also increasing. Since the terms of trade continued to
deteriorate (2.8%), the difference between export and import
growth rates appears to be higher in terms of volume than value
data. This deterioration is largely attributable to the increase in
the world price for energy and commodities, while foodstuffs,
© Only preliminary data are available for the second quarter, as the processing
of submitted customs declaration forms continuously provides new informa-

tion. As the figures in this Report contain expected modifications, the final
data may modify the current picture.
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manufactured goods and machinery enjoyed improved terms of
trade. The deterioration in the terms of trade worsened nominal
GDP by 1.5%.”

The improvement in volume indices compared with the value
data is also reflected in the constant price balance of trade (see
Chart III-11), with the balance in euro terms remaining un-
changed in contrast to the steady upward trend seen over the
previous quarters, while the balances at constant prices picked
up significantly over the last twelve months.

The country structure of exports also reflected the changes in
external demand. Exports to developed countries continued to
expand at a fast pace (see Chart I1I-12 . The growth in exports to
CEFTA countries, which started in 1999 Q1, gained momentum,
in evidence of the recovery in the area, as well as increasingly
buoyantactivity (see Chart IlI-13). The second quarter witnessed
a substantial, 47%, year-on-year rise in export levels to CIS coun-
tries in euro terms (see Chart ITI-14 on page 38). This is partly at-
tributable to cross exchange rate effects, notably the weakening
of the euro against the dollar, as the equivalent increase calcu-
lated in dollar terms was substantially smaller, at 29%. Further-
more, last year’s low base values were also among the factors at
work, as quarter-on-quarter seasonally adjusted data remained
unchanged. Export developments over the short term indicate
that Hungarian firms have not been able to take full advantage of
the pick-up in business activity in the CIS area.

An analysis of the composition of exports reveals a continua-
tion of the tendencies described in the June Report (see Charts
II-15 and III-16 on page 38). Durables exports continued to top
the list (up by 50.5% on a year earlier),*” As a new development
the second quarter saw signs of a slowdown in investment goods
exports, which still remained significantly up in year-on-year
terms (18.2%). This contrasts with the situation of Hungary’s
main trading partners, who experienced the strongest output
growth in respect of this category of manufacturing. This is likely
due in part to the high values of the base period. Non-durable
consumer govds exports expanded at a slightly lower rate than in
the previous quarter, while due to low base period rates,
year-on-year growth appeared to remain unchanged compared
with three months earlier. This is also associated with the rela-
tively robust growth in Hungarian exports to the CEFTA area,
with most products belonging to the non-durables category. The
considerable, although slightly slowing, increase in intermediate
goods exports excluding energy (up by 38.7% on a year earlier) is
largely due to the quarter-on-quarter strengthening of external
demand.

The SITC breakdown of exports (see Chart IlI-17 on page 39)
in the second quarter clearly shows that food, beverages and to-

7 This figure is derived from an approximating partial calculation, which only
filters out the effect of price change without taking account of volume change.
Clearly, this is not accurate, as in an general equilibrium framework any
change in price will imply volume changes as well as further price and volume
changes.

¥ Note that in contrast with the previous reports, in the course of analysing the
composition of exports, energy-producing materials have been excluded
from the intermediate goods category. In this way they can be examined in a
separate series as a means of providing a better study of the effects of energy
price changes.

? In the absence of sufficient data, the analysis of export composition refers to
series which do not include the latest corrections.

Chart II1I-9 Balance of trade based on customs
statistics in euro terms
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Chart I1I-11 Balance of trade based on customs
statistics at constant prices
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Chart III-12 Exports to developed countries
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Chart I11I-13 Exports to CEFTA
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Chart III-14 Exports to CIS
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Chart III-15 Annualised trend growth rates in various
export categories
Value index in euro terms
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Chart III-16 Contribution of various product
categories to export trend growth
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bacco is the fastest-growing category (up 31% year on year),
thanks, to the pick-up in demand in the CEFTA area. Machinery
exports also excelled in terms of annualised trend growth
(23.8%) and annual growth (37.4%). Since this category mainly
consists of consumer durables and investment goods, consumer
durables exports grew at a faster pace than the decline in invest-
ment goods exports, reflecting a kind of ongoing restructuring
within the machinery category. Commodities and manufactured
goods were exported at a steadily growing rate (up 27% and 21%,
respectively, on a year earlier).

An analysis of the breakdown of imports (see Chart IlI-18)
shows that in contrast to the previous quarter, the growth rate of
consumer durables imports did not continue to increase — in-
deed, there was an annualised quarter-on-quarter decline of 3%
in this category.'’ This may be partly due to a slowdown in the
exceptionally high growth rates in the consumption of consumer
durables seen over the past few years. Growth in investment
goods imports also tapered off somewhat at the quarterly level,
but still amounted to 12% in a year-on-year comparison. This
may be related to a slowdown in the growth of machinery invest-
ment in the second quarter (though this was also higher than 11%
in year-on-year terms). These factors might indicate that this
trend is not going to turn around in the third quarter. The
annualised growth rate of intermediate goods imports continued
to exceed 30%, due to robust industrial production and the asso-
ciated demand for imports. At the same time, non-durable con-
sumer goods imports expanded at a more stable rate, growing
faster than those of durable consumer goods (up by 26% on a
year earlier). The twelve-month value index of energy imports
rose sharply, by 80%, owing to energy price increases. In a quar-
ter-on-quarter comparison, imports in this category grew at a rate
approximating that seen in the preceding quarter.

In examining the contribution of the various product catego-
ries to import growth (see Chart III-19), one can see that interme-
diate and investment goods continue to top the list, due primarily
to robust economic growth. In a new development, consumer
durables imports seemed to be putting slight downward pres-
sure on the overall import rate, for the first time in a long period
of time, implying a shift in consumer demand from durables to
non-durables. Energy-producing materials continued to play a
major part in the increase in the import account.

The favourable performance of the service category contrib-
uted significantly to the improvement of the external balance in
the second quarter. The services balance in the balance of pay-
ments amounted to EUR 532 million, with the surplus up by EUR
232 million on 1999 Q2. The seasonally adjusted figure was EUR
60 million better than in the previous quarter, predominantly due
to the increase in the travel surplus.

In 2000 Q2, the travel balance of EUR 953 million on the credit
side and EUR 298 million on the debit side rendered a surplus of
EUR 655 million, which was EUR 149 million up on a year earlier
(see Chart III-20 ).

The seasonally adjusted increase in the travel balance even
surpassed the first-quarter performance (see Chart IlI-21). The
improvement in the balance is attributable to the 18%

1% In the absence of sufficient data, the analysis of import composition refers to
series which do not include the latest corrections.
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Chart I11-17 Annualised quarterly trend growth rates
in the SITC-5 export categories
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Chart III-19 Contribution of various product
categories to import trend growth
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Chart II1I-21 Trend of travel receipts
and expenditures
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year-on-year rise in receipts and the 8% increase in expenditures,
which continued at a subdued rate. Travel statistics show that
compared with the previous year, the number of tourist arrivals
in the second quarter rose by 20% for the first time in years, with
an 8% rise in the number of tourist nights spent in public accom-
modation units, while there was merely a 4.2% rise in the number
of Hungarians travelling abroad. The service balance excluding
travel continued to improve in the second quarter, although at a
slower pace than previously. EUR 663 million on the credit side
and EUR 795 million on the debit side resulted in an EUR 132 mil-
lion deficit (see Chart III-22), compared with EUR 216 million in

Chart I1I-18 Annualised trend growth rates in various
import categories
Value indices in euro terms
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Chart III-20 Travel balance
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Chart I11-22 Balance of services
excluding travel
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Chart III-23 Receipt and expenditure trends of
services excluding travel
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1999 Q2. This improvement was brought about by growing re-
ceipts in addition to flat expenditure levels. A close look at the
performance of the different services reveals signs of long-term
improvement in respect of the construction and installation
items, as well as business services items. The improvement in the
service balance seen over the past four quarters went hand in
hand with stronger external demand and a pick-up in goods ex-
ports (see Chart III-23).
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1 The labour market

his year’s developments in the labour market indicate that

the period of turbulent changes characteristic of the past one
and a half years is all but over. Although the increase in employ-
ment and the decrease in unemployment and inactivity, as well
as the resulting rise in the participation rate, are continuing with-
out interruption, they have lost some of their momentum com-
pared with the 1998-99 period. Hungary seems to have arrived at
the closing chapter of the ‘period of restructuring following the
major negative labour market shock affecting the country in the
early nineties. By now, the economic recovery has probably
soaked up the unemployed and inactive groups with the most at-
tractive qualities — an assumption also supported by the fact that
the proportion of long-term unemployment is on the rise, the
overall unemployment rate is flat and employment is expanding
ata slower pace.

1.1 Employment

The household labour force survey of the Central Statistical Of-
fice shows that the rate of employment continued to expand in
2000 Q2. The number of employed people rose by 0.6% on a year
earlier, and by 0.3% in terms of seasonally adjusted quar-
ter-on-quarter data. The latter figure reflects a slowdown in
growth, as can also be seen in Chart IV-1. What is indicated by
the nearly 50% employment rate is that roughly half of the popu-
lation of the 15-74 age group are employed, a rate above the av-
erage for 1993. The sharp drop in inactivity went hand in hand
with a rise in the participation rate, although at 53.4% in the sec-
ond quarter it is still below the initial values for 1993.

As far as individual age groups are concerned, although em-
ployment in the over-25 age groups was generally up, it was
again the 55-59 age group whose employment rate increased
most strongly relative to a year earlier. A regional breakdown in-
dicates that, in contrast to the first quarter, 2000 Q2 witnessed the
fastest year-on-year growth in employment not in the western ar-
eas of Hungary, characterised by high employment and very low
unemployment rates, but in some disadvantaged areas in the
northern parts of the country. It is still an open question, how-
ever, if this development was due to economic growth becoming
more widespread or simply to the emergence of labour shortages
in more developed regions.

According to the institutional employment statistics compiled
by the Central Statistical Office based on a survey of businesses
employing over five people, and budgetary and non-profit insti-

Chart IV-1 Level of employment
and the rate of change
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Chart IV-2 Unemployment rate*
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Table IV-1 Wage inflation
Percentage changes on a year earlier
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Ql
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04

1999
H1

1999

Q1

Q2

2000
H1

13.7
13.8

143
119

Manufacturing
Retail and repairs

Other private sector
services

Private sector
Public sector

17.7
14.9
16.1

19.2
15.6
17.7

Total 15.3 16.3

14.3
6.4

18.3
13.6
16.8
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13.4
17.2
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17.5
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13.3

13.3
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10.6
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tutions, there has been no apparent change in the trends seen in
the previous quarter. The 0.9% year-on-year rise in the number of
employed people, still moderate at the level of the whole econ-
omy, is composed of a 1.6% increase in private sector employ-
ment and a 1.5% drop in public sector employment. The rise in
the labour force within the private sector involved nearly every
sector of manufacturing and private services. Continuing the ear-
lier trend, growth in the manual labour force employed in the ba-
sic and machines manufacturing sector was especially strong
(9.1% and 10.6%, respectively), signalling an imminent danger of
labour market bottlenecks triggered by the developments pre-
sented below in connection with the wages and hours worked.
The public sector labour force continued to contract, due to a
sharp drop of some 3.3% in blue collar labour, while the white
collar labour force declined only negligibly.

1.2 Unemployment rate

The rate of unemployment continued to fall in the second quar-
ter, although at a slower pace than previously (see Chart IV-2).
This comes as no surprise considering the nature of Hungarian
unemployment. As noted above, due to the fact that the eco-
nomic recovery has already absorbed unemployed groups
which were easier to employ, the rate of unemployment is not
expected to continue falling at the 1-1.5-percentage-point rate
seen earlier.

Based on the seasonally adjusted data, the rate of unemploy-
ment recorded in the second quarter, at just slightly below 6.5%,
is much lower than in a number of advanced European econo-
mies. The unemployment rate as a stock concept is not relevant
for monetary policy, as it is not the rate of unemployment that de-
termines employer and employee real wage expectations, or the
level of welfare, but the probability of entering or leaving unem-
ployment (i.e. the flow rates). Due to the absence of adequate
flow data, however stock data are the focus of regular analysis."

1.3 Earnings growth

The Bank’s second-quarter indices on wage inflation” reflect a
sharp rise in the annual rate of earnings growth (see Table IV-1).
The 13.3% average for the whole economy is composed of ex-
ceptionally high, 15.1%, private sector and a lower, 9.2%, rate of
public sector wage inflation. The public sector’s low sec-
ond-quarter rate in comparison with the private sector is consis-
tent with the government’s anti-inflationary commitment. Our
analysis of private sector developments reveals a great degree of
uncertainty regarding some of the data and their interpretation.
Although several factors underlying high wage inflation have
been successfully identified, this uncertainty is only expected to
be resolved when the inflation and labour market data on the
forthcoming months become available.

! For more on this topic, see NBH Working Papers Series, 1999/5, also avail-
able on the Bank website.

% Calculated by the National Bank of Hungary, these figures differ from the
gross wage indices published by the Statistical Office. For more on the method
of calculation, see page 47, June 2000 Report.
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The jump in private sectorwage inflation in 2000 Q2 seems to
have universally affected nearly all sectors with businesses em-
ploying over 5 people, as is shown by the institutional labour sta-
tistics compiled by the Central Statistical Office. At the same time,
thanks to very low first-quarter indices, in most sectors average
wage inflation for the first halfof 2000 remained lower than the
averages for both the second half of 1999 and the year asa whole.
The surprisingly “universal” nature of the increase in wage indi-
ces and the divergence between the data from the two quarters
implies that the sharp second-quarter jump in wage indices may
be due to technical factors. It cannot be ruled out, on the other
hand, that the underlying reason is a retroactive correction in the
second quarter, prompted by the slower-than-expected progress
of disinflation. This inference seems to be supported by the rising
proportion of irregular payments relative to 1999. Therefore, the
authors of this Report believe that in order to obtain the most use-
JSul information, the average of the data from the first half of the
year should be examined. Thus, on the basis of data from the first
six months of 2000, wage inflation in the category of other private
services excluding manufacturing and retail seems to have
slowed, while that in the retail and repair sector gathered pace
relative to 1999 H2. According to six-month data the decline in
wage inflation slowed down, reflecting the existence of a certain
degree of nominal inertia, as noted in Chapter I. The fluctuation
of wage indices within the double-digit range can also be consid-
ered as being a sign of uncertainty regarding the imagined future
path of real wages or, more precisely, nominal wages and prices.
On the other hand, the first half of 2000 also witnessed the high-
est real growth in manufacturing productivity seen in recent
years. Per capita real growth in manufacturing productivity
amounted to 14% on a value added basis and over 20% in gross
terms, boosting corporate profitability to such an extent that it
prevented nominal wage increases due to potential regional or
sectoral labour market bottlenecks from threatening competi-
tiveness of manufacturing companies (see section 3, Chapter1V).

Coming on the heels of the low indices for 2000 Q1, the sud-
den upsurge in wage inflation affecting the private sector in the
second quarter may be due to technical factors, partly associated
with the method of calculating wage inflation, as described in the
June Report (p. 47). In the absence of actual data on wage rates
and sufficiently long series enabling adjustment based on regres-
sion, the bias arising from the variation in workdays and the
number of hours worked is filtered out from published gross
wage figures mechanically, via subsequent adjustment, which
could possibly lead to ‘overadjusted’ indices. This can occur if the
tigures on the number of hours worked exhibit stronger variation
due to calendar effects than the wage data themselves (see Chart
IV-3). It should be remembered that 1999 Q1 had a much lower
monthly number of hours worked than 2000 Q1, and this was
corrected in the second quarter. The base-period effect may have
introduced® a downward bias into indices for 2000 Q1 (as the

® National Bank researchers are making constant efforts to devise an indicator
offering a more accurate picture of wage inflation. Unfortunately, the tempo-
ral incomparability of available statistics limits the effectiveness of these ef-
forts. Although the indices adjusted for the alternative number of hours nar-
row the gap between the different wage growth rates in the two quarters, the
rate is still higher in the second quarter: after correcting only for regular pay-
ments, wage inflation estimates amount to 12.6% in the first quarter compared
with 14.9% in the second quarter.

Chart IV-3 Average number of weekly hours worked
by the blue-collar labour force in manufacturing and
its annual index
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Chart IV-4 Percentage changes in the manual labour
force and monthly hours worked in machines
manufacturing and metal manufacturing combined*
Same period a year earlier = 100, indices
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* Calculated from seasonally adjusted trend-cycle data. Along the 45° straight line the

number of employed people and the number of hours worked change at the same
rate

number of hours is in the denominator), and an upward bias into
those for the second quarter. The fact that the average number of
hours worked, down in the wake of the 1998 Russian crisis, be-
gan to gradually increase in the course of 1999 and 2000 had a
similar effect (see Chart IV-3).

The temporal distribution of wage-type payments received on
an irregular basis caused a similar, but temporary problem. The
proportionof such components other than basic pay (such as bo-
nuses, commissions, 13" month’s salaries, etc.) within the overall
wage bill increased strongly in 1999 Q1, followed by a down-
ward correction in the second quarter. This introduced an up-
ward bias into the wage level for 1999 Q1, making this year’s
first-quarter index lower in comparison and, conversely, the sec-
ond quarter’s higher. Thus, the private sector’s average annual
index of wages received on an irregular basis dropped below
10% in 2000 Q1 and jumped above 20% in Q2, introducing con-
siderable noise into the overall earnings index because of its sig-
nificant weight of 15-20%.

When analysing wage inflation by sectoral breakdown, the
manufacturing sector deserves special attention. As in the pre-
ceding period, the increase in wage inflation to 16.1% was largely
due to the upsurge in production within two major sectors, ma-
chines manufacturing and basic metal manufacturing, display-
ing high wage inflation rates of 16.3% and 17.3%, respectively.
Thanks to exceptionally strong productivity rates, these high
wage inflation indices are not associated with any deterioration
in corporate competitiveness (see section 3/IV). Hence, they sig-
nal no direct inflationary pressure as there is no problem with
profitability, which could trigger price increases (see Chart IV-4).
Moreover, the output of the manufacturing sector is typically
composed of tradables, subject to competition in external mar-
kets, which keeps price increases within limits. However, the
question of labour market bottlenecks, also discussed in a num-
ber of previous Reports, cannot be avoided. The manual labour
force in the two vertically intergrated sectors mentioned above
expanded rapidly, simultaneously with the average number of
hours worked. It has already been noted that in the western areas
of Hungary, dominated by these two sectors, the rate of unem-
ployment is the lowest in a nation-wide comparison, down to
nearly 4% in the second quarter. As noted in our previous Re-
ports, these together can be regarded as a sign of labour market
tightening.

The high first-quarter annual wage index (15.2%) produced
by the retail and repair sector within private services rose even
further, to 17.5%, in the second quarter. Just as in manufacturing,
the second-quarter 11% rise in retail turnover at current prices
could be, at least to a certain extent, interpreted as improvement
in productivity, given that neither the number of workers nor the
hours worked grew at a similarly high rate. Thus, it seems quite
probable that while there are no difficulties in terms of profitabil-
ity, some labour market tightness cannot be ruled out. The rela-
tively low first-quarter wage inflation (11.1%) in the category of
other private services rose to 14.9% in the second quarter. This
category is probably also characterised by some combination of
the factors discussed above: uncertain and lingering inflation ex-
pectations coupled with the recently tighter labour market situa-
tion. As regards the latter, it has been noted on several occasions
that the area of transport, storage, postal services and communi-

+1
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cation has been affected by white-collar labour market bottle-
necks (probably due to a sharp pick-up in telecommunications).
Wage inflation with respect to the white-collar labour force in the
sector jumped to 20% in the second quarter. The 16.4% average
in the first quarter, which can be considered rather high, is still
much lower than the average for the second half of 1999 (21.2%).
This seems to support the Bank’s view that even if not clearly re-
flected in the wage indices of this sector, the steady rise in the
number of hours worked by white-collar employees indicates
tensions in the labour market.

2 Capacity utilisation

n the second quarter of 2000, growth in average capacity utili-

sation” in the manufacturing industry continued in terms of the
seasonally adjusted data, bringing its level back to the excep-
tional rates last seen in late 1997 and early 1998 (see Chart IV-5).
This increase in capacity utilisation took place against the back-
ground of dynamic output and export growth and a slight
pick-up in manufacturing investment growth. The high rate of
capacity utilisation and the favourable sales possibilities suggest
a possible further acceleration in investment activity.

Business prospects are universally expected to improve by a
widening group of economic agents, as reflected by the smaller
deviation of sectoral responses on expected capacity utilisation
from the whole-economy average (see Charts IV-6 and IV-7).

Relative to orders expected over the next 12 months, compa-
nies’ excess technical capacities started to fall as of mid-1999,
with a simultaneous rise in the proportion of firms reporting ca-
pacity shortages. These tendencies also foretell a prospective
strengthening of investment activity, at a low ebb for the time be-
ing.

Export-oriented businesses are less characterised by
unutilised capacities, with most of the firms which reported sur-
plus capacities for the coming 12 months catering primarily to the
domestic market. It is intriguing, at the same time, that the pro-
portion of machines manufacturing companies with both low
and surplus capacities was well above the average relative to de-
mand and prospective orders, respectively, implying significant
discrepancies between the structures of production and de-
mand. It is predominantly machines manufacturing firms, metal-
lurgical and fabricated metal manufacturing companies that ap-
pear to be discontent with the quality and technological develop-
ment of capacities.

3 Competitiveness

n the second quarter of 2000, the forint’s nominal effective ex-
change rate index depreciated by 6.1% on a year earlier. This
was nearly 1% above the official rate of devaluation of the central
parity. The discrepancy between the two indices was predomi-

* The survey used as the source of the above information did not cover a few
large multinational companies with manufacturing operations in Hungary —
which carry exceptional weight on account of their sales revenues. (The Situa-
tion and Short-Term Prospects of Manufacturing and Construction Industry
Enterprises in July 2000, a quarterly survey on the business cycle, by
Kopint-Datorg, July 2000)

Chart IV-5 Average capacity utilisation in the
manufacturing industry*
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* Seasonally adjusted data. Source of data: Kopint-Datorg.

Chart IV-6 Share of firms with a shortage of
capacities in manufacturing*

Per cent Per cent

14 14
12 12
10 10
8 8
6 6
4 4
2 2
0 0

Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1Q3Q1
1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

* Seasonally adjusted data. Source of data: Kopint-Datorg.

Chart IV-7 Share of firms with a surplus of capacities
in manufacturing*
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Chart IV-8 Real exchange rates based on the CPI and
the manufacturing price index
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Chart IV-9 Real effective exchange rate of the forint
based on unit labour costs in manufacturing
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nantly due to cross rate movements, with the intraband fluctua-
tions of the forint not playing a major role. Thus, in 2000 Q2, cross
rate movements had a substantial impact on the nominal effec-
tive price index.

In the course of the second quarter, price and wage cost indi-
cators essentially continued the trend seen in the second half of
1999 and the first quarter of 2000, when competitiveness contin-
ued to be affected by the rise in the world oil prices as an exoge-
nous shock (see Chart IV-8).

The CPI-based real exchange rate remained stable, relative to
1999 H1. Considering, however, that the euro weakened consid-
erably against the dollar as compared with last year, the trend real
exchange rate, with the effects of cross rates and intraband vola-
tility removed, reflected the equilibrium appreciation estimated
by the Bank over the long term (the rate of appreciation was
about 2% relative to 1999 Q2).

The manufacturing-based real exchange rate continued its
stable upward trend first seen in late 1998, initially due to the
intraband movements of the forint — as noted in previous Re-
ports—and, from the second half of 1999, due to oil prices feeding
through to domestic retail prices. The roughly 6% annual rate of
real appreciation observed in 2000 Q2 continued to be high,
mainly reflecting —as pointed out in the March Report—a compo-
sition effect arising from the different structures of Hungarian
and foreign price indices. Another explanation may be that, due
to lower rates of inflation, Hungary’s main trading partners
reprice commodities at less frequent intervals, which allows oil
price increases to feed through to foreign effective producer
prices only after some lag, in contrast with the Hungarian manu-
facturing price index. This may later tend to dampen the growth
rate of manufacturing-price-based real appreciation.

In 2000 Q2, the index based on unit labour costs depreciated
by 6.2% on a year earlier, similar to the trend seen in the previous
quarter. This was essentially due to the ongoing rapid growth in
the manufacturing value added, thanks to a sharp increase in ex-
port sales. Manufacturing wage costs also rose considerably (by
14.9% on a year earlier), but together with the jump in productiv-
ity, this did not worsen profitability in the sector, as is also re-
flected in the marked improvement of the unit labour cost-based
real exchange rate (Chart IV-9).
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1 Net savings position

he structural shift in the Hungarian economy seen in 2000 Q1

continued in the second quarter, further improving the exter-
nal balance position. Despite a deterioration in the terms of
trade," the deficit on the balance of trade recorded within the
structure of the gross domestic product® remained essentially un-
changed in nominal terms, reflecting a 0.3 percentage point fall
as a proportion of GDP. Export and import volume indices,
which filter out the effect of the deterioration in the terms of
trade, appeared even better. The trade deficit was much lower
than that justified by robust economic growth. On the whole, the
favourable cyclical position of the economy went hand in hand
with stronger growth in external financing. The fact that real
economy use of foreign assets expanded at a subdued rate is
partly attributable to the fact that the volume index for consump-
tion remained over 2 percentage points below the rate of eco-
nomic growth, and the investment growth rate, which is rela-
tively import intensive, also did not exceed the rate of economic
growth. Over the short term, investment spending is likely to in-
crease at a faster rate, boosting the need for foreign funds. Never-
theless, against the background of the current situation and con-
tinued buoyant activity, also supported by the results of business
cycle surveys undertaken by Hungary’s main trading partners,
the increase in the import requirement generated by stronger do-
mestic demand will, in all likelihood, be offset by higher current
receipts from exports. On these grounds, the GDP-proportional
level of foreign financing for the rest of the year may be similar to
that seen in the second half of 1999.

Against the background of positive real-economy perfor-
mance, the second quarter saw a rise in profit repatriation
through foreign residents’ current transfers,” which raised the
country’s net financing requirement by about 1 percentage point
of quarterly GDP (see Chart V-1). Nevertheless, the transfer out-
flows and inflows in the previous quarter were evenly balanced —
a development unseen for the past five to eight years. Therefore,

! This deterioration was primarily due to soaring world energy prices, up by
87.5% over the course of 12 months since mid-1999. Twelve-month figures on
world commodity prices were also among the factors worsening the terms of
trade, although the trend is now on a downward path, with falling sec-
ond-quarter prices in the world market.

2 Exports and imports as recorded in the National Accounts.

* Within foreign current transfer payments, the balance was affected by both
negative and positive influences. In 2000 Q2, the balance of profit transfers as
a proportion of GDP exceeded the values recorded over the pastfive years. Al-
though the item of unrequited transfers recorded a surplus, it was not sufti-
cient to offset the deficit generated on profit transfers.

Chart V-1 Seasonally adjusted net financing
requirement and current account deficit as a
percentage of GDP*
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* Net financing requirement denotes the saving — investment balance of the econ-
omy adjusted for inflation, which in turn defines a theoretical current account bal-
ance.
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Table V-1 Inflation-adjusted saving and investment by sectors as a percentage of GDP *

Per cent
1998 1999 2000
Q1 Q2 Q3 Q4 Year Q1 Q2 Q3 Q4 Year Q1 Q2

Gross domestic product 100 100 100 100 100 100 100 100 100 100 100 100
+netincome transfers -29 -5.4 -3.2 -4.3 -4.0 -2.0 -4.0 -2.4 -4.8 -3.4 2.1 -5.8
+ unrequited transfers 1.7 22 2.6 2.2 2.2 1.6 1.8 2.3 2.0 1.9 2.1 2.3
Disposable income 98.8 96.8 99.4 97.8 98.2 99.6 97.8 99.8 97.2 98.6 100 96.5
—households 72.8 69.4 70.9 70.8 70.9 74.9 69.7 70.6 69.6 711 73.0 68.3
—corporate sector 12.7 145 14.8 124 13.6 131 16.5 15.6 12.3 144 12.9 141
— public sector 13.3 129 13.7 14.6 13.6 115 11.6 13.7 15.3 131 141 14.0
Final consumption 75.4 71.6 7.3 71.8 72.4 71.8 73.2 72.6 71.8 73.7 71.2 72.8
—household consumption 64.8 61.4 61.3 61.9 62.3 66.2 62.6 62.6 62.1 63.3 65.9 62.4
— public consumption 10.6 10.2 10.0 9.9 10.2 11.6 10.5 10.0 9.7 104 11.3 104
Gross savings ** 23.4 25.2 28.1 26.0 25.7 21.7 24.7 27.3 25.4 24.9 22.8 23.7
—households 8.0 8.0 9.6 8.9 8.7 9.1 75 8.6 8.0 7.8 7.0 59
—corporate sector 12.7 14.5 14.8 124 13.6 12.7 16.1 15.0 14 144 12.9 141
- public sector 2.7 2.7 3.7 47 3.5 0.1 1.1 3.7 6.1 2.7 2.9 3.7
Net capital transfers

—households 0.4 0.3 0.2 0.1 0.2 0.4 0.3 0.2 0.1 0.2 0.4 0.3
—corporate sector 1.0 1.0 1.2 2.2 1.4 1.0 0.9 1.2 1.1 1.1 0.8 0.7
- public sector -1.4 —1.3 -1.4 -2.3 -1.6 -14 -1.2 -1.4 -1.2 -1.3 -1.2 -1.1
Investment 26.9 304 30.4 30.7 29.7 26.5 295 27.9 30.9 28.8 27.8 29.6
—household investment 58 3.1 41 3.8 42 55 58 6.4 4.7 5.1 5.1 47
—corporate investment and inventories 18.8 23.8 22.6 21.7 21.8 18.6 20.4 19.1 21.0 20.5 20.0 22.0
—public investment 2.2 3.5 3.7 5.2 3.7 2.3 3.3 2.4 5.2 3.2 2.7 2.9
Net foreign financing requirement -3.5 -5.2 -2.3 -4.6 -3.9 -4.7 -4.8 -0.6 -5.5 -3.9 -4.9 -5.9
Financing capacity of households 2.6 5.2 5.7 5.2 47 4.0 2.0 24 3.5 3.0 2.3 1.6
Corporate sector financing requirement 5.1 -8.3 —6.6 -7.0 —-6.8 -4.9 -3.3 2.9 -8.5 5.1 —-6.3 7.2
Public sector financing requirement -1.0 2.1 -1.4 -2.8 -1.9 -3.8 -3.5 -0.1 -0.4 -1.8 -1.0 -0.3

Notes: Bank estimates. Due to rounding, the total of individual entries may differ from the total presented in the table.

* Indicators approximate the accruals concept. Savings do not contain forint effects from exchange rate changes on household deposit and credit portfolios. Interest expenditure in the general government balance

(GFS deficit less proceeds of privatisation) is presented using the accruals concept.

** Gross savings = disposable income (gross, i.e. including the value for depreciation in the given year) less final consumption.
Disposable income includes the sum of the gross domestic product for the given period and the balance of the income transfers and unrequited transfers to non-residents and by non-residents to Hungary (according

to balance-of-payments statistics).

the average of the two quarters, i.e. the first half of 2000, deterio-
rated by merely 0.4 percentage points of GDP, as a natural conse-
quence of high corporate profitability and the steady expansion
in the proportion of foreign ownership.

There has been a clear shift in the distribution of disposable
income among economic agents relative to 1999. This was partly
because government receipts in the first half of 1999 fell short of
projected values, with the simultaneous emergence of extraordi-
nary budgetary expenses, exerting temporary upward pressure
on private sector’ incomes. By contrast, in 2000, the distribution
of incomes almost matched the situation seen in the first half of
1998 - in other words, a rise in the share of the general govern-
ment, due to a decrease in interest burdens and improvement in
the government’s primary balance (see Table V-1).

Households increased their consumption and investment at a
faster pace than their disposable income, bringing net financing
capacity down to 1.6% of GDP. This, in turn, was reflected in
stronger household borrowing, which was also encouraged by
the development of money markets, which is facilitating a
change in the structure of households’ financial assets towards a
portfolio characterised by a higher debt/income ratio than is cur-
rently the case. This means that the tendency seen over the past
few quarters — that of individuals cutting back on their financial
savings — will likely continue in the future as well.

Corporate profitability turned up, thanks to robust economic
growth. While available data reflect a considerable rise in the
wage bill, this is offset by an upturn in profitability. Nevertheless,
the level of companies’ own financial assets was affected by a
number of temporary and contradictory factors, causing their
GDP-proportional disposable income to fall by 2 percentage

* Denoting financial and non-financial companies and households.
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points below the level for the same period last year. First, current
transfers by foreign residents increased, drawing on corporate fi-
nances to a greater-than-usual extent: essentially this was due to
the postponement of first-quarter payments to the second quar-
ter. Another major factor is associated with general government
policy in connection with corporate incomes. As will be remem-
bered, in 1999 Q2, the base period, the government temporarily
left incomes within the economy. With these two temporary ef-
fects removed, corporate disposable income would have in-
creased by 0.5-0.8 percentage points on a year earlier. Although
the deterioration in the terms of trade may also have put a down-
ward pressure on the incomes generated by robust economic
growth, its effect was not significant.

In addition to the above-noted factors, the increase in the cor-
porate financing requirement was due to rising investment
spending by companies at current prices and as a proportion of
GDP. This increase took place against a background of changes
in price structure, rather than stronger growth in investment vol-
ume. In contrast to 1999, when the investment price index was
lower than the GDP deflator, this figure was higher by nearly
2 percentage points in 2000 Q2. While the remainder of the year
is not likely to witness any significant change in the income rela-
tions between the budget and the corporate sector, foreign trans-
fers may put upward pressure on companies’ GDP-proportional
disposable income. The prospective rise in investment is likely to
increase corporate borrowing over the coming period.

The deterioration in individuals’ financing capacity and com-
panies rising borrowing requirement, due to one-off and tempo-
rary effects, pushed up the private-sector’s financing need,
which, ceteris paribus, would have increased the external fi-
nancing requirement by about 4 percentage points. However,
this potentially negative impact in respect of the external balance
was mitigated by the government’s declining financing require-
ment. The general government improved its position over a year
earlier at a spectacular rate of over 3 percentage points. This de-
cline in the government’s financing need is still clearly visible
even when the effects of last year’s extraordinary factors are re-
moved. Robust economic growth and the slower-than-expected
decline in inflation boosted general government receipts, but
even this surplus did not result in a rise in expenditures over the
planned levels, with the unscheduled costs incurred as a result of
the natural disasters and related subsidies being covered via a re-
allocation of budgetary funds. Investment by the public sector
also expanded at a lower rate than economic growth. Further-
more, the sector’s financing requirement remained unchanged
even compared with the low levels seen in 1999 H2 (-=0.3% of
GDP).

2 The current account
and its financing

tthe end of 2000 Q2, the deficit on the current account of the
balance of payments amounted to EUR 482 million (see Ta-
ble V-2). The slightly improving trend in the balance of goods
trade, first seen in early 1999, continued, simultaneously with an
improvement in the balance of services, in contrast with the for-

Table V-2 The current account

EUR millions

1200 | 2800 [ omnce | %8 | 2990 | cvnge

1 Goods -503 | -427 76| —970| -938 32

Credit (exports) 4,787 | 6,796 | 2,009 | 9,431 (12,843 | 3,412

Debt (imports) 5,290 | 7,222 | 1,933 |10,401 | 13,781 | 3,379

2 Services 290 523 233 381 777 397

Travel, net 506 655 149 829 | 1,047 219

Other services, net | -216 | -132 84| -448 | -270 178

3 Incomes -451 | -713 | -262 | —660 | -950 | -290

On debt, net -161 | -239 -78 | =371 | -436 -65

On non-debt, net -291| -475| 184 | -289 | -514| -225

4 Current transfers 74 135 61 122 250 128
Current account

(1+2+3+4) -590 | -482 108 |-1,128 | -860 268
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Chart V-2 Real-economy transactions and the trend of
the transfer balance
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Chart V-3 The current account
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Table V-3 Financing the current account
EUR millions
1999 | 2000 1999 | 2000
ol | i |Chenge| 175 | qi-p |Change
(1) Current account deficit 590 | 482 | -108| 1,128| 860 | —268
(2) Total financing 859 | 449 | -410| 1,651 830 | -821

-non-debt (=2b.1+2¢.1) 913 | 221 | -693| 1,484 501 | -983
—debt (=2a+2h.2+2¢.2) | -54 | 228 282| 168 330 162

(2a) NBH and the

government (=2a.1+2a.2) 6| 234 | 228 278/ -125| -403
(2a.1) Debt transactions 683 71| -612| 845 -2 | -847
—o0/w government

securities 75 24 | 51 138 583 445

(2a.2) International reserves| =677 | 163 839| -568| —123 445
(2b) Private sector

(=2b.1+2b.2) 575 | 443 | —1018| 828 49 | 778
(2b.1) Equity transactions | 640 | -258 | -898| 806/ —209 |-1,015
—Credit institutions 2 67 66 -6 72 77
—Corporate and other
sectors 639 | -325 | -964| 812 -281 |-1,093
(2b.2) debt transactions —65 | -185 | —120 22| 259 237
— Credit institutions -174 | -59 115 —160| 643 803
—Corporate and other
sectors 109 | -126 | -235| 181| -385 | -566
(2c) Direct investment
(=2c.1+2¢.2) 278 | 658 380| 546| 906 360
(2c.1) Equity capital 273 | 478 205 678 710 32
—in Hungary 346 | 517 17 774 752 22
— Abroad -73 | -39 34| 96| —42 54
(2c.2)Intercompany loans 5| 179 175 -132| 196 327
—inHungary 10 | 187 176/ —121| 207 328
— Abroad -5 -7 -2| -10 -1 =i
(3) Capital account -121 69 190, -133| 84 217
NEO (=1-2-3) -148 | -36 113| -390, -54 337

mer negative tendencies. Thus, in a year-on-year comparison,
real-economy transactions improved the current account bal-
ance by a total of EUR 310 million. As far as the individual items of
the transfer balance are concerned, the deficit recorded in the in-
come line was in excess of EUR 710 million, marking a
year-on-year increase of over EUR 260 million, primarily due to
stronger income outflows from non-debt-generating invest-
ments (see Chart V-2). The rise in the surplus on current transfers
was unable to offset this increase in the deficit. All in all, the bal-
ance of payments current account seems to be on an improving
trend (see Chart V-3).

The second-quarter deficit on the current account of the bal-
ance of payments was financed by nearly equal amounts of
non-debt-generating (EUR 221 million) and debt-generating
(EUR 228 million) net capital inflows (see Chart V-4 and Table
V-3). The former type of financing was characterised by two op-
posing developments. Net foreign equity purchases within direct
investments (up dramatically over the first quarter) amounted to
EUR 478 million, an amount sufficient in its own right to finance
the second-quarter deficit on the current account. However, the
other component, the purchase of net foreign equity within port-
folio investment showed a capital outflow of EUR 258 million.
Outflow through this channel is not unheard of, with the latest
example occurring in 1998 Q2 when foreign residents’ net equity
sales were most likely associated with the uncertainty surround-
ing the elections. By contrast, capital outflow this time, especially
in comparison with net inflows of EUR 640 million a year earlier,
marks a major change. It should be noted, however, that in 1999
Q2, portfolio investments also included privatisation revenues
amounting to EUR 260 million, whereas 2000 Q2 saw no such in-
vestment orchestrated by the Hungarian Privatisation and State
Holding Company. Furthermore, while in the equivalent period
in 1999 net portfolio equity purchases by Hungarian residents
were virtually zero, 2000 Q2 saw this figure jump to nearly EUR
60 million. All in all, foreign residents sold equities of Hungarian
issue worth EUR 200 million in net terms. This occurred against
the background of weak activity in European stock exchanges
on account of high oil prices, as well as global uncertainty about
high-tech shares. This must have fed through to the Hungarian
stock market as well.” Households’ are unlikely to have been the
buyers, in light of their liquidity position and risk taking ability. In
all probability, it was domestic financial enterprises, with special
regard to those in majority foreign ownership, that bought up the
bulk of the shares, since companies with Hungarian majority
ownership cannot afford to make such large-scale purchases.
Nevertheless, the fall in the market valuation of the shares in-
volved may have also prompted some smaller firms to buy.

In respect of the components of debt-generating capital in-
flow, net foreign borrowing by the private sector was essentially
neutral in the second quarter, with net intercompany loans
equalling the outflows through other private sector lending
transactions (worth roughly EUR 180 million). As net govern-
ment security purchases by foreign residents were also at a low
level (EUR 24 million), debt-creating financing basically reflected

> Moreover, it cannot be ruled out that the intensification of the disagreement
on pricing issues between MOL oil company (one of the largest Hungarian
participants in the stock exchange) and the government was among the fac-
tors prompting foreign residents to withdraw from the stock market.
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V. External equilibrium

credit transactions by the National Bank and the government de-
nominated in foreign exchange. This was partly associated with a
fall of some EUR 160 million in foreign exchange reserves, with
the rest accounted for by the drop in the Bank’s other short-term
foreign assets.’

The capital account balance, including unrequited capital
transfers as well as transactions in non-produced and
non-financial assets, also showed a surplus (of approximately
EUR 70 million) during the second quarter.

3 International investment
position

he net international investment position showed foreign lia-

bilities as standing at EUR 30.9 billion at the end of 2000 Q2
(see Table V-4). Net foreign liabilities in the form of non-debt ele-
ments fell from EUR 19.8 billion in the previous quarter to EUR
19.2 billion, due primarily to the plunge in foreign residents’ eq-
uity holdings qualified as portfolio investment, while net foreign
liabilities in the form of debt elements rose from EUR 11.3 billion
to EUR 11.7 billion. Net foreign debt exclusive of foreign resi-
dents’ forint-denominated government security holdings and
intercompany loans, amounted to EUR 6.5 billion at the end of
the second quarter.

Non-debt claims on foreign residents showed a slight increase
during the second quarter, with the foreign direct investment by
Hungarian companies net of intercompany loans and portfolio
investment foreign equity holdings rising to EUR 1.5 billion and
150 million, respectively. The latter is an increase of 50% over a
single quarter, with the effect of cross exchange rate changes be-
ing negligible. Foreign residents’ direct investment in Hungary
(net of intercompany loans) rose from EUR 16.4 billion to EUR 17
billion, which was, however, more than offset by the drop in
non-domestic residents’ portfolio-type equity holdings, down
from EUR 4.9 billion in the first quarter to EUR 3.8 billion. As was
noted in the section on financing, net equity sales accounted for
EUR 0.2 billion out of this EUR 1.1 billion decrease. Adjusting the
change in market valuations with the change in the stock market
index’ accounts for another EUR 0.8 billion, considering that the
stock market index fell from 10,000 points to 8,318 during the
course of the quarter. The EUR 100 million fall left unaccounted
for is partly explained by the fact that not only stock-exchange
traded equities were involved, and partly that there were other
revaluations and changes in accounting principles. The combi-
nation of these developments brought about the decrease in the
value of net foreign non-debt liabilities, which were previously
following a steady upward trend, to EUR 19.2 billion at the end of
the first half of 2000 (see Chart V-5).

% While in view of the balance of payments figures this is a valid statement,
from the aspect of economic analysis it has little if anything to say, as it basi-
cally reflects the second-quarter servicing of financial claims generated in the
first quarter. Thus, looking at the two quarters as one unit, the National Bank
recorded no increase in short-term foreign claims.

7 Inaccuracy is unavoidable here as, in principle, the balance-of-payments
statistics also include the data on equity trading taking place off the stock mar-
ket. The fall in the valuation of non-stock-exchange traded shares cannot be
determined correctly because of the even greater inaccuracy of related data.

Chart V-4 Current account deficit and non-debt
generating financing
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Table V-4 International investment position
EUR billions
1999 2000
Dec. | March | June
Net international investment position (=1-2) -30,4 (-31,1 |-30,9
-non-debt (=1a.1+1b.1-2a.1-2b.1) -19,1 |-19,8 | -19,2
—debt (=1a.2+1b.2+1c+1d-2a.2-2h.2-2c) =113 |-11,3 |-11.7
(1) Foreign assets (=1a+..+1d) 19,1 20,9 | 20,7
(1a) Direct investment abroad 1,6 1,7 1,7
(1a.1) Equity capital 1,4 1,4 1,5
(1a.2) Other capital (intercompany loans) 0,2 0,3 0,3
(1b) Portfolio investment 1,2 1,7 1,7
(1b.1) Equity securities 0,1 0,1 0,1
(1b.2) Debt securities 1,2 1,6 1,6
(1c) Other investment 5,6 6,3 6,2
(1d) International reserves 108 | 11,2 ] 11,0
(2) Foreign liabilities (=2a+..+2c) 49,5 521 | 51,6
(2a) Direct investment in Hungary 19,1 195| 20,2
(2a.1) Equity capital 16,2 | 16,4 | 17,0
(2a.2) Other capital (intercompany loans) 2,9 31 3,2
(2b) Portfolio investment 16,9 | 17,7 | 16,2
(2b.1) Equity securities 43 49 3,8
(2b.2) Debt securities 126 | 129 124
(2c) Other liabilities 135 ] 148 152
MEMORANDUM ITEMS
(M) Government securities held by foreigners 1,7 2,3 2,3
Gross foreign debt* (=2b.2+2¢-M) 24,4 | 25,4 | 25,3
Net foreign debt* (=2b.2+2¢c-M-1b.2-1¢-1d) 69 63| 65

* Excluding non-residents holdings of government securities and intercompany loans.

Chart V-5 Components of net international
investment position
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Table V-5 Composition of foreign debt* by sectors

December 1999 |  March 2000 June 2000
bilions| % |bilions| % |biliows| %
(1) Gross foreign debt
(=1a+1hb) 24.4 |100.0 | 25.4 |100.0 | 25.3 |100.0
(1a) NBH and government 134 | 549 | 136 | 53.3| 13.1| 517
NBH 98| 40.0| 96| 376| 92| 362
Government 37| 15.0| 4.0| 157 39| 155
(1b) Private sector 11.0| 451 | 11.9| 46.7 | 122 | 483
Credit institutions 55| 226 | 61| 23.8| 59| 233
Corporate sector 55| 224 | 58| 228 | 6.3] 25.0
(2) Net foreign debt
(=2a+2h) 6.9 (100.0 | 6.3 [100.0 | 6.5 |100.0
(2a) NBH and government 13| 193| 03| 54| 0.7/ 101
NBH -1.9|-26.8 | -3.2 |-50.6 | -2.8 |-43.6
Government 3.2 | 46.1 3.6 | 56.0 35| 5837
(2b) Private sector 56| 80.7| 60| 946| 58| 899
Credit institutions 20| 283 | 27| 418| 26| 396
Corporate sector 36| 524 | 33| 528 | 33| 503

* Excluding government securities held by foreigners and intercompany loans.

At the same time, the debttype net investment position
seemed to indicate a mild increase in foreign liabilities following
the previous flat level. In the assets category, international re-
serves fell to EUR 11 billion, while portfolio and other assets re-
mained virtually unchanged relative to their first-quarter level
(roughly EUR 8.1 billion). Despite the continued rise in the item
of other investments within the liabilities category, there was
only a slight increase in liabilities, because of the downturn in
portfolio investment. Considering total debt-type investment,
the rise in liabilities, reflected in the debt-type net investment po-
sition, was due to the fall in claims on foreign residents.

The balance of debt-type investment calculated without (fo-
rint-denominated) government securities and intercompany
loans equals the net stock of foreign debt. This figure rose from
EUR 6.3 billion at the end of the previous quarter to EUR 6.5 bil-
lion, mainly as a result of the fall in the National Bank’s foreign as-
sets (including the reserves) (see Table V-5). Thus, the portion of
net foreign debt accounted for by the Bank and the Government
rose from just over 5% to 10%. Gross foreign debt (EUR 25.3 bil-
lion) remained basically unchanged relative to the end of the first
quarter, reflecting a rise in the share of the private sector and a fall
in the share of the Bank and the Government. Thus, the private
sector and the government together with the central bank shared
nearly equal parts in the gross foreign debt.
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