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V. External equitibrium

rate sector. This year, direct corporate borrowing again gained
importance, while net capitat outflow was observed at credit in-
stitutions.

Considering intercompany loans, copstituting part of foreign

- direct investments, there has still been capital outflow. While the

more vigorous equity purchases point to longer-term interest on
the part of non-resident investors.

In contrast to eatlier years, the capital account also shows a
negative balance (a deficit of USD 120 million). As, however, to-
tal financing exceeds the current account deficit by more than
USD 400 million, the net errors and omissions (NEO) item is also
in a minus position. '

3 Changes in foreign liabilities
and assels

Fihe net position vis-i-vis non-residents declined from

. USD 29.4 billion to USD 29.3 billion. Changes in the stock
were strongly influenced by changes in cross rates over the pe-
riod, particularly the significant strengthening of the dollar
against the euro. Gross foreign liabilities increased from USD
45.1 billion to USD 46 billion, while gross assets increased from
USD 15.7 billion to USD 16.7 billion.

The growth in gross foreign liabilities was to the greatest ex-
tent due to the portfolio equity purchases of non-residents while,
to a minor extent, the stock of foreign direct investment, the HUF
denominated governmént bond holdings of non-residents and
foreign debt denominated in foreign cutrencies also rose. The
growth in the stock of debt-type investments abroad and the rise
in the intercompany loans extended to non-residents played a
role in the increase in gross assets, but international reserves also
increased,

Gross foreign debt denominated in foreign currencies stood at
USD 23.3 billion at the end of June this year as against USD 23.2

billion half a year before. The cross rate changes reduced the

stocl by USD 1.7 bitlion.

Net foreign debt denominated in foreign currency against
non-residents decreased from USD 8.9 billion to USD 8.3 billion.
The impact of cross rate changes amounted to nearly USD 1 bil-
lion in this decrease, that is, transactions in themselves would
have led to an increase in net foreign debt.

Foreign currency denominated debt outstanding against

" non-residents by sector reveals no substantial restructuring; the

only fairly significant change can be attributed to the change in
accounting.® As this does not affect the foreign debts of the pri-
vate sector, similar to the beginning of the year, it continues to
represent 43% of gross foreign debt and 63% of net foreign debt.

% Bram 1999, the Government (the Debt Management Agency) isthe sovereign
borrower, that is, credits newly raised are presented directly in the books of
the Government. In actual fact, al foreign exchange debt outstanding against
non-residents were ultimately the debt of the State, it s just that earlier credits
bad been taken out by the NBH, which then extended a foreign exchange

credit to the Government under nearly the same conditions and in the same .

amount. That is to say, debts outstanding against not-residents were booked
at the NBH, This practice was then altered by the amendment in force from
1999,

Financing the current account
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V. External equilibrium

Main camponents of tre current accoum

USD miltion
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2 Current account
and ils financing

"g“ he external and internal factors determining fluctuations in
the current account have not changed substantially in the
second quarter relative to the first quarter of 1999. The bombard-
ment of Yugoslavia during the period did have an impact on ser-
vices and foreign trade (transportation, travel), nevertheless its
effécts have remained within manageable limits to date in con-
trast to earlier estimates, which proved to be excessive: The cur-
rent account closed the first six months of 1999 with a deficit
slightly in excess of usp 1.2 bﬂhon USD 300 million higher than
the 1998 deficit.?

The seasonally adjusted current account deficit also deterio-
rated slightly in the second quarter relative to the first one. Over
the entire half-year, the growing deficit reflects the combined im-
pact of three factors. The first one was the Russian crisis, the ef-
fects of which were only moderately felt in the first half of 1998.
The other two factors include the recession evolving in the
CEFTA countries over the past year and a slowdown in the busi-
ness cycle in the European Union. These effects will partly sub-
side in the second half of the year (the recovery in some of the

CEFTA countries can already be seen) or else they will be miti-

gated. Hence, according to our expectations, their further bal-
ance deteriorating impact will be limited or will disappear.

The so-called non-debt creating net capital inflow (within di-
rect capital investments, net acquisition of equity and ownership

holdings by foreigners and, within portfolio investments, net eq-

uity acquisition by foreigners) covered the current account defi-
cit in both quarters, In contrast to the USD 1:2 billion cutrent ac-
count deficit over the entire half-year, non-debt creating financ-
ing amounted to USD 1.6 billion. Over the first half of 1998, net
outflow was observed through the equity channel and the inflow

of direct foreign investment was also [ow: hence, non-debt creat-

ing capital inflow did not cover the current account deficit. Rela-
tive to 1998, another change is that the purchases of HUF denom-

¢ - Inated government bonds by non-residents has been substan-

t1ally lower.
Primarily through the issues of the Debt Management Agency
abroad, the NBH and the Government were net external borrow-

“ersover the half-year. The extent of this was reduced by the inter-

vention purchases of foreign exchange by the NBH condueted

mainly as a result of the vigorous Caplt’ll inflow registered in the.

second quarter.

The private sector provided the main source of external fi-
nancing in the second quarter, This was mainly generated by eq-
uity inflows; balance of credit flows was not significant. The ten-
dencies in credit turnover were opposite to those in the preced-
ing year. Whereas credit institutions were net borrower in 1998
and net capital outflow was registered in the case of the corpo-

5 At this poing, we call attention o the fact that from 1999 credits to the
non-converiible current accounts of non-residents are not presented on the
expenditure side of tourism, but under import. In order to ensure comparabil-
ity with 1998 data, we also performed this adjustment for the preceding vear.
Thus, naturally, the figures presented in earlier publications have changed
with respect to the figures for import and expenditure on tourism. This change
has no effect on the balance of the current account, as it constitutes no more
than a rearrangement among its components,
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The “Quarterly Report on. Inflation” is a publication of the Na-
' tional Bank of Hungary, which aims to inform the public on a reg-
ular basis about recent and expected developments in mﬂatzon as
well as about the central bank’s assessment of the macroeconomzc:
process determining inflation. The aim is for the goals of monetary
policy to reach a wider public thawn before, such that the central
bank’s actions become easier o follow and interpret. This publica-
tion focuses essentially on the description and analysis of current
developments of a given period. The economic and financial con-
cepts and relationships determining future developments in infla-
tiore considered relevant by the central bank were Dpresented in our
first issue,” hence their detailed description is not given here.

> > <

-1 The first issue of the “Quaterly Report on Inflation” (November 1998} is available on the home page of the National Bank of Hungary.




V. External equilibrium

The decline in the financing capacity of households was due

‘first and foremost to the fact that households turned from finan-
cial investments towards real investments. Hence, the growth in -
-their financial savings decreased, while a vigorous demand was

registered in the real estate market. The sharp change in the
forms of savings was fundamentally caused by regulations. In-
vestment demand of households, postponed last year and com-

_pensated for this year, improved the last year’s net savings posi-

tion, and led to a deterioration of this year's figures.

Changes in the profitability of enterprises are rather difficult to
assess on a quarterly basis, for lack of more detailed statistical in-
formation.-Based on the indirect data available, their financing
requirement was significantly lower than in the same period in
1998. This had a two-fold reason:

— The disposable income of businesses was higher than in the

precedmg year. Productivity improved and changes in fi- -

nancial rules (taxes, subsidies, social security) facilitated the
improvement of corporate profitability, The withdrawal of
profits by foreigners was lower than [ast year, which also
points to a reinforcement of foreign investor confidence.
These reinvested profits increased companies’ gross sav-
ings.-

— In spite of the increase in disposable funds, corporate in-
vestment activity, although it continued to expand at a rate
in excess of the GDP growth,” did not reach the outstand-
ingly high growth rate characterised 1998. This may have
been attributable to subdued growth in external markets,
and in some parts of the country, the floods put the brakes
on development opportunities and the propensity to invest.

Based on busiriess surveys , a contradictory picture and polar-

isation can be seen both in terms of growth prospects and profit-
ability. On the one hand, the acceleration in domestic consump-
tion demand and signs of global economic recovery point to im-
proving sales opportunities. On the other hand temporary depre-

. ciation of the forint increased profits of net exporter companies.

in the second half of 1998. This year a slight real appreciation of
the forint can be expected, The transitory fund-increasing 11npact
of reinvested p1of1ts cannot be regarded as permanent,’ and
profit repatriation may approach an order of magnitude similar
to that in 1998.

All there factors point to an increase in the corporate financ-
ing requirement, as well. As this financing need can not be ex-
pected to be offset by the increase in households’ financing ca-
pacity, the deterioration of the external equilibrium position can
only be prevented by increasing savings of general govemment
if growth accelerates.

In the second quarter, the operational deficit of the general
government declined and approached the level expected for the
entire year: It is important that the deficit requirement provided
for in the Budget Act is implemented and the budget generates a
substantially lower external-financing requirement over the re-
maining part of the year.

4 In this statement, investment does nof include the impact of real property
sales, which reduces investment expenditure (negative investment),

4 withdrawal of dividends, however, does not show an even seasonal picture;
hence its impact cannot be filtered out.

Dperatignal savings and investment by sectors™

as a perceatape of GBP* -

. - Per cent

1997 | 1098 [ 1988 | 1998 | 1999 | 1999
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Notes: MBH estimate. Thﬂ datawsers changed also ratrospectively En compasison towhalwas
puhhsbed eacller because, accarding to our estimate, the most recent information avallable

since then kas an Impact aisu onincome distribution and uiilisation ratios.

Dwmg to rounding, the totai of the parts may dilfer Irom the fotal prasentedin the tabe.

* Indicatars are near o the accrval approach. Savings do not contain the forint effects aris-
ing from exchange rate changes on household deposit and crodil porticlios. Interest expen-
diture In il generat government balance (GFS deficit iess procecds of privalisation) Is pra-

sented using the acerual approach.
- ** Gross savings = disposable income {gross, that is, itincludes the valug of devaluation in

1he given year} less final consuraption. Disposable income includes the sum of the value of
the gross domestic product of the given period and ths balance of the income transfeis and
uarequited transters to nor-resklents anﬂ !ram 1n0i- reszdents to Hungary {accerdhng to hal-

anne of paymenis slnhsllcs)

[

1999 & QUARTERLY REPORT ON INFLATION % ~

'

49




V. External equilibrium

7 Changes in the net financing requu’ement and the .

.. seasonally adjusted deficit in the curren
s percentage of GDP - i
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1 Net savings position

Current account indicates economy’s saving-investment bal-
ance. The saving-investment balance defines a “theoretical”
currentaccount; its balanceis referred to as the net fisiancing ca-
pacityrequirement’ in accordance with international usage of
the term. This indicator differs from the published current ac-
count figures,” but better reflects changes in the behaviour of
economic agents determining the future external equilibrium
position. :

Based on the first two quarters of the year, it can be observed
that the rapidly deteriorating position of the economy’s external
position, which characterised 1998, has slowed down. Measured
in percentage of GDP, the externel financing requirement de-
clined further in the second quarter of 1999 relative to the first
quarter and now stands at the level of the same period of the pre-
ceding year.

The favourable external position is attributable to the fact that
the financing requirement of the private sector was more re-
strained than in the same period in 1998 and offset partly the
higher state-financing requ irement. The additional deterioration
in the position of general government over the first quarter of the
year increased the funds of the private sector and particularly that

of companies. Nevertheless, the private sector did not alter its in- -

vestment or consumption plans in spite of the additional funds,
but increased its net savings (financing capacity), By the second
quarter, the net savings of the private sector declined, but the fi-
nancing requirement of general government also decreased.

! In accordance with our previous Report on Inflation, but in contrast to other
NBH pubiications, the positions of economic agents are nQw given in opera-

tional terms (i.e. net of inflation) so they are now in a more easily understand- .

able connection with real economic decisions that deterinine them. While ear-
tier the compensation for inflationary depreciation on net financial wealth was
presented as income or current saving, in the present setting only interest rev-
enues in excess of inflationary compensation are regarded as income, and
only the part of financial wealth in excess of inflationary compensation, as sav-
ing. . .

% The difference between.the published and the theoretical current account
arises from the fact that the Hungarian balance of payment statistics are still
based on the cash-flow approach, that is, they fail te capture the transactions
beiween residents and non-residents, which do not involve payments, while
there may be cases, when flows which, in an economic sense, could be re-

garded as revaluation, are captured as transactions. Inadditicn, there may also

be time lags between real transactions and money flows. The shorter the mea-
sured time interval, the greater the refative defay and the difference between
data compiled on accrual and cash flow basis. This also appears in the quar-
terly data on the current account and on the net external financing require-
ment,
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IV. Supply side faciors

best, they can only adjust to modifications in the real effective ex-
change rate occurring because of changes in cross rates ex post.
Thus, these indices better reflect the intentions of economic pol-
icy and the enforcement of the nominal anchor role of the ex-
change rate. If economic agents regard the fluctuations of the ex-
change rate within the band and changes in cross rates (albeit the
latter is less probable) as transitory, these indexes can provide a
picture also of changes in the long-term trend in competitive-
ness. In contrast to developments of the preceding quarter, the
impact of movements of the forint within the band was minimal
on the indices (an appreciating effect of about 0.5%). The effect
of the weakening euro against the dollar in the second quarter,
however, continued to appreciate the forint by about 1% in an ef-
fective sense against the - currency basket.” The consumer price

" based real exchange rate nef of fluctuations within the band and

cross rate changes continued to be stable, reflecting the fact that
economic policy did not modify the exchange rate path in spite
of the real depreciation occuring due to the nominal exchange
rate depreciation within the band, as a result of the emerging
market crisis, and the surprising disinflation of last year,

The real exchange rate based on wholesale prices in manu-
facturing - that largely contains tradeables-, without the effects of
cross rates and exchange rate fluctuations within the band con-
tinued to show a stable real depreciating trend. In case of the in-
dex, which includes fluctuation within the band as well, the phe-
nomenon seen for consumer price based indicator-namely that
the real devaluation,which took place last year, seems to have
been turning back- can be observed here as well,

An analysis of changes in Hungary’s competitiveness against
various regions reveals that since the beginning of the year, a real
appreciation has taken place vis-d-vis the advanced countries
and the East Central European countries (about 5% since Decem-
ber of last year), In contrast, the forint depreciated in real terms
against the Asian currencies, as a result of improving economic
prospects in that region.” Real appreciation against developed
countries —as presented above —was basically dueto the fluctua-
tion of the forint within the band and cross rate effects, In the case
of real exchange rates based on unit labour costs, the last quarier
of 1998 constituted a marked turnabout. The ielatwely stable
trend-like tendéncy of real depreciation, which lasted since early
1997, seems to be reversing since the end of 1998, showing signs
of slight real appreciation. This, similar to what was said in the
case of the consumer price-based real exchange rates, is attribut-
able largely to exchange rate movements of the forint within the
band and cross rateeffects. The index net of fluctuations within
the band and the cross rate effects reveals that, with the slight real
appreciation taking place over the last two quarters, the index
only returned to the earlier trend. The trend-like real deprecia-
tion lasting since 1997 can be regarded as an equilibrium pro-
cess, because the capital/labour ratio has been continuously in-
creasing in the manufacturing industry, hence stagnating profit-
ability/unit of capital must be concomitant with growing profit-
ability/unit of output relative to foreign countries.

* The movement of the euro/USD cross rate influences competitiveness be-
cause the currency basket contains doflars in a greater proportion than what
would arise from the effective siructure of foreign trade., Owing to this, a
weakening of the euro has an appreciating impact in an effective sense rela-
tive to the official rate of devaluation, while in the case of a strengthening of
the euro, this holds true in the reverse.

® Data are available for a wider range of countries only until the first quarter of
1999.
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1V. Suppiy stde factors

Average capacity utilisation in the manufacturing
industry? :

Per cent
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capital could provide solutions. As the wage data published by
the CS8O since January 1999 cannot be compared to those of ear-
lier years, our detailed data by sector only enable us to generate
annual indexes, which present trade cycle processes in a dis-
torted manner, Nevertheless, we can form a picture of the aver-
age wage development of the market and the public service sec-
tors with the help of the wage data of businesses employing more
than 10 people presented in a comparative structure by our own
calculations. The statistical analysis of this time series shows that
the decline in nominal wage growth rate continued in the market
sector even though it decelerated slightly in the second quarter of
1999. In the case of the public service secior, the outstanding
wage increase of the first quarter, which was a result of largely
non-recurrent effects as presented in the previous report — was
adjusted for in the second quarter.

2 Capacity utilisation

ﬁ'n the second quarter of 1999, the decline in average capacity
A.utilisation in the manufacturing industry continued.! This ten-
dency was reinforced from the autumn of 1998, to which the re-

straint of the trade cycle in the external and domestic markets in-

- creasingly contributed. Then, in the second quarter of 1999, the

investment activity of the manufacturing sector again accelerated
in contrast to the former slackness. In the meantime, demand did
not recover substantially and output growth has not become
more dynamic, which could also have contributed to a reduction
in capacity utilisation. Vigorous investment activity could, how-
ever, be a sign of the expected recovery in ocutput and export
growth, which may lead to a rise in average capacity utilisation,

In 1998, the decline in average capacity utilisation was accom-
panied by a reduction in the share of companies struggling with
capacity shortage and a rise in those indicating surplus capaci-
ties. In 1999, the decline in the number of those complaining of
shortages came to a halt, while the number of those indicating
surpluses continued to rise, although at a rate lower than before,
The share of those pointing to capacity surpluses relative to ex-
pected demand is higher than the average in metallurgy and met-
alworking as weil as in machine manufacturing, while the data
for the building materials industry point to problems with capac-
ity structure. Of the factors restricting production, slack demand
continues to be decisive overall, while capacity shortage is an in-
significant restraining factor.

3 Compelitiveness

#'n the second quarter of the year, the tendency of a reversal of
Ethe substantial real devaluation, which took place in the course
of 1998, continued, but the real exchange rate indexes are still
more devalued than the level of the second quarter of 1998, prior
to the ocutbreak of the Russian crisis. Similarly to our previous re-
port, in addition to changes in the real effective exchange index,
changes in indexes which filter out the effects of exchange rate
fluctuations within the band and cross-rate changes are also pre-
sented. When announcing the exchange rate course, the Govy-
ernment and the NBH do not take into account the effects of ex-
pected fluctuations within the band and cross rate changes. At

! The large multinational companies also active in Hungary do not, with a few
exceptions,; participate in the KOPINT/DATORG survey.
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The main goal of the National Bank of Hungary is to reduce inflation permanently to the level of
inflation in the European Union. Predictable and modest interest rates concomitant with a low in-
flation environment facilitate long-term, rapid economic growth. Inflation continued to slow in
the first half of 1999 — then the annual rate of inflation rose above 10% again as a result of one-off
effects in July—August of 1999, which could not be influenced by monetary policy. The NBH be-
lieves that changing the system of price subsidies for medicine will leave the long-term trend of
inflation unaffected and the disinflation will not be disrupted by temporarily higher consumer
price indices. Although the core inflation index calculated by the NBH, which shows the trend of
the inflationary process, also increased as a result of the medicine price increase (9.5%), the Bank
continues to forecast a single-digit rate for annual price increases. This tendency is reinforced by
the factthat as a consequence of economic growth being slower than last year, the inflationary ef-
fect of demand growth has subsided. Slower growth also pointed towards the stabilisation of ex-
ternal disequilibrium. Slewing investment expenditures by the corporate sector and the be-
low-average wage increase for those employed in the private sector resulted in a more modest
expansion of domestic absorption. A correction took place in the private sector only so far, while
the general government did not contribute yet to an economic environment which would guar-
antee a sustainable external equilibrium position in the event of faster growth.

The 12-month growth rate of consumer prices dropped to 9.1% in June 1999 rising to 10.9%
in August, following a 10.3% rate in December 1998, The development of inflation is attributed
fundamentally to three factors by the National Bank of Hungary which are continuously moni-
tored when implementing monetary policy. With regard to the permanent reduction of inflation,
the development of the aggregate demand and supply relationship within the economy is one of

“the most important factors. Inflationary expectations also play a major role both in price forma-
tion and nominal wage developments, The third component is imported inflation which is the

sum of the changes in the forint exchange rate and inflation abroad. These factors define the trend
of the inflationary process. In addition, the development of inflation is influenced by individual
effects as well, such as changes in the taxation regime (which trigger one-off changes in the price
leveD), regulated price measures and supply sidg shocks.

In 1999, the development of inflation has been influenced primarily by individual ef-
fects. While over the past few years the price increases of products and services subject to price
regulation gradually converged with the rate of inflation recorded for other products, this ten-
dency reversed in 1999 and the increase in the price of services subject to price regulation ex-
ceeded the average rate of inflation by 10 percentage points. Changing the system of price subsi-
dies for medicine boosts annual inflation by approximately 0,7%. Parallel with the 10.9% increase
in the entire consumer price index in August, the rate of annual inflation for products with
non-regulated prices was only 8.5%. In addition to administrative effects, supply side shocks
which facilitated rapid disinflation over the past two years also appear to have reversed, albeit the
projected faster growth of food and energy prices only affect this year’s inflationary indexes to a
limited extent. It is important to emphasise that the transitory nature of these supply side shocks
was taken into consideration by the Government and the NBH when defining the inflation fore-
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cast and the exchange rate path. For example, neither the temporarily faster drop in food prices,
nor their subsequently faster increase affected the exchange rate path asthe Government and the
NBH intend to influence the long-term trend of inflation by announcing the exchange rate path in
advance.

Of the factors detelmimng the inflationary process over the long tenn the development of
supply and demandand imported nﬂdp‘z 1continued to support the decline in inflation. Accord-
ing to the exchange rate path set by the G(gvex '‘nment and the NBH, the devaluation of the forint is
to decline to 6.5% in 1999, down from its devaluation of 10.4% in 1998. The rate of inflation con-
_tinues to be low at Hungary’s most immportant trading partners, although the increase in oil prices
. fesulted ina rise in inflation even in those countries: the inflation rate in the euro-region rose from
' 08% at the end of 1998 to 1.2% by August 1999.

" In the coming period, the co-ordination of mflationaly expectations is a key issue in main-
taining the designated disinflation path. This year’s indices are influenced by one-off factors
which have no direct impact on supply and demand factors defining inflation over the long term,
but directly influence the costs of living. This year’s higher consumer price indexes might be used
by employees when they bargain for wages and by pIOdLlCGlS when they determine their prices.
" These retrospective inflationary expectations might become self-fulfilling prophecies, and main-
taining nominal discipline will only be possible at a lower level of employment and output.

With regard to the development of aggregate supply and demand, lower than expected
growth of foreign demand was decisive, but economic analysts and surveys indicate that the
trade cycle is turning upwards. Less favourable development of export sales opportunities re-
duced domestic demand by the private sector. As a result of changes in the growth dynamics of

domestic and foreign demand (5.2% and 6,8%, respectively), GDP mcreased by 4% in the second
quarter according to the NBH’s estimates.

Slower demand by the private sector affected the corporate sector first and fore-
most, while household demand rose at a rate similar to last year. In the second quarter, general
government was no longer burdened by the extraordinary expenditures which appeared cumu-
latively in the first quarter and it was possible to correct its excess spending in the first quarter.

The external equilibrium position was similar to the first quarter of the year. Bearing in mind
that the country’s external equilibrium position showed a considerable deterioration as of the

third quarter of 1998, the data for the first two quarters can be evaluated as showing signs of sta- -

bilisationin the external equilibrium position, primarily as a result of more modest investment de-
mand. :
The economy was influenced most significantly by changes in the economic conditions of
Hungary’s foreign trading partners. The economy of the European Union is already showing
signs of recovering from the growth recession, with import demand in the EU increasing in the
second quarter. This favourable effect, however, is not reflected yet in Hungary’s foreign trade
data. Recession continued at most of Hungary’s Central and East European partners, although the
drop in exports which characterised the preceding quater proved to be only temporary. There are
no signs yet of a revival of trade relations with Russia. Annual g1owth rates of export continued to
decelerate, although the short-term, annualised rates show the sign of acceleration of exports.
The private sector reacted ﬂeXﬂ)ly to changes in the business cycle. Current costs in the busi-
ness sector adapted rapidly to the projected growth in revenues. Nominal wage increases
(15.29) in the market sectors fell more quickly than eatlier, parallel with the faster reduction of in-
flation. Growth in investment expenditures by busmesses also slowed. Compared to the same
quartter of the previous year, investiments in the economy increased by 6.8%; within this, invest-
ments by the corporate sector were only a few percentage points higher, indicating a substantial
decline compared to the growth which exceeded 20% for the whole of 1998. At an aggregate
level, corporate profitability did not decline, however, from which the conclusion can be drawn
that investment growth may become vigorous again as the business expectations, stabilises. This
picture may be modified by the fact that the profitability position of companies pursuing different
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the potential bottlenecks in market sérvices, labour shortage in
the manufacturing sector does not pose a direct threat of infla-
tion; adjustment here may appear on the output side through de-
teriorating competitiveness, Shott-term possibilities for solutions
available to the state are different in the case of the bottlenecks
arising in the manufacturing sector and the market services,
There is a relative shortage not of white collar labour dominated
public services, but of skilled blue-collar labour, hence the state

" may create the potentially missing labour reserves by slimming

down and rationalising the large companies in which it still holds
amajority stake, Over the longer terin, a review of the priorities of
education — promoting quality vocational training rather than
higher education which already generates oversupply in many
respects — and enhancing the regional mobility of labour and

Do we interpret wage inflation properly?

In an economic sense, wage inflation as-touched upon in the
November 1998 report means the change over time of wzit

- priceé of labour. In addition tofiltering out the composition ef--
fect from the average wage indexes as was then presented, it is
also important to filter out the distorting effects of changes in
the unit taken as a basis itself, In practice, this can be ap-
proached through the change in the average monthly number
of working hours in industry, which characteristically applies
payment by performance for blue-collar labour. That is to say,
beside payment by performance or by the hour it is niore ex-
pedient to define wage inflation as changes in the monthiy auv-
erage hourly wage instead of the monthly average wage ad-
justing to the practice of advanced countries.

As we do not know to what extent the companies inasec-
tor are characterised by linking wages to the number of hours
worked, the '1djustment can be carried out only after steiisti-
“cal testing. That is to say, wages are adjusted only if, in the
case of a given sector, we regard the impact of the chaugfc in
the number of hours as statistically significant, Our aggre-
gated wage data, however, are not suitable for the “retrospec-
tive” testing of the number of hours impact —the original wage
‘data.should themselves be collected converted to ‘number of
hours and published. This would ensure that we do not mix
up wage inflation with the impact of changes in the number of

“hours worked, whlch inflyences monthly average wages.
Changes in the average numbcr of llours worked a week in thc.
m:umfacturing industry
Hom/week
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Changes in the unemployment rate

DPer cenl
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_* Seasonuily adfusted thne series based on the CSO publication "Labour Markel
Charactersstics” calculated in 2 manner comparable in thne. Unemployment inter-
preted in accordance with the 1.0 definition.
Changes in wage inflatien by natienal economic seclors*

Per cent
1998 1999

_ o 02 | 03 | 04 jor-04) 01 | Q2
Agriculture, fishing, forestry 16.6 | 16.4 | 16.1 | 18.5{ 145152
Mining 1067 51 58(11.31136]184
Manufacturing 181 17.2 1166 | 17.6 | 150 158
Electricity, gas, heat and water
supply 1991187 17.7 193 | 156 | 16.4
Construction 16.8 [ 156.1 | 141 1 16.2 | 13.7.[ 10.7
Retail, maintenance of road vehicles
repairs 1691661651169 [ 14.0 | 14,3
Accemmodation services, catering | 13.3 1 13.0 | 12,6 33.2 1 141 12.7
Transportation, storage and tele- .
communications 215 (21412131214 1411144
Financial activities and supplemsan-
iary services 26.112561252]259(19.0|17.0
Real estate and business services | 30.9132.0{31.9;304 | 21.8 | 17.0
Public administration, social secu-
rity and defence 1781180 | 1821180 1 23.2 | 20.0
Education 23.8 1196159214227 119.0
Health and social care 1951154 94 {162 159 1 12.3
Cther communal, sosiai and pey-
sonal services 16.5 1157 [ 143 | 158 | 1.7 {131
Nationai economy total 194 (182 | 17.0 | 187 [ 167 | 15.8

*In respect of businesses, lite data apply to thase employing more than 10 pecple in 1998,
but to those with more than 5 employess from 1999, Annual indexes calculated by the HEBH
from seasonally-adjusted wage data for 1998 and from comparably stractured original data

for the first quarter of 1959

Changes in wags inflation in cerlain priority sectors*

"~ Pereent

o 1899 01 189902
National economy, total 16.8 158
Private sestar 16.2 R[5

Manufasturing 15.0 158
Retaitand repairs *14.0 143
Other private services 168 5.2
Public sector 21 2 17.5

* Projected to cnnslani 19‘38 employnent strugture in order to fally filter out the cnmpesmon
impacl. Annual indexes calculated by the NBH from cornparably stfuclwed nnglnal data.- . -

1.2 Changes in unemployment

According to the CSO household sunvey, the unemployment rate
sank below 6.8% in the second quarter of 1999. The change in the
demographic composition of the population slightly distorts the
rate downwards, but nevertheless, according to our calculations,
the significance of this distortion is negligible in terms of figures.

1.3 Changes in wages .

According to CSO data, in the section of the national economy in-
cluding the budgetary sphere and businesses employing more
than 5 persons gross nominal wages increased by an average of
16% cotnpared to the same period of last year. Taking inflation
into account, this corresponds to an average real wage growth of
more than 6%. The average for the national economy continues
to be a result of relatively high wage increases in the public ser-
vice at 17.4% and lower wage increases of 15.3% in the competi-
tive sphere. Wage increase in the market sector, which was some-
what higher than the index of the preceding quatter, is attribut-
able to the composition impact arising from the change in the
structure of employment, The significance in employment of cer-
tain sectors with above average wage increases grew, which dis-
torted the average wage index of the market sector upwards.

Actually, net of this impact, the wage index of the market sector
declined slightly relative to the preceding quarter, rather than
showing an increase. The modest (0.1 percentage point) de-
crease in the annual index is due to the fact that growth in the
wage indices of certain manufacturing sectors — machine and
metal base material manufacturing — increased the annual wage
index by nearly 0.5 percentage points in the second quarter rela-
tive to the first, which was just offset by the decrease in the wage
growtlr of the other sectors.

In the light of what was written in the Bank’s earlier reports re-
garding the relationship between inflation and the labour mar-
ket, it is remarkable that the annual wage indexes suddenly in-
(_reased precisely in the two most dynamically growing sectors of
manufacturing industry in the second quarter. The leap in the
growth rate of average wages of blue-collar workers in the ma-
chine industry, which has been continuously expanding the total

number of its blue-collar workers since 1996 and which repre-

sents the greatest weight in the total of the manufacturing sector,

deserves particular attention. Beyond certain problems of meth--

odology (see box), these developments pose the question of a
possibility of bottlenecks in the labour market, Earlier, such dan-
gers were emphasised primarily in respect of white collarlabor,

which constitutes the labor source primarily for market services.
The increase in the number and wages of machine and metal -

base material manufacturing may indicate an eventual shoriage
of skilled blue-collar labour (well-trained/trainable skilled
worlcers). Such a relative labor shottage is also indicated by the
fact that, according to the CSO household survey, the rate of eco-
nomic activity rose to the highest extent in the regions dominated
by the largest firms in these sectors. It is particularly remarkable
that the employment rate was nearly 56% in the Western
Transdanubian region, which demonstrated an annual industrial
output growth of approximately 33% in the second quarier, This,
together with the unemployment rate sinking to 4.5%, indicates
that industrial recovery in the region has already absorbed the
greater part of the potential local labour reserves. In contrast to
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activities and different market orientations differs from one another. Surveys of economic pros-
pects indicate that, in addition to some businesses which are operating with a high rate of capac-
ity utilisation and substantially expanding their staff, there was also a set of companies operating
with low capacity utilisation in an unfavourable market position. .

Fundamental changes can be observed in the adaptation of households to the business cy-
cle. According to our estimates, the growth rate of household real income slowed down (to 3%),
but households are attempting to maintain a relatively stable expansion of consumption.
This occurred partly as an impact of income distribution, as transfers to households with a gener-
ally higher propensity to consume have increased at an above average rate {(5%) in 1999. Con-
versely, as a result of the development of the financial intermediary system, consumer loans have
become accessible to a wider range of households which had struggled with liquidity constraints
in the past. Hence, households are able to maintain the desired expansion of consumption in
spite of a lower growth of income, which is regarded as temporary.

Gross savings of households evolved ata level similar to that in previous years, but stag-
nated when taking into account the impact of the pension reform. The distribution of gross
savings between financial savings and investments changed significantly, Household
investments increased partly asa result of housing construction projects postponed last year due
to the introduction of the opportunities to partly reclaim VAT which, in turn, resulted in a decline
in financial savings. Incredasing buoyancy in investments Went hand in hand Wlth the deterio-
ration of the net financing position of households. '

" In the second quarter of 1999 the general government corrected the demand iin-
pact of the first quarter, which occurred partly as a result of the correction package accounting
for 0.4% of GDP and partly as a result of the postponement of public investments. In spite of
slower-than-projected economic growth and inflation over the first half of the year, budgetary
revenues grew broadly according to the projections and the excess in the personal income tax
revenues offset shortfalls in several areas (mainly in VAT revenues).

Domestic supply grew strongly as a result of last year’s spectacular investment activity, and
capacities also expanded. At the same time, the growth rate of industrial production slackened,
hence high capacity utilisation noted earlier in the manufacturing industry showed a diminishing -
trend in the last three quarters. According to corporate surveys, the ratio of companies struggling
with capacity shortages also fell. At the same time, potential labour utilisation increased as a de-
layed effect of the strong growth last year and the rate of unemployment fell to 6.8%.

Wage inflation continued to drop over the previous quarter (15.8%). The rate of wage in-

. creases was below the average in market sectors more strongly disciplined by profitability re-

quirements (15.1%), while the nominal rise in gross wages was 17.5% in the public service sector.
A reallocation of market positions is reflected by the fact that the wage growth of non-commercial
services , which used to post wage inflation far above the average in earlier periods, fell sigunifi-
cantly (15.2%). Wages in the manufacturing subsectors increased at 15.8%, which is above the
average, indicating bottlenecks in skilled labour. Wage increases in the manufacturing industry

‘do not have a direct inflationary impact as foreign market competition restrains the opportunities

to increase price in this area, although the danger is there that companies less restrained by
product market competition will be forced to offer higher wage increases when competino forla-
bour. .
In the second quarter, the gap between GDP growth and domestic demand continued

to become narrower, which pointed towards the stabilisation of the external equilibrium posi-
tion. The current account balance developed similarly to the second quarter last year and an
improvement could be observed over the nadir after the outbreak of the Russian crisis. Substan-
tial reallocations were noted in the components of the external financing requirement over the
previous quarter. Net savings of the corporate sector, which have continued to rise, offset the di-
minishing financing capacity of households, while general government has alr eady made a par-
tial correction for its greater fmancmg requirement in the first qualtel However, the envisaged
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uptum in investment activity will result in a drop in corporate financing capacity. Further budget-
ary adaptation is required in order to achieve fast, but sustainable economic growth.

Implementation of monetary policy in the second and third quarters of 1999 was
defined by the fact that the attention of international capital markets turned primarily
towards the advanced countries. Expectations of a tighter monetary policy in the United
States increased the interest premium expected from investments in the emerging countries. Do-
mestic economic processes also justified the pursuit of a prudent interest policy. Al-
though the economy is less overheated than it was in 1998, certain sources of danger have
emerged in respect of the development of the inflation path, such as the increase of regulated
prices and the rapid rise in oil prices, which foreshadows a possible blowdown in the reduction of
inflation.

The most 1mp01tc1nt change in the development of monetaly conditions in 1999 was brought
about by the planned change of the real exchange rate path. In 1999, the Government and the
NBH have cut the devaluation rate three times, as a result of which the real exchange rate
path has been restored which can be characterised by an annual 2-3% appreciation
wich is in line with the productivity growth differences in the tradable and non-tradable sectors.

In Hungary's crawling peg system, the forint interest level is influenced by the announced
rate of devaluation, its envisaged movement within the exchange rate band, foreign interest rates
and the risk premium. Consequently, to a great extent the development of real rates depends on
the real exchange rate pclth defined as the gap between the inflation difference and the devalua-
tion of the forint, Last year’s real depreciation resulted in high domestic real interest level over the

- second half of the year. As a result of this year’s modification of the exchange rate path, real inter-

ests declined and, by the end of June, the real interest rate settled at around 4% for
three-month market instruments, At the same time, the risk premium on forint investments
continues to be higher than it was prior to the Russian crisis and has stabilised at a level
around 550 basis points. The higher premium primarily reflects the general uncertainty about
emerging markets, as country specific factors —the end of the war in Kosovo and the stabilising of
the external equilibrium position — should justify a diminishing premium instead.

Last month, the two constituents of monetary conditions changed diagonally. While condi-
tions became stricter in terms of the exchange rate policy, real interest rates declined
in comparison to last year’s high Ievel. As the combined result of these two effects, monetary

policy moved towards greater nominal discipline. The most dynamic part of the-economy in- .

cludes companies with foreign trade relations/foreign ownership, for which borrowing in for-
eign currency is accessible and exchange rate risk is cheap to hedge, hence their decisions are not
affected by domestic real interest rates. On the other hand, the tightening of the exchange rate
path exerts a direct influence on their price and wage increasing opportunities. Conversely, com-
panies drawing on finance domestically in forints were more strongly affected by the slowdown
in the growth of domestic demand and the recession in Eastern Europe. In their case, the reduc-
tion in real interest rates facilitates stabilisation of their financial position.

Pricing by commercial banks was characterised by the fact that the interest margin between

the market and bank facilities increased once again. This process was observable in the price for-
mation of both loans and deposits. The increase in the margins between deposit and lending rates
" can be explained by a deterioration of the banking sector’s profitability and may also be related to
a deterioration of the loan portfolio of commercial banks and it was partly made possible by a
portfolio change by household for banking assets as a consequence of the last year poor perfor-
mance of mutuals and the stock exchange.

Longer-term interest expectations of the money and capital markets increased substantially
in the past few months. The increase in the long-term interest rate expectations in
May-August is only partially explained by a rise in long-term inflationary expectations or a drop
in the propensity to assume risks with respect to emerging markets. The rise in long forint interest
rates was caused primarily by the substantial rise in long-term dollar and euro yields.
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the case of both men and womert: hence, this is a process that
cannot be explained by demographic reasons. We attribute
this expansion in the employment of the 55-59 year-old age
‘group.to 4 non-recurrent distorting effect. This is substanti-
ated by the fact that this age group, which accounted for less |
than 4% of total employees last year, represented nearly a fifth
of the total expansion in employment over the first half of this
year, Had employment also increased at the average rate in
the case of the 55-59 vear-old age group, the rate of total em-
ployment expansion would have been 2.9% insiead of the
' 3 6% measured for the first half of the year,
~Changes in employment by sectors also calls attention to
an interesting development. 'The “Refail and mainienance”
sector, representing less than 13% of national employment,
contributed more than a third of employment expansion in
the first half of 1999. Employment by the sector has increased
“more than 10% since the first half of 1998, which also points to
this disproportion (the rise in the number of employees in
other sectors was also substantial but owing to the lesser
weight of these sectors, these did not have such an impact on
‘the total). Although such an expansion in employment in
‘trade does not coniradict trade cycle processes and can also
be explamed by the changes taking place in the structure of
t:admg, itmay well be that at least a part of the expansion is a
result ‘of non-recurrent effects. According to NBH calcula-
tions, had the number of employees in this sector risen also at
‘theaver agenate over the first half of the year, the annual rate of
empioyment growth in: all ‘of the national economy would
have been 2.7% rather than the measured 3.6%. o
CAILin all, it can be estabhshed that the tendency in the ex-
-'panswn of employment is unambiguous even after filtering
out all potennaliy distorting effecis. Net of the impact of de-
'_mogmphic composition, the tise in the retirement age and
certain positive sectoral shocks, employment increased by at
Jeast 2.7-2.9% in the fnst half of 1999 in compauson to the
“same period’c of 1998 : : R

According to the institutional employment statistics of the
CSO, based on budgetary and non-profit institutions and busi-

" nesses employing more than five persons, employment in the

whole national economy increased only slightly, by 0.6%, be-
cause of declining employment in the public sector over the sec-
ond quarter of 1999 relative to the same period of the preceding
year, Similar to the preceding period, the dynamic (2.2%) expan-
sion in employment in the private sector was a result of declining
employment in the agricultural sector, a rise in the manufacturing
industry to a smaller extent, and growing market service employ-
ment, to a larger extent. The 1.1% increase in the number of peo-
ple employed by the manufacturing industry can be linked
mainly to machine manufacturing, which continues to grow dy-
namically (by nearly 6%), and to the related expansion in the
metal base material manufacturing sector. As for commercial ser-
vices, employment rising at a total rate in excess of 5% is attribut-
able to the increase in the number of employees by the labour in-
tensive accommaodation services, real estate and business ser-
vices sectors, in addition to the 11.5% expansion in trade, Within
the budgetary sphere, the total 2.6% decline in employment was
distributed evenly among the public service sectots.
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V. Supply side factors
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1.1 Changes in employment

According to the CSO household survey, employment expanded
by nearly 4% in the second quarter of 1999 compared to the same
period in 1998. The seasonally-adjusted time series indicates a

1.1% annualised employment growth in comparison to the first:

quarter of 1999, That is to say, the rate of expansion in employ-
ment is still fairly high even after the outstanding value measured
in the first quarter. According to the NBH analysis, there are trade
cycle processes as well as non-recurrent effects attributable to

- the changes in demographic composition, the raising of the re-

tirement age and a sudden increase in the headcount of a sector
underlying this process,

Whatﬁxlﬁfamsrthe surpﬂsﬂlgexpamsmnm R

:knowm i _a b: edkdov»n by bﬂCtOiS

)

NATIONAL BANK OF HUNGARY

v

Summary

- Itwasan interesting phenomenon last year that while demand among the participants in the
money and capital markets fluctuated widely, the domestic actors of the real economy continued
to increase the weight of foreign-denominated instruments within their assets. Demand for nar-
rower and broader monetary aggregates increased at a rate in excess of nominal GDP. The real
value of M1 and broader M3 exceeded the value measured in the second quarter of 1998
by 6.3% and 7.1%, respectively. However, the slowdown in turnover speed grew less pro-
nounced in comparison to the previous year.

Non-intentional money holdings may have an inflationary effect over the longer term
through greater spending by households directly or indirectly, and it results in the deterioration
of the external equilibrium position. Theréfore, monetary policy monitors the development of
these aggregates. The Bank’s analyses indicate that currently éintentional components play a
decisive role in the rise in money holdings. The rise in narrower aggregates is justified by the
fact that the opportunity cost of money holding has declined with the drop in inflation, conse-
quently, households expend less energy in optimising the level of their stocks of money. The im-
pact of a portfolio reallocation also contributed to the increase in broader aggregates. Because of
the increasing uncertainty of the yield on stocks, households rechanelled their portfolio towards
fixed income instruments.

Companies’ net financing requirement declined substantially this year. The drop in the de-
mand for loans and the rise in the portfolio of financjal assets contributed equally to the improve-
ment, indicating that companies have most probably postponed their investments, but that their
profitability has not deteriorated at an aggregate level in spite of their doubts concerning future
sales opportunities. However, a shift has taken place within the structure of loans. A shift towards
foreign borrowing is observable, which can be explained by the fact that large share of the corpo-
rate sector is in a natural hedging position through their projected export revenues against ex-
change rate risk so they can make profit on the increased risk premium included in the local inter-
est rates,
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III. Demand factors

Annualized trend growth rates in the different import
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oration in the balance’s trend is explained primarily by the in-
crease in the trend of travel expenditures.

Apart from this change affecting travel, the tendencies prevail-

ing are ones which we have identified on the basis of the data of
the first quarter: a strong increase in 'expenditures by construc-
tion services, which traditionally show a surplus, and a major de-
cline on the incomes in transportation resulted in a balance less
favourable than last year. Although as regards the latter, there is
no doubt that the deterioration in the second quarter was not as
significant as that in the first quarter, This is due partly to the fact
that the base in the first quarter last year was extraordinarily high.
Consequently, this decline could have been expected to some
extent. The milder decline in the second quarter already reflects
the ,Yugoslav-war” effects, The continued deterioration of the
services balance, which showed a deficit in the past, was charac-
terised by a decline in credit side rather than an increase in the
debit side. This is particularly true for technical and cultural ser-
vices. In the chart below the trend in the services balance iltus-
trates very well that the deteriorating tendencies continue. Al-
though the end of 1998 was characterised by some degree of sta-
bilisation because of the development of non-travel services, the
first two quarters of this year brought about an mcreasmg deteri-
oration of the processes.
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I Development of inflation

"‘E"‘ he decline of the headline consumer price inflation stopped
in the middle of 1999. The t2-month index reached its mini-
mum in May at 8.9%, rising to 10.1% by July. Market analysts have
also adjusted their inflation forecasts upwards both for 1999 and
(albeit to a lesser extent) 2000, The question naturally arises
whether there is a teversal in the decline of trend inflation, what
the reasons for the recent increase in the headline CPI inflation
are, and what the position of the Banlk is, concerning these devel-

opments. This chapter of the Inflation Report will discuss these

key issues.

In the assessment of thie National Bank of Hungary we cannot
yet-talk about a halt or reversal of the disinflation process in spite
of the increase in the headline consumer price inflation. The rea-
son for this is that the increase in the CPI inflation is basically
caused by changes which are indeperident of changes in supply
and demand: the extraordinarily high increase of administered
prices and the changes in the system of price subsidies for medi-
cine, which led to a one-off jump in the price level. These do not
necessatily imply a sustained or higher growth rate.

In addition to this, changes in prices were influenced by a
number of supply-side shocks and the positive shocks experi-
enced one and a half to two years ago have mostly been re-
versed, Increases in energy prices on the international markers
have pushed prices up and the increasing strength of the interna-

- tional economy points towards a future increase in raw material

prices. Another factor, which may potentially fuel inflation, is if
the growth rate for agricultural prices turns out to be higher than
fast year's extremely low figures. When stipulating the exchange
rate policy and this year’s intlation forecast, both the government
and the National Bank of Hungary took into consideration that
benevolent shocks cannot be relied on over the long term, Last

_year’s drop in inflation, which was faster than the long-term.
trend, will be followed by a smaller decline this year.

Evolution of the inflationary trend is crucial for the assessment
of the long-term processes. Fundamentally, the NBH believes
that the core inflation index is the most reliable tool to reflect the
trend in inflation. The index currently used by the NBH primarily
includes products whose price changes (either as a result of reg-
ulated or market-based price formation) can be anticipated rela-
tively well in the Hungarian inflationary environment. In addi-
tion to the items already filtered out, changes in the prices for the
category of medicine and medicinal products have been elimi-
nated from the core inflation index for reasons inherent in the
transformation of the subsidy system, due primarily to drastic
changes in medicine prices in July. The index thus obtained still
indicates some change, having risen to 9.5% in July from 9.3% in
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I. Development of inflation

Changes in certain components of the consumer price
index* (with 1999 weights)
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June, albeit it did not reflect such a sharp turnaround in the trend
as the total consumer price index.! Because of the considerable
weight of single effects, alternative indices are ‘also presented
which reflect the evolution of trend inflation. Once the direct im-

" pact of shacks was removed by using various methods, the fall in

inflationary indices was not as fast as in documentex inflation,
Notice should be taken of the fact, however, that the drop of
these indices was neither halted (nor reversed) in the second
quarter of 1999,

No matter how imperfectlty documented CPI inflation reflects
underlying inflationary processes, it does function as an “yard-
stick for inflation” both for market actors and economic policy
makers, for lack of any other consistent inflationary index that is
substantially different. Rising consumer price inflation may in-
crease market participants’ expectations of future inflation : it
may lead to higher costs and wage inffation, smaller savings and
higher consumption, etc., which may become a self-fulfilling
prophecy rendering disinflation increasingly costly. Therefore,
co-ordinating inflationary expectations is a key aspect of main-
taining the announced path of disinflation. The National Bank of

- Hungary facilitates the emergence of a concerted, forward look-

ing pricing behaviour by safeguarding the credibility of the an-
nounced exchange rate path, which is to have a declining steep-
ness.

Indicatols feﬁecting the trend of m.ﬂatmn

-._AS a lesuit of the short telm intpact on pr:ce deveEOpmentS
‘-heddhne consumer. price mdex~based inflation does not al-i
ways correctly reflect long-term mﬂdtlonaly tends. 1! helefore :
itis expedient to take into consideration other: indices; which
either filter out or mitigate such effects. One possible solutton
is to adopt short-based indices. The 12-month index is 2 mov-
ing average of the monthly rates of mﬂatlon therefore both
the base and the developments of the past 12 months affect it,-
This is why a onemoff peak would dlS’lppEﬂl from the index i in.

__although they cannot be mterpreted dnectly because of their
“seasonality, and because they yield a relatively- oisy. time se- "
ries evenafier ad;ustment for seasonality. This noise can, how-
ever, be reduced if certain product groups which have experl-:
'Cnced extraor d1na1y pricechanges are: omltted (see. above for:
example; . the inflation - index calculated: w1thout the “an- "
-nounced . price increase for phaimaceutlcais foodstuffs and -
~energy). Another opuon is.to exclude p1oduct Broups, with
high mﬂatlon volatility, o1 mclude them with a smaller weight .
“(in piOpOltiOl’l to the i mvelse of theu voldtllity) Some core ln- ¥

*'The CSO’s new core inflation index was published after this report went to
the press. The leve] of this index is higher than that of the NBH core inflation
index and reflects a higher price increase for July-August. The underlying rea-
son Is that the C8O index covers 80% of the products only, while that of the
NBH covers 91.2%, The difference arises from the fact that in addition to prod-
ucts dropped by the NBH, the CSO has dropped the entire range of raw meet
and all household energy. It also adds to the increase that changes in the price
of medicine were regarded as part of core inflation by the CSO.

2 This does not include administered prices and certain other articles, which
are difficult to adjust seasonally and/or the prices show extensive volatility.
The latter group includes, for example non-administered energy prices and
certain volatite foodstuffs, such as potatoes and fresh vegetables, When caleu-
lating the trimmed mean indices, the 120 partial indices were lined up and the
bottom and the top 15% (36 indices) were omitted and then an average was
calculated for those remaining,
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'12 months time only Monthly indices overcome this problem, | -

. HI Demand fadora

expotts to the CEFTA region rose to close to.the level of the first
half of last year. Exports to the CIS countries stabilised at about
the level of 40% of the level before the crisis.

In teims of the product structure of exports, the highest

-growth rate was achieved in exports of consumer curables, This

product group was not affected strongly by the slowdown of
growth in Europe, as demand for consumer durables did not de-
cline substantially in spite of slackening economic activity in the
euro region. Since the second quarter of last year, the growth rate
of exports of capital goods has been gradually decelerating and
by the second quarter this year, the annualised growth rate
turned slightly negative. All this took place in spite of the
dynamization of investments in the euro region in the first quar-
ter of 1999, and certain signs indicate that this will continue in the
second quarter. This may be explained by the fact that invest-
ment demand increased for those goods, the production of
which Hungarian producer are less competitive — vis-a-vis, for
example, Southeast Asian manulacturers. It also should not be ig-
nored that Hungary’s exports can follow changes in external de-
mand with some delay. Exports of non-durable consumer picked
up slightly after the stagnating growth in the first quarter, Exports
of intermediate products continued to show some decline.

The processes outlined above emerge from the SITC cate-
gory-hased breakdown of expoits as well. The growth rate of
machinery and equipment, which produced the highest growth
in the past, fell below the rate of increase in processed goods.
Food exports have stabilised at a low level: their decline noted
eatlier seems to be tapering off primarily as a result of the stabili-
sation of the Russian situation. The product group of raw materi-
als also exhibited an mcreasmg rate of growth over the previous
quarter.

In imports, similar to the developments in the first quarter,
consumer durables and capital goods remained to be the most
rapidly growing groups. The dynamic growth of imports of capi-
tal goods points to increasing growth rate of investments for the
third quarter.

In the period to date, the evolution of foreign trade of services
hasbeen defined by the stabilisation of the trend in the travel bal-
ance perceivable since the middle of 1997 and a strong deteriora-
tion in the trend in the balance of other services prevailing since
the second quarter of 1997, Although our previous report stated
that the travel balance was improving in spite of our expecta-
tions, following the implementation of methodological changes

“which facilitate comparison of the travel data for 1998 and 1999,"

an improvement can no longer be shown in the travel balance.
The impact of the Yugoslav war on the travel sector proved to be
transitory, as the trend of tourism revenues measured in euros
(which presumably provides a better approximation of the pay-
ment structure of tourism) has been stagnating. The slight deteri-

1 At this point, we call attention to the fact that from 1999 credits to the
non-convertible current accounts of non-residents are not presented on the
expenditure side of tourism, but under import. In order to ensure compara-
bility with 1998 data, we also performed this adjustment for the preceding
vear. Thus, natuzally, the figures presented in earlier publications have
changed with respect to the figures for import and expenditure on tourism.
This change has no effect.on the balance of the current account, as it consti-
tutes no more than a rearrangement among its components. ‘
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HI. Demand factors

Annualised quarterly growth rates of the volume of
exports and imports
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3. Because of the above mentioned factors and adchtsomly !
as monthly data are usually ‘noisy’, annuatised short-term indi-
ces proved to be particularly volatile in the Iast month.

Taking the forementioned into consideration, we have
decided in favour of using quarterly data from now on. Hence,
the distorting effect of revisions is smaller, the quarterly
aggregation of customs declarations does not create a problem
cither and seasonal adjustments also prove considerably more
stable.

Itis a further question in which foreign cuuency the data
should be seasonaly adjusted as the valuation of trade-develop-
ments may be highly sensitive to cross exchange rate changes.
As.payments for exports and imports are made in euro in more
than 70% of the wransactions, adjustment in euro would be the
mostappropriate for real processes net of the effects of cross ex-
change rates. Bearing this in mind, data are stated in euro after
adjustments, except in case of trade relations where most pay-
ments are made in US dollars (see exports earmarked for the CIS
countries). For informational versions data are also stated in
dollar terms. '

The impact of the slightly favourable international economic
environment was also reflected in the development of Hungar-
ian export and import in the second quarter. Although year- on-
year indices indicate stower growth both for exports and imports
than in 1998, this is partly the base effect of export growth ex-
ceeding 20% over the past two years. Additionaly, the stabilisa-
tion of expoits to Russia at a lower level decreases the annual
rates. According to the short-term indices of the volume indices,
export-volume increased at a slower rate than imports in the sec-
ond quarter. Considering that the annualised trend of the volume
of exports is extremely volatile, only limited conclusions can be
drawn from this observation. Value data calculated in euro show
a more favourable picture: growth of both exports and imports

increased slightly after a decline ovér the second half of last year.

and a stagnation in the first quarter this year, while the
dynamicsof exports slightly surpassed that of imports.”

Inn the second quarter of 1999, exports amounted to €5,436
million (USD 3,744 million), while imports amounted to €6,286
million (USD 6,645 million). Owing to the above data, the foreign
trade deficit for the period was €850 million (USD 901 million)

which is €148 million (USD 126 million) higher than in the com- .

parable period a year ago.” Based on seasonally-adjusted and
trend data, the foreign trade balance (in euro) stabilised at the
level of the fourth quarter of 1998.° _

With regard to the country structure of foreign trade, one can
state that the dynamic growth of Hungary’s exports to the devel-
oped ecomies and the European Union continued in the second
quarter as well, Following a decline in the first quarter, Hungary’s

7 Calculated in doltar terms, exports and imports dectined at closely identical
rates. The essential difference between the indices calculated in dollars and
euros is due primarily to the impact of cross exchange rates - the weakening of
the euro against the dollar. '

* Foreign trade data are regarded as preliminary because of the continuous
processing of customs declarations; they nmy be adjusted-to some extent in
the remaining part of the year,

? In the second quarter of 1999, the trend of the foreign trade balance calcu-
tated in dollar terms showed a deficit slightly smaller than that in the fourth
quarter of 1998 and slightly higher than that in the first quarter of 1999,
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flation measures are calculated this way. Other than excluding
certain groups, there are several methods that produce indices
describing the underlying trend in inflation. It is possible to
‘caleulate median inflation from the monthly desaggregated in-
‘flation data, or trimmed mean indices. Both methods filter out
products whose price changes deviate significantly from the
average. None of the calculated inflationary trend indices
show an inérease in inflation, although their higher volatility
in 1999 makes it more d1ff1cult todiscernthe unde11ymg, s trend.

1 Imported inflation

[ “he development of imported inflation is affected by changes

4. in the forint exchange rate and the prices of imported prod-
ucts alike. The government and the National Bank of Hungary
are adjusting the forint devaluation rate three times in 1999. The
rate of the monthly crawling peg devaluation was reduced to
0.6% as of 1 January, followed by a cut to 0.5%as of July 1, and an-
other 0.1 percentage point reduction has been announced to
take place as of 1 October. By the end of July, the devaluation of
the forint dropped to 8.3% in retrospect over a year and by the
end of this year it will drop to 6.5%. Because of the impact of
changes in cross dollar/euro rates, the forint appreciated by 1%
against the euro over the first quarter of this year, in spite of the
forint’s crawling peg devaluation, In July and August, however,
this trend reversed because of the strengthening of the euro, asa
result of which the forint’s value vis-a-vis the euro dropped faster
than the rate of devaluation.

In the first quarter of 1999, as a result of the slowing growth of
the world economy, raw material prices within energy continued
to drop substantially vis-d-vis the fourth quarter of 1998. On the
other hand, the reduction in oil prices was minimal because
prices began to rise rapidly due to the instant repercussions of
the March agreement on curtailing supply. Inthe second quarter,
the reduction of raw material prices without energy continued to

_decelerate in line with projections, while all prices increased

quickly partly as a result of increasing demand in Asia and Amer-
ica, and partly as a result of restraint among the OPEC countries,
which has not been characteristic of their behaviour so far. Base
material prices at the end of the period (June/June) were 7.6%
below the level a year ago, while oil prices were almost 18%
higher.

In thie euro-region, which is regarded as Hungary’s most im-
portant trading partner, consumer price inflation, standing at
0.8% at the end of 1998, rose to 1% by March and to 1.1% by July
1999. The essentially stable, highly favourable inflation data
were brought about by the fact that the sharp drop in the prices of
unprocessed foodstuffs helped offset the rise in energy prices
observable in the second quarter. The growth of producer prices
also underwent changes: the March drop of 2.3% in industrial
producer prices was followed by a 1.6% fall in April.

" In the second quarter of this year, the impott unit value index
exceeded that of the comparable period last year by 4.8% in Hun-
gary (the seasonally-adjusted unit value index also rose by 4.8%).
The increase in import prices continued to be lower than the rate
of devaluation against the hasket of currencies, or the exient of

Chanpes inwerld market prices in 1997-89%, %
(Compared to the same month of the previous year)

Per ceni
December | Decamber:  March June
1997 1938 1999 1999
Base materials without energy ~76 | ~108 | -126 -7.6
Foodstuffs ~57 1 137 7.2 | 177
Agricultural raw materials 205 =21 -3.0 +5.6
Metal " . 55 | 138 | 145 | 57
ol 273 | -394 | 05 | +17.8

Sodree: WAF Internationat Fnancial Stalistics,
* World market prices in 45 dollars,

International inflation data, 1597-99
(Over the same menih ¢f the previous year)

Pernent
December 1987 December 1958 June 1899
Gon- Con- Con-
.. |Producer sumer Produter sumer | PrOAUGErE e
AP " Price changes
United Siates co) -08 18 ¢+ 3.2 15 16 2.0
Japan . i) 13| 21 1 20 0 04
Germany -~ Tt 1.0 19 -2 05 | -1.3 0.4
Czech Republic ™ 57 | 16.0 2.2 6.8 0.4 2.2
Poland - -~ [ 115 | 132 5.8 8.6 5.3 6.5
Humngary - . T 1185 ) 184 79 1 103 4.4 9.1
OECD total - . 2.7 4.3 0.7 2.0 3.1
EU-11- - e 25 0.3 0.9
EU-15 . o i4 21 | -1.7 14 :
G—? R 1703 18 | -09 1.3
Source OEGD Main Ecunonuc Indlcalors 1999 July,
Impoi t price and exchange rate indices .
(quu ])cuod ldst yml = 100) ) S
: 1- = Jiport unit-value mde‘{ i
Per cent ) ' — Currency basket -
4000 N Nominal-effective - :
: s 2yt Effektive foreign prices in HUF i
35 0 ; ;
T --Import unif value index :
ap - o mhtwe fo de\reloped C{)llﬂ(rILb

-.-Ql Q3 Ql -Q3_':Q1_. Q.Ql 0Q3-Q1° Q3 Q
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L. Development of inflation

Rate of price increase over the same month of the previous year

Per cent
Weight
inthe
cor- | Dec. | Dec. | July
sumer | 1997 | 1898 | 1999
prCe -
. ) . dex
Gonsumer price index 1000 184 103 0.1
Industrial products w/o foodstuffs, alcohol, | 215 | 1274 98] 4.3
totaceo and pelrol
Petrol 50147 | 511 20.2
Household energy in the free price category | 1.7 | 147 | 64| 10.9
Foodstufis 227 197 h3| 15
Regulated prices 17.7 | 273 | 134 | 17.3
Market services 206 79| 139 120
Aicohatic beverages, tobateo 894178 136 118
Core inflation® 91.2| 182 108 | 95
Nominal effestive exchangs rate devaluation 1121 139] 6.8
Announced nominal devaluvation of the forint 139] 1041 83

Annual price increase of industrial products

calcnlaied without foodstuffs and petrol compared to

the devaluation of the forint*
Per ceint
10

— To e nominal elfective exchange rate
| — To the currency basket H

J M M J s N J MM
1997 ' 1998

J s

N

|

1999

Mo

* Difference in the grosvth e over the comparable month in the previous year.

Changes in the world market price of crude oil and
the local consumer price of fuel® :

Per cei
150

130

11

90

70

50
I FMAM I
1998

I A 5 ON

* Same perioct fast year=100.

D3
1999

The relative price level of foodstuffs®

Per cont

= Currency basket !
i 7 Tradables

] MM JT S8 N ¥ MM
1997 1998

J

I — World market pmeoicrudeml,_iil_\_f}rc;i_
i — Domeslic consumer price of motor fizel

S N

M

1999

* Dillerence in the growth rate over the same month of the previous year.

FMAMI )

M J

change in the nominal-effective exchange rate index, indicating
that inflationary pressure exerted through import prices contin-
ued to be moderate in the second quarter of the year as well. All

this took place in spite of the increase of energy prices, which oc-

curred in the second quarter of the year. The price of imports
from the advanced countries increased by 6.4% over the same
period of the previous year, indicating a slight drop vis-d-vis the
comparable data for the first quarter. Following a substantial
price reduction in earlier periods, imports from East and Central
European countries showed a decline of 0.1%, which primarily
reflects a turnaround in oil price tendencies.

2 Components of changes
in consumer prices

d Eﬂhe gradually diminishing nominal exchange rate anncunced

AL in advance and chosen as an intermediary goal of monetary
policy not only plays an important role in influencing expecta-
tions — it also guarantees 'convergence between domestic price
inflation and inflation at Hungary’s trading partners. The effect of
the exchange rate path, which helps contain price increases, is
felt differently in the case of various product groups depending
on what extent competition through foreign trade hasto be taken
into consideration on the market of the specific product.

The price of products referred to as industrial products’ (for
sitnplicity’s sake), which are involved in foreign trade turnover, is
directly affected by the exchange rate path. The disciplinary
strength of the exchange rate regime in containing price in-
creases is reflected by the fact that over the past two years the
price of industrial products has followed the nominal exchange
rate trend. -

The decline in the rate of inflation was not significant in this
product category, with the price increase slightly exceeding the
rate of the forint devaluation. The fact that the increase in con-
sumer prices of industrial products is slightly above the rate of
devaluation since April does not mean that the nominal anchor
role of the exchange rate has weakened, as none too greatimpor-
tance is attached to the fact that the aggregate price increase in
this category was slightly lower than the rate of devaluation in the
previous years, Industrial products in the consumer basket in-
clude a significant poition of services and related energy. Conse-
quently, changes in the prices of these inputs exert an influence
on the prices of these industrial products, In terms of direct im-
pact, it is an interesting issue for the purposes of monetary policy
as to whether the signs of any possible excessive demand can be
discovered, which could be observed in respect of the service
component related to industrial products. As the rate of price in-

3 The National Bank of Hungary measures price increases with a new kind of
core inflation index. With this index, the impact of changes in the price forsea-
sonal foodstuffs {eggs, tobacco, vegetables and fruit), solid and liquid fuel
(coal, briquette, coke, fire wood and fuel oil) as well as fuel for vehicles is re-
moved from the consumer price index. The core inflation index calculated as
described above covers 91% of the initial consumer price index.

* This category includes clothing articles, consumer durables and other arti-
cles exclusive of medicine, fuel for vehicles, books, school books and news-
papers, as well as soft drinks from the main categories by the Central Statistics
Office.
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4 External demand

%n the second quarter of 1999, the evolution of external de-
_mand evolved more favourably than in the preceding quarter.
The business cycle in the euro-region appears to have stabilised,
signs of stabilisation are obsetrvable in certain CEFTA countries
and the market e;odmg effect of the Russian crisis is not worsen-
ing further.

The slowdown in demand of the euro-region, which is the
maost important market for Hungary, has halted. Following some
steady decline, industrial production has seen some modest
growth. The confidence index of the industrial sector showed a
slightly improving tendency towards the end of the second quar-
ter. As opposed to the above, consumer demand evolved consid-
erably more heterogeneously in the euro-zone. The consumer
confidence index continued to fall from an earlier historically
high level until the end of the second quarter. Based on data
available until the end of the first quarter, growth rate in retail
sales dropped continuously. However, new passenger car regis-
trations , one of the indicators of an upturn in detnand, picked up
again. Although GIDP data for the second quarter are still unavail-
able, GDP growth on a gquarter-on-quarter basis increased
slightly in the {irst quarter. This is primarily due to highly dynami-
cally increasing fixed capital formation and government con-
sumption, although growth in private consumption also in-
creased substantially. It is also favourable that import demand
has started to rise slightly, as well.

Generally, the signs indicating a recession in the Central and
Eastern European countifes continued to prevail. In terms of
Hungary’s major trading partners, Poland shows signs of a turn-
around in the business cycle, with GDP increasing by 1.5% in the
first quarter and 2.9% in the second quarter over the comparable
periods for 1998, Following a 4.5% drop in GDP in the first quar-
ter in the Czech Republic, the government and economic insti-
tutes forecast a 1~1.5% drop in GDP for the whole year. Statistics
indicate a major decline in GDP in Romania and-a slowdown of
growth in Slovakia. In Russia and the CIS countries, primarily asa

- result of an increase in oil- prices, the fall in production and GDP

has slowed down and the crisis appears to be becoming milder.

In ernhu xepoz ] (1999/ 1 zmd 1999/ D, developments of foreign
trade - were ‘lnaly‘;ed on the basis of seasonally adjusted
monthly data. For the  evaluation of shott term trends . ‘we
analized the annualised growth rates of the tlend Lycle de:sved
from scaaondl acl;uslments In 1ehuon to {hese sevemi probA
lems need to.be mentzoned R :

1 Customs bl’ltlbtl(b datct Lhdnge Ietroqpechvdy in lhe
comse of the con[muous processmo of customs declarations:
therefore, utuna[u:. by NBII thad to bc uscd w1th regald to fu—
ture revisions, _ : . :

120 Some of the ma;o; eXpor| tmg COaldIllt‘b hd\fe been sub—
mlumg custom dect arations on a quattesly b’lStS since 1998,
Consequently,, expous in the first. months of any quarter are,
lower, while in the last month of the quarter, exports are higher,
the dlslol ng d feLL of whsch is notecl in the '\nalysm of monthly

Main macrseconomic indices of the euro region, t
(Change ovar. the cnmpafable pennd ayear earlier, seasonally-adjusted data)

Por cent
199 a9
A Qt {02 i 03 | 04 | 0F | Q2
Real GDP 36| 28] 27] 20} 18
Domestic absorption 3.7 30 364 32| 26
Private consurnption 24| 231 30 26 28
Government consumption 19 21| 1.3{ 07} 14
Grass fixed capital formation . 61| 31| 47 341 44
Charges in inveniories* 07| 65| 06] 0703
Exports . 0] 86| 42| 1.1,-01
imporis 120 97173} 471 23
Net exporis* G0 |-01]|-08]-11i-07
New passenger car reglstrazmns“ 127 28 74| 751 71100
Retail sales*” 1 26 18] 28] 30| 25
*Asa contnhution {0 real GDP grumh ia parcentage pulnts
-t Seasunaliy not ad]uslsd data. :
Main macroeconemic indices of lfie euro region, I
(Quarterly rates, seasenally adjusted, annualised data) .
P I o - Percent
1998 1859
ar o 03 o4 ot
Real GOP : 28 . 2.0 24 0.8 2.0
Domestic ahsarhtion . 53] 18] 32| 28 28
Pri\(aie_nﬂnsu%nptiun 3.6 200 24 24 ¢ 45
Government consumption -] 53 08 | 12 -2.0 8.2
Gross fixed capital formation | 66 | 28 9.5 12 } 108
Changes ininventories”. -~ |04 | 68 | 0.0 16 | 32
Bxports + vl 411 .57 04 | -55 | -08
Imports D 74t 24 | 081 18
Net exports*, - ~20:] 08 08 | 20 | .-08

d'm

‘hAsa c_unt__ribuﬁon _tu_!éa} GDP.gmv.;_th in pér_centage points.
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Changes in the real value of VAT (Over the comparable period last year)

‘ Per cent
a1 a2 Hi
Domiestic VAT payments i1 o Gﬁ . 38
VAT paymenis on imports 3.2 -0.7 1.8
VAT refund . 5.8 3.2 4.6
Net VAT revenue -3.0 23 0.0
" ghanges in certain public expendiures in real terins*
(Over the comparakle period last year)
Per cant
1998 1893
e o1 Hi ol Hi**
Expenditure of wages anc co};tfibutions 107 92| 61} 57
Material expenditure -8.0 17 104| 54

Gonsumer price equalization 401 39| 17| 82
Tolat public consunpfion and fransfers inkind | 3.3 | 6.0| &1] 59

Pensions {with disability pensions) 48| b4 | 65| 87
Sick-pay 521 45| 05| 152
Social expenditure {central budget) -22| =27 28| 48
Social expenditure (local goveraments) 25.0 | 289 161 08
Total transfers to househalds 4.0 47| 59y 75
investment {central budget} ~4.8] 114 | -95 |46
Investment focal governments) 270262 15| 00
Tofal investment expendidure 91| 18.8| -4.0) -6.9

* Spurce: Public seclor statistics, therefore, it differs from Lhe G5O figures,
** Preliminary ligures.

factors of simitar magnitude: VAT paid on domestic turnover,
VAT paid on imports and VAT refunds. Of these, the first two fac-
tors evolved more favourably in the second quarter: the real
value of domestic VAT increased 5.5% faster than in the first quar-
ter, while the rise in VAT refunds dropped by 2.6%. The positive
impact of these two factors was weakened by the drop in the real
value of VAT payments on imports. Hence, the real value of net
VAT revenues increased by 2.3% and remained unchanged for
the whole first half of the year, despite the 3% drop in the first
quatter. Data for subsequent months also substantiate that the fa-
vourable change in trends may prove to be lasting. Payments of
personal income tax and social security contributions developed
similarly to the first quarter. Personal income tax payments con-
tinued to increase by 10% in real terms, due, to a large extent, to
changes in real wages and, to a lesser extent, to increases in the
tax burden. The revenue-reducing impact of the pension reform
and the reduction of social security contributions would have
justified a 8-9% cut in the real value of total revenues from such
contributions but, as a result of increases in real wages, the real
value of social security contributions only fell by 1-2% on the
whole.

The real value of expenditures would have increased by more
than desired as a result of lower-than-projected inffation. This,
however, was offset by blocking a rather broad range of expendi-
tures.® The increase in the real value of public consumption and
transfers to households in cash and in kind, exceeded that of eco-
nomic growth, which was more moderate. 1t is 4 positive change,
however, that the increase in the real value of public expenditure
during the year was not higher at a semi-annual level than the
rate observed for the comparable period last year. This also
proves that the strong increase in expenditure in the first quarter
this year can be traced back to one-off reasons which the more
favourable processes of the second quarter were able to offset.
For example, the number of public employees dropped by 2.5%

in the second quarter relative to the level a year ago (vis-3-vis the’

hardly diminishing staff numbers in the first quarter over the first
quarter of the previous yeai), indicating the implementation of

the envisaged annual staff reduction plans, which may result in

savings over the rest of the year.

The real value of public investment expenditure evolved amid
extreme fluctuations, as local governments and institutions no-
ticeably adapted to the amount of funds available in this field
over the short term. In respect of local governiments, the substan-
tial drop in privatisation revenues and revenues from asset sales
were offset by the increase in current revenues, but the ex-
tremely dynamic growth in investment over the first half of the
last year proved impossible to repeat, and only the investment
volume achieved could be maintained. As opposed to that, insti-

tutions financed from the central budget were unable to repeat

the investment performance of last year and even the implemen-
tation of priority investment projects slowed down. All this may
be explained partly by the fact that the ministries set aside re-
serves in time to cover the extra expenditures required to repair
the damage done by the floods.

8 No further blocking was possible because Ft 17.5 billion had to be used to the
debit of central budget because of the floods (until August). OFfthis, ¥t 5 billion
increased the deficitand Ft 12.5 billion was rechanelled from the ministries’ in-
vestment and current expenditure allocations.
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crease between industrial products and market services fell be-
low the levels for 1997 and 1998, instead of rising, it provides visi-
ble proof that there is no inflationary pressure manifesting itself
through the service component,

The price of petrol continued to increase in the second quar-
ter, costing 22% more in June than at the end of 1998. The tax
component incorporated in the consumer price of petrol in Hun-
gary is high, with the price of the base material constituting
merely about one-sixth of the total price: thus, world market
price changes are felt at a substantially more modest rate. ,

Although food prices continued to decline on the world mar-
ket, domestic 12-month food price inflation rose from 0.2% in
May to 1.5%, partly as a result of government intervention. Within
this, the price of seasonal agricultural produce fell by approxi-
mately 8%, Short-based, seasonally-adjusted food prices, how-
ever, also indicate that prices for foodstuffs have stopped declin-
ing and have begun to increase over the last few months, Never-
theless, this increase can be attributed almost exclusively to the
fact that the price of pork (which has a significant weighting) in-
creased in July in response to government intervention,

Irrespective of government intervention, price increases for
foodstuffs are expected to approximate the inflationary level of
other product groups and when that happens, it will exert con-
siderable influence on inflation calculated on the basis of the
consumer price index, because of the substanttal weight of foad-
stuffs.

Changes in inflation were influenced to a great extent by
changes in government-regulated or influenced prices. The
10.1% rate of inflation in July stemmed from the 17.3% annual
price increase of the regulated category and the 8.5% annual
price increase of non-regulated products and services. Medicine
was characterised by an extraoedinarily high rate of price in-
crease and the transformation of the system of subsidies in-

" creased documented inflation in July by 0.4%. These changes

will also exert a somewhat greater influence on inflation in Au-
gust. Even if price increases for medicine are disregarded, the
price increase of services in the regulated price category, which
account for approximately 9% of the consumer basket (for exam-
ple, telephone, local public transport, TV subscription), ex-
ceeded fast year's rate, standing at 19.8% in July, while in 1998 it
was only around 17%. The third category of official prices refer to
energy (central and district heating, electricity, gas supplied
through pipelines), which follow changes in world market prices

through a price formula. The increase in the world market price

has not been reflected yet in a significant rise in the 12-month in-
dex of energy prices in the official price category because of the
delaying effect built into the formula; hence, the index has
evolved around 10% during 1999. In the case of household en-
ergy, 2 new price structure system has been introduced. Sup-
pliers of natural gas will charge a Ft 150 up-front fee for safe sup-
ply and availability, while the unit price of natural gas was cut by
2%. In the case of electricity, every unit of electricity (i.e. kWhs)
shall be sold at the same unit price instead of applying the
three-column tariff, which shall affect consumers’ expenditures
in a differentiated manner.

In the past increases of regulated prices regularly exceeded
the rate of market inflation because this was necessary in order to
incorporate costs into prices and to reduce subsidies. However,

Annual price increase of producis with regulaied
prices compared to the devaluation of the forint and
marketable industrial products*
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1. Development of inflation

the era of major, shocking relative price changes is over, Changes
in relative prices have become slower and more balanced simi-
larly to the category of market services. As regards market ser-
vices, price increases were seen to exceed the rate of devaluation
by about 3% over the past two-and-a-half years, which was re-
garded consistent with the difference in the rate of productivity
increase. The approximately 5% incremental price increase
noted in the case of regulated services is still considered as an
equilibrium process. In 1999, however, the difference between
the price rates for regulated products and devaluation rose above
10% and the 12-month index is higher than it was in 1998,

The situation that has arisen may be explained by the fact that
the 5% difference in price increases noted in the past years was
smaller than the difference in the rate of real productivity in-
crease. As the difference in the rate of productivity increase does
not change so wildly from one year to the other, we must assume
that the Government has increased prices to an extent below the
equilibrium over the past two years.

Another explanation may be that the government sector was
the only actor of the economy that was unable (or not forced) to
adapt to the new inflationary situation, This explanation would
be rather unfortunate because it fundamentally puts the
anti-inflationary credibility of the government sector in question.
" Economic management may send a message to market actors
about its commitment to disinflation by attempting to cut in-
creases in official prices, for example through price liberalisation
and privatisation (although these may have a contrary effect over
the short term), or by not recognising unjustified cost increases.
This may reduce the rate of documented price increases and cool
down expectations. A reduction of the increase in official prices
excluding energy from 22% to 12% would reduce the total con-
sumer price index by about 1 percentage point.

Non-tradable market services account for 22.6% of consump-
tion. The difference in the rate of the price increases of industrial
products and market services is explained by differences in the
development of productivity, This is reinforced by an increase in
demand in several areas —such as body care and health care ser-
vices, cinemas and tourism — which stems from an increase in
real income.

The consumer prlce inde}c a measure ' : : '
of the cost of hvmg or the inﬂatlonary process?

The COI’ISUITIEI pr;c,(, mde‘i is. des1gned to measuse the CObt of :
-hvmg by measur ing: the price ofa given basket’ of goods ‘This

“results in two major sets of problems: the CPI cannot even.
: piopelly foliow actial Changes inthe.cost of hvmg and itdoes.
“not necessarily reflect 1011361 term tendencies in price devel-
opment, Conscqucntly, it may.- be quleadmg if nﬂanonary ;
; piocesses are evalua d_on the. bdeS of the CP1 elthe1 by eco- .
nomic pol;cy—makez' ; -
~As a fixed base index, the consume1 puce mdex (wluch uses -
:h1stouc weights of consumption) is unable to handle’ appro-
priately the fact that consumeis'maximise theirutility and con-

tinuously change their ‘consumption-basket. The qu’ihty of -
goods. also consmntly dmnges -and new products, and new.
points of purchase appear, The telecommunications price in-

‘dex in Hungary for example does not include the costs of' mo-.
bile telephony because it is still regarded as a new product, At.
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HE Demand factors

In particular, investments fell in health care and social care (hy
about 20%) and a substantially lower growth rate was registered
in the fields of education, public administration and social insur-
ance than in the first quarter (in that period, the volume index
was raised primarily by investments spilling over from the previ-
ous year). We cannot expect to witness stronger growth in the
public sector in the remaining past of the year either, because lo-
cal governments — the main investors in this field — can no longer
expect privatisation revenues. Consequently, their funds avail-
able for investments have ebbed.

2.2 Inventories

The CSO industrial statistics data allow us to analyse the develop-
ment of manufacturing inventories (relative to sales) in detail,
Data for output inventories are only available up to the first quar-
ter of 1999, which are supplemented until the second quarter by
our own estimate as described in the previous report.

According to our results, the ratio of inventories to sales in the
manufacturing industry does not show any significant change
over the previous quarter. The reduction of the ratio of output in-
ventories, which has been continuous since 1995, continued in
the case of the machine industry, which predominates within in-
ventory changes in manufacturing because of its weight. In light
of the increase in input inventories and the outstanding export
sales dynamics, this is considered as a sign of positive sales ex-
pectations, However, notice shoukd be taken of the strong rise in
the ratio of inventories to sales in the chemical industry. This is

due to plummeting exports and local sales. The decline in chemi-.

cal industry sales, and consequently production, was so tremen-
dous that this sector specific shockreduced the annual volume in-
dex of industrial production for the second quarter by approxi-
mately 2.5 percentage points in itself.

3 The fiscal stance

r '"gﬂhe neutral demand effect of the public sector in the first half
- of the year arose as a result of the combined impact of two
opposite quarters. Due to transitory factors, the public sector in-

. creased aggregate demand by 0.2% of GDP based on the final

data for the first quarter.’ In the second quarter, impact on de-

- mand was pointing downward and typically more permanent

econoinic processes predominated in the development of the

primary balance. If processes moving in a favourable direction

prevail, the objective for the whole of the year may be met, to the
extent that the primary balance, proportionate to GDP and cor-
rected with the pension reform (SNA), should improve and the
public sector should lower aggregate demand.

Due to smaller tax revenues, the balance of the budget deteri-
orated further as a result of price increases and economic growth
lower than originally projected, although a positive turn oc-
cuired in VAT revenues. Net VAT revenues are defined by three

® Revenues and expenditures arose which exerted a strong change in the de-
velopment of the deficit during the year with respect to this year and last year.
For example, a guarantee was called early this year, which was not exercised
fast year, and in the comparable period last year, more revenue was received
from the claims of the governument (e.g. the repayment of the Russian govern-
ment debt) than this year.

Invasiments by hranches of the economy

. Per cent
Distribu-
. fionat § Volume | Volume | Volume | Volume
‘. Branches . . carrenl | indices | jndices | indices | indices
C : arices | 1998 | 199901 198902 | 1939 H1
1998 | -
Agriculture, frunting and for-
estry, fishing .- - 367 1146 117.3| 1627, 106.8
Mining : 0.3 {1076 | 174.2 ¢ 173.1] 1735
Manufacturing . 26,00 | 12327 1009} 1195 1i1.7
Electricity, gas, steam and wa-
ter supply . 76 1173 1275 955] 1047
Construction 186 | 126.2| 1368 | 1685 1880
Total production of imaterial )
goods 36.98 | 120.6| 1078 1166 1137
Wheleszle and refal trade; ]
repair services 7411 1230 11061 12321 1186
Hotels and restaurants 099 1137 877 | 166 1039
Transport; storage and com- |
munications 18861 109.7} 968 1011 996
Financial interniediation: 337 1477 997 881 901
Real estate, renting, business
services and housing invest-
ment 18.01| 880! 1005 96.6] 982
Total production of market .
services 48.33| 10377 1003 101.8, 101.2
Tatal production of goods and
market services 87,321 110.63. 10371 1087 1068
Public administration and de- | -~ ‘
fence; compulsory somal se-
curliy : 358 101.9) 1333 1165 | 123.2
Education - ) '_ 185, 950 189.2] 1136 | 1340
Health and social wark ~7] 251| 1081| 1008 800 888
Gther community, social and ;
personal service activities 475 1171 1193 827 045
Torafpmducnon of pub.'.'c ser-f
vicss L 1268 1072} 1249| 850[ 106.1
Tolal o {16606 110.2 ¢ 106.4 | 106.8 | 106.6
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IIf. Demand factors 1. Develapment of inflation

Sx?og::fyin fixed capital fo_rmaﬁon in the national 2 Investments ' ! the same time, the number of mobile phones is a pp1 oxmntely
Tt billion . ' - half that of fxxed lines, If Matdv’s (The national fixed line
2o ' ' E Telco) revenues in 1998 are added up in the categories of local
260 0 2.1 Fixed capital formation calls, foreign calls, subscriptions and connection fees, the total
250 | == Trend "4 Seasonally adjusted ' ‘ ' _ ’ 1s Ft 203 billion, whlle the revenue of the three mobﬂe phone
40 ' Enthe second quarter of 1999, the volume of investments in the companies is Ft 126 billion. Naturally, the revenue figure in-

A national economy increased at 6.8% over the comparable pe- ‘ cludes non- household consumption as well, but still one may

tiod of the previous year, a rate almost similar to that in the previ- ‘ ‘suspect that the weight of mobile telephony is significant
| -within household consumption. Meanwhile, the cost of mo-

ous quarter. This indicates that investinents have continued to o bile telent ;i bl " I ‘
grow at a slower rate as has been observed since the second half - bile [elephony mncreases at a much lowet rate than the cost o
o making calls across fixed lines and even declined in the initial

f .
of 1998. In the sectors in which private investments predominate, period (and even between 1998 and 1999 for certain subscrip-

230
220
210
200

190 ' - s was 2 204 hi than i y - |
& ‘ g}e VOl}lrr(lf of investments was 8.8% higher than in the compara =1 tion packages and times of the day.). If propetly qccounted
[ [t et e period a year ago. Based on data for the last quarter, it is not . l for, this would reduce the official consumer price index by
?9194 Q3 |le95 Q3 ?9[96 Q3 (1)9197 Q3 ?glgg Q3 ?9199 yet posslble to decide whether investments bY the pl‘ivate sector ] Sev'el'dl teﬂﬂl;‘).Of percel]t"ige pointn, New products find their
o actually picked up compared to the previous three quarters or if rl ‘way into the price index relatively slowly in other countries as
1994 Q1 prices. this witl remain but a transitory phenomenon, I well, For example, mobile telephony was incorporated into

No significant changes took place in the growth of invest- ‘the consumer basket in the USA in 1998. This also means that it

menits in the sectors during the previous quarter. Apart from the e is p;emse[y the initial period of the life of a new products that is

extraordinarily high investment in the manufacturing industry in | f ~omitted from the price index, when prices typically decrease
to-a.great extent. Because of these reasons and others listed

the third quarter of 1998, investments in this industry have grown 0
i above the ‘consumer price index most probably overesti-

evenly at an annualised rate of 14% over the past three quarters.
: . mates the increase in the cost of living. In the USA, the tate of

Nevertheless, it is probable that because of the base effect, the
overestimation arising from several sources is estimated at a

Changes in private sector investinents® al . , . , , . . )
bl _ annua g‘lowth of investments in the manufacturing industry will total'of 1.1p e1centage poirits p.a. (see the Boskin Report at
240 : ‘ be negative for the next quarter. http://wrww.ssa.gov/istory/reports/boskinrpthtmt.  The  re-
230 The development of investments in the manufacturing indus- ‘ sponse by BLS, which calculates the consumer price index in
- . Somsonaly adivsnad | try elXPI&‘.iﬂS. in part that businesses are at least as optimistic re- j the USA and a discussion of other methodological problems
= LS ] garding their prospects for the second half of the year as they concerning ‘the. calculation of ‘CPI ¢an be found on the
210 were in the summer of 1998, according to corporate surveys.” t http://stat.bls, gov/cplhe{)() him internet page.).
300 This optimism may be reinforced by the fact that perspectives of | E The puce increases 1esultmg from the recent changes in the
9 an upturn in Western Europe seem to be somewhat more favour- prescription drugs subsidy system is a good example that
able than in the past period, and the development of domestic or- changes in the cost of living do not necessarily create sus-
I8 ders may also encourage increased investment. Export growth tained inflationary pressure. In this case, price increases were
170 also seems to be more dynamic. witt nies e ting in- “caused by the change in the system of bUbSEdlES while pro-
y ¢, with companies expecting in
o . i 3 L ; ) . “ducer prices did not change significantly. This situation is fur-
160 ot e e e e e b e e Cxleas.mg fl01e{gn tatket sales.” The contradicticins,{nhaent n ‘ '_'thei comphcated by the fact that the changes in price subsidies
?9194 Q3 ?;95 Q3 1le9 ] Q2 3)19 ) Q3 S;s Q3 1%19 , [1‘;15 situation 15 reve.alec] by the fact, that companies mvestmet?t . (| Upset relationships on whth the rules of statistical sampling
© 199401 s, plans were su stannall)'zmolemodest f?l 19'99 than ff)l the previ- - | are based.. Geneialiy, the price of close substitutes evolve
prices, Cus yedr. The clynamlcs of construction lndUStl'Y investments . 'foughly in. the 6’11118 ‘way, ple(_‘lqcly bCCHUSC they are substi-
continues to be extremely high. Certain market services pro- _ - | tutes for one another, Sampling practices at the Central Statis-
duced more vigorous growth over the previous quarter including ‘; ‘tics Office are baaed on the following: within a given group of
trade and catering, transport, communications and telecommu- , PdelleS comprising an extremely large number of products
nication; although ifrvestments in catering did not increase and I ‘or product varieties (fOI example, tea®), it is enough to take a
investments in the financial sector dropped outright. All in all, in ‘ -relatively small sample as it will tepresent price changes fairly
real terms there has been no expansion in investments in the sec- : well within the product categoty. In the case of medicine, the
Development of investments in the public sector® tors in which public i tment predominat the o . ; Central Statistics Office takes into account the price of 45 types
i publicinvestment predomimare overthe compara : f medicine out of approximately 3,000 when calculating the
Ft biflion ble period last year. In fact, one can say that while the annual of meg PI Y g
40 r . N , S | medlcme price index. The recent change in subsidies, how-
growth rate of investments in the public sector fluctuates widely ever; has radically rearranged the relative prices of ph’umau
from quarterto quarter, public sector investments have increased '(_CUtiC&l substitutesand increased the price of those monitored
ata significantly more modest pace over the past four quarters, in _3d1sp; OpOF nonately The crux of the change was that the lump T
terms of their trend compared to the corporate sector vis-3-vis i sum subsicly was defined as a percentage of the lowest priced S

‘medicine deemed as a clinical equwcxlentcomammoaspeahc e S
—— B o 1 '_actwe_; ageqt_._’l‘hm;esul[smalcugg price increase in the case of ‘ R,
Kopini-Datoig: A feldolgozdipar helyzete és rovid tavi kildtdsal 1999 i “hranded” medicine and presumably leads to 1high degree of Sl

jGliusdban [The status of the manufacturing mdusuy and its short-term per- ; _lsubbtltutlon by generic. medicine in cheaper “packaging”.

dynamic growth in the preceding period.

spectives in July, 1999], Budapest, 1999 ; y
1 Iuly P . i ‘Consequently, the :problem is twofold as the fixed basked
Busmess Reports, 6 August 1999.. i :
- ' - 45 L \ ‘takes into consideration this substitution at the time of its an-
R T S entmonid virakozisok, csbkkend novekedési iitem? A legnagyobb i ~ | nual review only (when it will be too fate because the price in-
feldolgozdipari cégek he]y?etg ¢és kildtdsai az 1999. juliusi felvétel adatai : h lready tak lace), and tk
Q@ Q0 Q@3 Q9 Q@ Q| alapjin (Controversial expectations, diminishing growth rate: the position of ) crease as already taken place), and the price increase among
1994 1995 1996 1997 1998 1999 the largest companies in the manufacturing industry and their perspectives on the '-YPES Of med“-me 1110111[01 ed has been higher than the av-
erage. : [

* 1994 01 pricas, : the basis of the data of the July 1999 survey), TARKI, August 1999, Budapest
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1. Development of inflation

The problem of generic drugs was addressed by BLS as well
~(see at http:/stat.bls. gov/cp1f1ct hem), and in July 1995 it
adopted the method whereby the appearance of equivalent,
cheaper generic drugs when the patent expires, is taken into

account as 4 price decrease. BLS allows six months for the pro-.

liferation of cheaper generic drugs, then it reviews their per-
centage share within the consumption basket and the price
idecrease is accounted for, weighted by its percentage share.
As far as we are aware, the Central Statistics Office does not
take into consideration the entry of generic drugs as a price de-
crease.

When stipulating the price of a given drug, BLS takes into con-
sicleration afl the payments that go to the seller of the medi-
cine, not only cash payments by those purchasing it. In addi-
tion, the consumer basket includes an index of health insur-
ance contributions calculated in an indirect manner. Conse-
quently, the system is closed: if subsidies for medicine decline,
it is also reflected in the reduction of health insurance fees {un-

less this is offset by a Lh'mg.,e in the operating costs or profit-

ability of the insurer).

In Hungary's case, the major difference is that the financing of -

the health care system is not done through private insurance
schemes but through taxes paid to the governmeént. The con-
sumer price-index takes into consideration prices and services
purchased on the market and goods and services provided by
the state for a fee. This has largely practical reasons: if some-
thing is financed from taxes and provided free of charge, it is
not possible :to demonstrate which product or service is
matched by which tax and very often measuring a given ser-
vice also runs into difficulty. In the case of the health care sys-
tem, arguments could be raised in favour of the fact that health
‘care provided by the state is the counter-value for the contri-
bution to health insurance (a type of x). If, however, the
health insurance [und runs into deficit, the books are balanced
'by auLomdtic central gover nment tlcmsfers and sennces pro-
vided by itare difficult to define and measure.
BL_C_Lu_ls_e.of this definition .of the consumer price index, if a
. product ot service (or. part of its sales price) is moved from the
category of items financed from taxes to a category financed
by fees paid by users, or into the market category, this transi-
tion itself may have an.impact on the headline inflation. If the
cost of living could be measured comprehensively, such a
transition would have no impact whatsoever. It is worthwhile
to treat such changes mlcfully and not to regard them as a un-

ambiguous increase in the costs, of lwmg or consmle: them as

‘past of the inflationary. process.
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1II. Demand Factors

Within total household expenditure,’ consumption spending in-
creased at a slightly faster rate of 4.0% in the second quatter,

while households’ investments expanded even more spectacu-

larly. As a consequence, the savings rate of households fell from
13.2% in the previous quarter to 12.8%,

The real income growth rate slowed compared to the first
three months of the year, primarily due to slower expansion of la-
bour income which accounts for about two thirds of total in-
come. '

Conversely, the growth rate of family transfers increased over
the first quarter, predominantly due fo administrative reasons, as
most child benefits for the first quarter were disbursed in the sec-
ond quarter. The drop in capital income in the second quarter is
explained by the fall of interest rates following the decline in in-
flation.

. The substantial decline in the financial savings rate comes as
no surprise at all. As already stated in our previous reports, last
year households were quick to react to the possibility of reclaim-
ing a portion of VAT on housing construction, which was also
shown by the jump in the financial saving rate starting from the
second quarter of last year, running parallel with a similar decline
in the rate of households’ investments. According to our data, the
reason for the extreme drop in the financial savings rate this year
is —as already indicated that — the cycle is now running the other
way round. However, it follows from what has been stated so far
that short-term consumption dynamics cannot be evaluated on
the basis of the financial savings rate, which is available relatively
quickly,

Taking into account the effect of the pension reform on sav-
ings, the slight rise in the total savings rate implies that the expan-
sion of consumption is plaCthElHY identical w1th the rise in in-
comes.

It is a new phenomenon, however, that at the leve] of the indi-
vidual consumer, liquidity constraints appear to be lifted as long
awaited lending to households is taking off. As shown in the
chart, this was the first year since the change in political systems
when households used external funds to finance their expendi-
ture.

The takeoff of household borrowing is a welcome phenome-
non from a welfare aspect, as it may contribute to evening out
consumption across broader strata of society, and if household

“loan portfolios reach a critical mass, this may facilitate the trans-

mission of monetary policy.

However, in addition to favourable long-term effects, the de-
signers of economic policy will need to take into account this
new phenomenon over the short and medium term when de-
signing their policy, in order to achieve balance of payments ob-
jectives.

J1All the savings rates mentioned in this Chapter are operational savings rates

and are all seasonally adjusted.

Annual Qm'mh_ r'ata"n'i household income and corsumptien
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** - being, which are cunmstent \wth the NBH analyses uf the ingome posmun uf cenam incame

LA A 6f 1967, the 680 mciude(ian erroriingin lis pubhcalmns ollhe ussslde l:d GDP \.’hach H
o represenls lize deviaiion of GO determined by the production of aconomis $eclors fromthe

-~ esltimate of GDP by categories of use. Formeriy this ersor was inglided in the line of invento-—
- .1ies, s il vas pari of gross capital formation and domestic absorption. However, according -
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. ufes were caloulated according fo ihe ofd maihon’oiogy 50 the sia%lsticai eros is Inn!uded in :
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Y ccording to NBH estimates, Hungarian economic growth ac-

[Scelerated slightly in the second quarter of 1999, expanding
by 4% over the comparable period of the previous year. Growth
picked up, while the contribution of domestic absorption to
growth dropped slightly and net expotts according to the na-
tional accounts eroded the GDP to a lesser extent than in the pre-
vious quarters, Within domestic absorption, it was primarily the
contribution of investments to GDP growth which fell, while the
role of consumption spending has been faitly stable in the last
four quarters. _

The growth of disposable household income in the second
quarter (3%) did not reach the growth rate of consumption
(4.6%). As for household consumption, a figure of roughly 4%
has been chservable for some time, indicating that households
develop their optimum consumption path in accordance with
long-term income tendencies and that the impact of short-term

" fluctuations is minimal.

Sales opportunities abroad, which from the end of 1998 be-
came less favourable than previously, triggered a relatively quick
process of adaptation among businesses. Flagging economic ac-
tivity on trade markets put the brakes on internal demand in the
private sector at the beginning of the year. The second quarter of
1999 saw a consolidation of the foreign market situation, to
which the private sector responded by a slight acceleration in the
growth rate of investments. Fixed capital formation in the na-
tional economy rose at a rate shghtly above that of the preceding
quarter at 6.8%.

Compared to the beginning of the year, the international eco-
nomic environment became more favourable during the second

“quarter. The euro-region showed signs of an upturn, the econo-

mies of the CEFTA countries stabilised and the termination of the
Russian and the Kosovo crises points to a normalisation of bilat-
eral relations. The favourable foreign economic environment af-
fected foreign trade turnover as well, whereby the growth rate of
exports calculated in euros on the basis of customs declarations
exceeded the comparable index for imports in the second quar-
ter to a certain extent. All this cannot be seen from the exportand
import data which follow the structure of GDP, which is caused
bry the deteriorating tendency of the balance of services.

1 Household consumption

”Ef‘n the second quarter of 1999, households increased their ex-
A penditure substantially, as a result of which their financial sav-
ings rate dropped from 6.2% in the previous quarter to 3.7%.

NATIONAL BANK OF HUNGARY

1 Development
of monetary conditions

‘En the second and third quarters of 1999, the implementation of
_monetary policy was influenced both by changes in domestic
supply and demand and developments of international capital
markets. Domestic economic processes were in line with the ex-
change rate path announced in April, which envisaged a 0.1% re-
duction in the rate of devaluation as of 1 July and 1 October,
However, signs pointing towards an increase in future inflation-
ary pressure justified a prudent interest rate policy, therefore, the
National Bank of Hungary has cut its prime rate by 75 base points
only since the announcement of theexchange rate path. (in three
steps on 28 April, 15 June and 12 July).

As a result of the slowdown of economic growth, stabilisation
of the external balances continued, which was first noted in the
last quarter of 1998, The effects of the Kosovo crisis were rela-
tively mild with respect to revenues both from exports and tour-
ism and the development of the external balanceswas much
more favourable than market expectationsprevalent in the first
half of the year. However, this more favourable external position
is fragile, because it is not accompanied by a restructuring of the -
economy that would enable the economy to maintain the
achieved equiliprium position even with faster growth. The di-

.minishing net financing requirement of the corporate sector,
_caused by a lower level of investments resulted in a reduction of

the current account deficit. In spite of a lower growth rate of in-
come, households maintained the growth rate of consumption
that characterised last year, while the reduction in the financing
requirement of the budget fell behind the planned rate. Con-
sidering the fact that the profitability of the corporate sector does
not justity a sustained stagnation in investment demand, the re-
quirement for maintaining exterhal equilibrium calls for the con-
tinued impiementation of a prudent monetary policy. When de-
signing monetary policy, it should also be taken into consider-
ation that several factors with potential inflationary effects have
recently influenced economic processes in Hungatry. Compared
to the previous year, the growth rate of domestic absorption has
decreased, although it still exceeds potential GDP growth ac-
cording to our estimates. Parallel with the continued drop in un-
employment, the average rate of capacity utilisation also fell in
the manufacturing industry. Primarily, this reflects a polarisation
of the position of businesses and not the mitigation of the infla-
tionary risk arising from bottlenecks on the labour market.
Administrative price measures (medicine) and supply-side
shocks (food and energy prices) have had a considerable impact
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on the development of inflation during the most recent period,
Fundamentally, monetary policy is able to influence aggregate
demand. Therefore, in such cases, monetary policy is aimed at
preventing one-off price measures or transitory supply-side
shocks from having a sustained effect on the inflationary process.
The long-term impact of temporary price increasing effects may
stem from the development of the cost-price spiral or through in-
flationary expectations. There is no need to fear that a cost-price
spiral may begin to evolve because of changes in the system of
subsidies affecting the consumer price of medicine, as medicine
is not used as an input in any other kinds of business activity.
Generally, foodstufts are not processed further by other sectors
either. ‘Therefore, increases in the price of these products result
in a one-off hike of the price level rather than having a long-term
inflation boosting effect, However, changes in medicine and
food prices influence the cost of living as well as future inflation-
ary expectations, which may result in a sustained increase in in-
flation® through higher wage demands. The National Bank of
Hungary may facilitate stabilisation of inflationary expectations
by following, on the one hand, an exchange rate policy an-
nounced in advance and, on the other hand, by urging conduct
of extensive wage negotiations based on forward-looking infla-
tionary expectations. So, a single swing in the rate of price in-
crease requires a review of neither the exchange rate policy nor
the existing interest rate level. As stated in the 1/1998 Inflation
Report, the National Bank of Hungary treated the reduction of
food prices in a similar manner, sincethe development of agricul-
tural prices did not affect the long-term path of inflation, as the
nominal exchange rate path did not follow the reduction in infla-
tion arising from a temporary fall in food prices. Conversely, en-
ergy represents a fundamental input tor all kinds of economic ac-
tivities. Therefore, an increase in energy prices hoosts cost-side
inflationary pressure in a broad category of economic activities.
To offset this, restrictive monetary conditions need to be main-
rained, In terms of the foreign factors affecting the implementa-
tion of monetary policy, changes in interest rates in countries-of
the basket currencies and the fall in confidence towards emerg-
ing countries need to be highlighted. '

The second quarter of 1999 was characterised by expectations
of interest rate increases in the United States; and from the end of
the summer of 1999 expectations also abounded on the market
concerning an interest rate increase by the ECB in addition to fur-
ther measures by the FED. A change in the interest rates in the
countries of the basket currencies directly influences the pre-
mium inherent in forint interest rates, In addition, particulatly the
envisaged change of interest rates in the United States reduces
demand for instruments on the emerging markets — especially
demand for instruments sensitive to shori-term yields. Conse-
quently, it is not surprising that the recent period has been char-
acterised by a low interest-induced capital intlow in spite of the
high interest premium. Similarly, the period preceding the spring
interest rate increase by the FED in 1997 was also characterised
by a low influx of capital. The increase in the steepness of the Eu-
ropean and American yield curve exerted considerable influence

! Although prices increased in July and August, National Bank of Hungary
considers it to be highly unlikely that the average rate of price increases in
1999 would exceed or perhaps reach the 10-11% rate taken into consideration
in the course of wage negatiations.
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and forint instruments even declined in the second quarter. This
indicates that there may be significant differences within the cor-
porate sector in terms of both profitability and the attitude con-
cerning the exchange rate risk. Segmentation of the corporate
sector resultted in processes on the asset and liability side thatap-
peat to be contradictory.

Ft billion

. The agtregate balance of the banking system
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H. Monetary policy

Seasonally adjusted change in the net position
of the corporate sector, at 1995 prices
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6 Developmeht
of demand for credil

i nthe second quarter, the stock of domestic credit generated by
the Hungarian banking system declined, with its annual
growth rate falling to 10%. Both the government and the corpo-
rate sector reduced their domestic financing requirement. Credit
demand by households increased by 24% in general, and the
portfolio of consumer loans increased extraordinarily in particu-
lar.

The current improvement of the budget’s position vis-3-vis
the banking was due to the change of position of the government
versus the National-Bank. The government paper postfolio of
commercial banks remained practically unchanged, and there
was only a reatlocation from treasury bills towards government
bonds. '

The Russian crisis represented only a temporary break in the
improvement of the net saving position of companies. The net fi-
nancing requirement of the corporate sphere continued to de-
cline in the second quarter of 1999,

The improvement in the saving position arose as a combined
result of the accumulation of financial instruments and
diminishing demand for credit. Within the diminishing demand
for eredit, the percentage share of both forint and local credits de-
clined.

Changes in the composition of credit demand are explained
by alterations in the relative price of forint and foreign exchange
credit.

The relative cost of FX financing dropped significantly for
companies whose risk premium, denominated in foreign ex-
change, did not increase as a result of factors thatcaused the high
interest premium to become permanent.® Presumably, the sub-
sidiaries of multinational companies in Hungary belong in this
category. '

As most of these companies generate products for exports, FX
financing creates a natural hedging position against the ex-
change rate risk of the forint. So, in spite of the fact that credit ra-
tioning, which arose sporadically as a result of the Russian crisis,
certainly did not impose a relevant liquidity constraint on large
companies in 1999, inflation-adjusted forint borrowing was
around zero and the corporate sector's leverage increased pre-
dominantly in foreign exchange.

The evolution of financial instruments allows for conclusions
to be drawn about the segmentation of the corporate sector. In
spite of high forint interest premiums, which encourage indebt-
edness in foreign exchange, the accumulation of FX instruments
exceeded that of forint instruments (in an operational approach)

% Increase in the risk premium of emerging markets, risk avoidance by capiial
markets, the Balkan crisis and concerns about the Hungarian macroeconomic
situation. :
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on forint-denominated instruments as well. In the United States
sustainability of the current low level of inflation coupled with
strong economic growth became increasingly uncertain. This re-
sulted in a substantial vield increase primarily for longer maturi-
ties: the interest difference on ten-year and three-month US Trea-
sury papers increased by more than 75 basis points. According to
the European Central Bank, local factors play a decisive role in
the development of yields on euro-denominated bonds. Taking
into account the envisaged tightening of monetary policy in the
United States and increasingly favourable growth perspectives in
Asia, the ECB regards the euro exchange rate risk and the im-
proving growth perspectives of the euro zone as the local causes
for the increase of long-term interest rates. Maintaining the attrac-
tiveness of forint investments catled for a reduction in the local
yield curve inversion. :

The development of local interest rates was influenced by a
deterioration in the general assessment of the emerging coun-
tries. This was partly related to expectations of interest rate in-
creases in the United States since due to these expectations, capi-
tal flows decreased to such South American countries, whose
current account balance could only be financed from inflows of
interest rates sensitive capital. The government of Ecuador was
forced to declare insolvency with respect to its maturing Brady
bonds, but scarce liquidity will probably have a reces-
sion-inducing effect in the entire Latin American region. During
the summer — particularly as a result of the South American pro-
cesses — the sovereign spread of the EMBI+ index increased by
approximately 200 basis points. Although the inflow of non-debt
type capital has provided for current account financing on a con-
tinuous ‘basis in Hungary, and the country’s international re-
serves are high, the contagion effect of the loss of confidence af-
fected Hungarian interest rates as well. Hence, the drop in the
country risk stemming from the end of the Kosovo war is not re-
flected in the development of the interest premium on the forint,

Consequently, international capital market processes made it
necessary to maintain a high interest premium over the long
term: from mid-May, the value of the three-month interest pre-

mium hovered around 550 basis points. In spite of the high pre-

mium, real interest rates dropped as the impact of the change in
the real exchange rate path and three-month forward-looking
real interest rates fell close to the 4 per cent level in July. As a re-
sult of an adjustment to the nominal exchange rate path, the de-
velopment of the real exchange rate was restored to the level jus-
tified by the fundamentals of the economy, resulting in 4 real ap-
preciation around 2% at an annual level, ’

2 Development of interest rates
and the exchange rate

‘he past months were characterised by a high interest rate
4 premium on forint instruments and the forint being close to
the strong end of the band. The National Bank of Hungary inter-
vened several times at the strong end of the band. The forint's
intraband position was influenced primarily by the inflow of
non-debt generating capital being in excess of the current ac-
count deficit. The high interest premium did not induce any
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Short-term yields: estimated zero-coupon yields
at 3-month, 6-month and 12-month maturities,
5 january 1998-18 August 1999
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grossly interest-sensitive capital inflows. Intervention forint de-

mand was absorbed by the increasing financing requirement of
the economy, so the stock of sterilisation instrtuments of the cen-
tral bank fell in the first two quarters of the yearand then began to
increase again.

The adjustment of the exchange rate path was not followed by
a drop in domestic interest rates at a similar rate because of the in-
crease in the premium expected from forint instruments. The
25 basis point reduction of the prime rate by the central bank on
28 April had no practical influence on the development of yvields

-within the year, hence the interest premium of the forint in-

creased by about 50 basis points by the end of May. However, the
next two interest rate reductions of 25 basis points by the central
bank were followed by market yields during the vear.

- 2.1 Components of the conversion forint demand

Over the first half of 1999, central bank conversion amounted to
Ft 203 billion, Following the Ft 78 hillion forint conversion over
the first three months of the year, the central bank purchased for-
eign exchange in an amount of Ft 125 billien in the second quar-
ter. Of this, Ft 65 biflion came from the budget in relation to the
MATAV privatisation, with the remaining Ft 60 billion linked to
X market intervention.

Capital inflows incorporating the influx of working capital
and portfolio stock investments exceeded the current account
deficit; taken together, these components contributed Ft 126 bil-
lion to conversion in the course of the second quarter. Yet an-
other significant item is the Ft 50 billion conversion forint de-
mand arising from the net foreign borrowing® of the corporate
sector. Contrary to last year, demand by foreigners towards gov-
ernment paper does not play an outstanding role in the FX mar-
ket conversion by the NBH; altogether, this factor's contribution
to conversion in the second quarter was but Ft 19 billion.

Inthe period following the outbreak of the Russian crisis, credit
institutions strove to maintain a closed FX position. After the Rus-
sian ciisis, speculators, who used to act as the bank’s partners in
hedging transactions, have practically disappeared. With the dis-
appearance of the speculators, stock exchange transactions in
general and the claims of the banking system vis-d-vis FX ex-
changes melied down, As opportunities for hedging transactions
disappeared, so did the banks’ FX position in their balance sheet
because of the increased exchange rate risk and regulatory Hmits
on open FX positions. Owing to the high interest premium on fo-
rint instruments, it would have been profitable for banks — simi-
larly to business undertakings — to make placements in forint in-
struments, while running up debts in foreign exchange. However,
because of the limited forward demand for the forint, banks were
unable to hedge their short FX positions in their balance sheet, In
addition, as a result of the inflow of foreign capital in excess of the
current account balance, financial institutions moved towards
long FX positions between April and June. Stability for fully open
positions could be provided by the banks partly through forward
FX sales. The change in the stock of forward positions cut conver-
sion forint demand by Ft 119 billion in the course of the first six

% This iten: refers to the net borrowing position of the corporate sector above
and beyond loans by owners. Loans by owners are recorded as one of the com-
ponents of the inflow of working capital.
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'This confirms our hypothesis that in an economic environ-
ment where inflation is slowing down, consequently the alter-
native cost of holding cash declines, a greater liquid cash hold-
ing is not a surprising phenomenon. '

: Cash outside the banking system in Portugal

“(Real growth; same month of the previous year = 100}
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Real growth of monetary agyregates
(Same month ol the previous year = 100)
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‘ single-digit figures was accompanied by a hlgh rate of real iri-

and one-year household deposit rates rose from 9 to 11 basis
points, The portfolio increase in the face of high lending rates can
be explained by the fact that the absence of borrowing opportu-
nities used to restrain household demand for high-value con-
sumer goods, whereas now the increasingly easy accessibility of
consumer foans has enabled many households to purchase such
articles. It seerns that low monthly instalments have an aftraction
which offsets the cost due to high interest rates. High lending
rates can parily be explained by the quick and non-too-strict
evaluation of consumer loan applications which increases the
default risk and the risk premium incorporated in the rates,

5 Monetary aggregales

f s the rise in inflation and economic growth tapered off, the
- 2growth rate of monetary aggregates also slowed down, al-
though it stifl exceeds the growth rate of nominal GDP. Behind
the overall slowdown in the increase of monetary aggregates, the
development of individual components showed significant dif-
ferences in the period under ana lysis.

The 22-30% real increase in the government paper portfolio
outside the banking system since March, which accounts for 30%
of M4, also indicates that the popularity of non-bank financial in-
vesiments has increased again after hitting the bottom last au-
tumn. The growth rate of M3 continues to be determined by the

rapid expansion of the retail component (cash, demand deposit

and current account), the real increase of the corporate compo-
nent is not significant. M3 money holdings of the corporate sec-
tor show much greater volatility than the retail component. This
is caused primarily by the fluctuations and timing of tax and so-
cial security payments as well as settlement of other financial lia-
bilities.. At the same time, as a result of increasingly advanced
cotporate cash flow management, the liquid cash holdings of
companies become increasingly dependent on the yield of alter-
native investment opportunities. The deposit rates offered by
banks and the rise in yields on the government paper market
mentioned in the recent petiod encouraged the reduction of lig-

- uid financial investments provided by banks in-the portfolio re- .

quired for operation, _ _

Within the retail component, the portfolio continued to be re-
structured to the benefit of liquid monetary instruments, i.e. cash
and demand deposits outside the banking system (so-called re-
tail MD). In case of the opportunity cost of reducing liquid cash
holdings and cash, the less sophisticated household investment
culture explains a further slowdown in velocity.

' Development in transacuon money demand
in thc South Europcan countnes SR

In sevual countues 11 couid be obsewed that a siowdown of :
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_ Eesa advanced member states of the European Union. In spite |
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months of the year. However, closing the entire position was pos-
sible through spot FX sales only which guaranteed that the forint
should hover close to the strong end of the band. Hence, the for-
eign exchange market was not driven by the active capital in-
volvement of the banks but by direct capital inflows and the be-
haviour of the non-banking corporate sector in the first half of the
year, with banks playing a passive intermediary role only.

As spot FX sales were motivated fundamentally by non- inter-
est sensitive capital inflows but foreigners’ demand for stocks,
continuous FX market intervention did not induce expectations
concerning interest reduction. The expansion of the monetary
base due to the intervention was smaller than the increase in the
demand in the monetary base: consequently, the stock of sterili-
sation instruments dropped continuously. July saw a further in-
tensification of FX market intervention by the National Bank of
Hungary as it purchased foreign exchange on the FX markets for
Ft 185 billion inless than a month. The rapid increase in interven-
tion forint demand manifested itself in the growth of the
two-week deposit portfolio. As the supply of foreign exchange
continued to be motivated by factors other than interest-sensitive
capital inflows, no strong interest reduction expectations
emerged on the market in spite of the expansion of liquidity.

2.2 The monetary base

Over the first seven months of the year, the monetary base ex-
panded faster than inflation at 16.2% over the comparable period
last year. This was the combined result of an 18.5% increase in the
stock of cash and a 12.5% increase in the reserves of commercial
banls placed with the central bank. The faster growth of the
stock of cash was due mainly to a quick expansion in the cash
holdings of households. With the rise in the number of ATMs, the
share of the stock of cash is also increasing within the mandatory
reserves of commercial banks. The expansion of the monetary
base was due partly to conversion by the central bank and partly
to the reduction in sterilisation stocks. The purchase of foreign
exchange, equivalent to Fr 182 billion by the National Bank of
Hungary in July, exceeded the growth in the demand for the
monetaty base, and expanding supplies of the forint were offset
by the rebuilt siock of sterilisation instrumetits and a ¥t 80 billion
increase in the stock of the Treasury’s Single Account.

-3 Yield curve, intervest rate

and inflationary expectations

En the period between May-August 1999, the slope of the im-
plied forward curve,” reflecting future interest rate expecta-
tions, dropped significantly. While the spot 1-year yield fell by
approximately 50 basis points roughly in line with the interest
rate cuts by the central bank, the expected 1-year yield for peri-
ods beginning after 1, 2 and 3 years increased by 30, 90 and 160
basis points, respectively,

? The implied forward rates derived from the zero-coupon yield curve do not
necessarily coincide with the market's expected future interest rates (only if
the so-called Expectations Hypothesis holds). However, less restrictive as-
sumptions are enough to establish a relationship between chrangesin implied
forward rates and changes in expected future interest rates, For more details
on the derivation and interpretation of implied forward rates and NBH's prac-
tice of estimating the zero-coupon yield curve see: “Zero-coupon yield curve
estimation from a centval bank perspective”, NBH Working Papers 1998/2.
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1-year spot rate and 1-year implied forwards in 1, 2
and 3 vears fime
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Until early July, the increase was graclual, then in about a
week (between 8-16 July) 1-year interest rates expected for peri-
ods beginning after 1-3 years dropped by 35-55 basis points.

“This took place roughly at the same time when certain favourable

macroeconomic data were announced (8 July — lower-than- ex-
pected May current account deficit; 13 July — May inflaijon and
the June budget deficit), In light of the favourable macroeco-
nomic data, the central bank also believed that cuts in the prime
rate were justified: the interest rate for the two-week deposit fa-
cility was cut by 25 basis points to 14.75% on 13 July, which rein-
forced the optimistic reaction of the market. But the quick drop in
interest rates was followed by another stow rise simiar to that in
May—June.

The question regarding this phenomenon is to what extent the
increase in long term yield expectations were attributable to in-
creasing inflationary expectations, developments in foreign
yvields or an increasing risk premium respectively. The last two
factors may influence local yields because of-the openness of the

'Hungarian capital market and the significant forint-denominated

T-bond portfolio currently in the hands of foreigners.

In May-August, the portfolio of government bonds held by
foreigners did not shiow volatile fluctuations similar to those ex-
perienced a year before when the portfolio oscillated in the Ft
310350 billion range. A slow diminishing trend was observable
in the stock of foreign held bond pottfolio until the end of July.
Most probably, this was related to the increase in foreign long
yields in May-July (in the same period, 10-year US zero-coupon
yields rose from 6% to 7%, while long-term euro zero yields in-
creased from 4.4% to 5.4%). An important aspect was that long
maturities increased much more vigorously in the case of both
dollar and euro vields than short ones, in other words, the slope
of the dollar and euro yield ¢urves increased. ‘The spread be-
tween the three-year and three-month maturities in the yield

curve constructed from the basket currency yields, increased by

80-100 basis points in the above mentloned petiod, which was
by and large similar in extent to the increase in the slope of the
Hungarian yield curve, Regarding the fact that purchase of Hun-
garian government bonds by foreigners has been fully liberal-
ised, the increase in the euro and dollar long yields could explain
a large proportion of the rise in the slope of the Hungarian yield
curve assuming there was no change in the expectations con-
cerning the rate of devaluation of the forint.

In addition to — or parily as a consequence of — the increase in
the long yields in the advanced countries, unfavourable changes
took place resulting in the general evaluation of the risks on the
emerging markets. This is well illustrated by the increase of the
spread of J. P. Morgan's EMBI+ portfolio of dollar-denominated
emerging market bonds from 900 to about 1200 basis points
above US government bonds, A similar unfavourable trend was
cbserable in the spread of the relatively liquid dollar-deno-
minated bonds of Poland which is in our region.* It is difficult to

1 Short-term fluctuations in the international assessment of the Hungarian
country risk is more difficult to measure than that of Poland or the emerging
markets in general, The reason is that bonds issued by Hungary in foreiga cur-
rencies are substantially less liquid: therefore, information in the prices
quoted for themis more uncertain. Keeping this in mind, it is to be hoted that
the spreads on the benchmark DEM and Euro bonds issued by Hungary
benchmark increased by 10-15 basis points in May-August which indicates an
approximately 10-15% rise in spreads.
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evaluate, however, to what extent Hungary was affected by the
drop in the global ‘appetite for risk’ vis-d-vis the emerging coun-
tries. It is also difficult to explain solely by an increase in the risk
premium that long-term forint yields rose more than short-term
ylelds.

Another possible factor influencing interest rate cxpectations

is longer term inflation expectations. Of this, the only available

direct information is provided by the survey reflecting the opin-

ion of 10-15 macro analysts published monthly by Reuter’s, The -

survey indicates that CPI inflation expected by the end of 1999 in-
creased significantly in May (by about 25 basis points), while it
remained basically same at the level of 9.75% in the following
two months.” Inflation forecast by the end of 2000 remained by
and large the same from May until July, hovering at around
7.45%. A significant change was brought about by the July 10.1%
inflation (published in August), which considerably exceeded
market expectations. According to the Reuter’s survey of 18 Au-
gust, inflation expected by the end of the year increased to
10.28%. At the same time, inflation expected by the end of 2000
increased only to a small extent (by 12 basis points).

Provided that the outcomeof the survey is plausible, the
May-August increase in long-term interest expectations is ex-
plained only to a small extent by the increase i long-term infla-
tionary expectations and the drop in the global appetite for
emerging markel risk. Most of the increase can be attribuied to a
considerable rise in long-term dollar and euro yields.

4 The interest rate policy
of ¢ commercial banks

F K ollowmg, a temporary haltafter the flare-up of the Russmn cri-
&' sis, commercial banks’ corporate and household credit and
deposit rates returned to the diminishing trend observed earlier
in the first half of 1999, The drop commanded attention in the
case of household deposit rates in particular: the chart shows
clearly that the difference between yields on the government se-
curities market and household deposit rates have been increas-
ing since February approaching the 2-2.5 percentage point level
which was typical eatlier. The drop in household deposit interest
is due primarily to the fact that banks had substantial retail funds
because the attraction to invest in shares declined and the in-
crease in the loan portfolio slowed down, and therefore banks
were not forced to maintain relatively high deposit interest rates
in order to attract additional funds. This year’s decline in the
banks’ profits also forced them to increase the margin between
lending and deposit rates.

Consumer loans account for one of the most dynamically in-
creasing components of the commercial banks’ loan portfolio.
Over the first half of the year, the annualised growth rate of the

~ consumer loan portfolio exceeded 50%, which may seem aston-

ishing as interest rates on consumer loans are rather high, and the
rate of their decrease fell behind the rate of decrease of other
lending and deposit rates of the commercial banks. Over the past
one-and-a-half years, the margin between consumer loan rates

% Consensus forecast: trimmed mean, i.e. the average calculated by removing

the highest and lowest forecasts.
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