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Summary

nflationary developments have been favourable in 1998: year-on-year inflation declined
from 18.5% in December 1997 to 12.3% in October 1998. This reduction in the inflation rate

- ~ exceeds the central bank’s end-1997 inflation forecast of 13,5-14% for 1998. Domestic finan-

cial and macroeconomic developments affecting the inflation rate were broadly in line with

.. previous projections; a large part of the lower-than-expected inflation rate can be attributed
- to lower world prices.

The National Bank of Hungary (NBH) sees three factors which are predommantly impor-

« tant in determining inflation. The development of aggregate demand and supply is the most

portant factor for sustainable disinflation. The second factor is inflationary expectations,
WhICh play a significant role both in producers pricing behaviour and in nominal wage nego-
tiations. The third component is unported inflation, which is the sum of foreign inflation and
nominal depreciation of the Forint. These three components determine the trend of infla-
on. The inflation rate can, of course, be influenced by ad hoc factors as well, such as tax
1ges or supply shocks causing one-off shifts in the price level. The National Bank of Hun-
believes that the significance of rapid relative price changes and structural adjustments -
chwere major determinants of the inflation process earlier— decreased as the transition to
market economy ended.

ustainable disinflation is possible only through the cooperauon of fiscal and monetary
icies. The maintenance of the preannounced crawling peg exchange rate regime influ-
es.the pricing behaviour and inflationary expectations of market participants, and the
dual reduction in the monthly devaluation rate confirms the credibility of the monetary
es’ inflation forecast. The central bank has an effect on aggregate demand as well, by
ing monetary conditions the NBH airns to prevent a discrepancy between the growth of
gate demand and supply. Although given the current advanced level of capital account
ation, the central bank’s interest rate and exchange rate decisions cannot be inde-
from each other. By determining the domestic interest, rate and the nominal ex-
e the NBH strives to develop-and maintain monetary conditions that do not jeop-
e external balance, either from the side of competitiveness or of the savings-
t balance. Central bank decisions affect aggregate demand only indirectly and with
inthe current exchange rate regime international capital market developments also
BH’s ability to influence domestic interest rates. Therefore, the efficient control of
1and can be achieved only through the cooperation of fiscal and monetary poli-

ationary expectations had a favourable impact on the disinflation process. I .~
th inflationary expectations and actual inflation came closer to official infla-
S: ThlS year’s higher-than-expected decline in inflation reduces next years mﬂa—‘ -
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tionary inertia as well because of the occasionally implicit backward indexations. The favour-
~able turn in inflationary expectations is also reflected i the reduction of the stable 20—-21%
nominal wage growth of recent years. This is especially true of the manufacturing and the re-
tail sector (16.8% and 15.4% in the third quarter).

- Imported inflation had a favourable impact on the change in the domestic price level.
The inflation rate of Hungary's most important trading partners decreased and so did the
world price of food, energy and certain commodities. These factors led to a decline of ap-
proximately 2 percentage points in the domestic inflation rate, However, the knock-on effect
of cost reduction due to imported inflation was only partial in telation to domestic prices.
Market agents do not seem to fully build cost changes that are regarded as temporary into
their prices; positive and negative changes are smoothed out at the expense of their actual
- profit margins. Therefore, no change in the trend of domestic inflation is expected, even in
the case of an upward turn of world prices. Moreover, the remaining cost-increasing effect of
1mported inflation too will be mitigated by the reduction in the growth rate of other cost ele-

- ments, e.g. of wages and interest expenses, due to a weakening of inflationary inertia.

Ad hoc factors had no significant influence on the domestic price level in the fu:st three
quarters of 1998. This is teflected by the fact that core inflation was basically the same as the
change in the consumer pricelevel, core mﬂation fell from 18.2% to 12.5% between Decem-
ber 1997 and October 1998.

The growth of potential GDP accelerated in 1998 as a result of the new production ca-
__pacities created by _the previous years’ investinents. This made the significant reduction in in-
flation possible, even under the condition of dynammally expanding demand. Despite the
preceding period’s substantial aggregate supply expansion, free capacities (which could be
utilised without creatmg mﬂatlonary pressures in case of a rise in domestic demand) are

scarce in the Hungarian economy. In manufacturing the average capacity utilisation has not -

been so high in the past nine years, and the share of enterprises reportmg scarce capacities
has been the biggest for the last few years.

The unemployment rate has fallen-well below the Buropean average; it was only 7.9% o
average in the first three quarters of 1998. Certain regions and sectors of the economy are ex-
periencing labour shortages. The probability of potential labour shortages is further in-
creased by the fact that two-thirds of the unemployed have been jobless for a long perio
and/or they have low skill levels, which makes it difficult for them to find work even in times:
of economic boom. Therefore, the government has to help.their re-etitry with an active er
ployment policy.

‘Coupled with high capacity utilisation, all components of aggregate demand increase
dynamically inthe recent period. Consumption, the largest component of aggregate démand
grew by 3.5% in the first half of 1998 after a 2.6% rise in 1997. Consumption has tracked
faster growth of real income, while both the total household savmgs and the operatlona
nancial savings ratio have been stable since the beginning of 1995.

As far as fixed business investment is concerned, not only the significant 13.3% 1
growth in the first half of the year is notable, but also the spreading of growth over differs
industry and enterprise categories as well. The share of investment was considerable i
setvices sector, which significantly limits inflationary tendencies through stronger corip
tion and rising productivity. This also indicates, however, that the previously extraord
high export growth rates, which were due to the instalment of new export capacme 1
cline. ‘
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| Despite the Asian and Russian crises, the external demand for Hungarian goods and serv-
ices was above expectations in the first half of the year, the export of goods and services being
23.6% higher in real terms than in the same period of 1997. Certain sectors were hit-seriously
by the decline in exports to Russia, and for certain goods the competitive pressure from South
' East Asian companies due to devaluanon can be felt.
L When projections about future GDP growth are made, it has to be taken into account that
the volatility in international capital markets and lower growth prospects for the world econ-
omy can reduce the growth of domestic demand as well. Atthe same time, due to the change
in the international environment, the current account balance has to meet stricter require-
ments. The reason for this is that for international investors the current account balance is one
of the most important indicators of the health of the economy. Thus, it furthers the country’s
long-term growth by preserving its positive image. Another non-negligible factor is that the fi-
nancing of the current account deficit became more expenswe because of the liquidity short-
ages in international capital markets. -

Based on its projections about aggregate demand and supply, the NBH believes that co-
. ordinated decisions through monetary and fiscal policies are needed to control aggregate de-
mand in order to maintain economic stability and to further reduce inflation. These decisions
should ensure that GDP grows around its long-term trend and demand growth maintains the
favourable composition of the past few years, which were characterised by an improving ex-
ternal balance and a moderate expansion of domestic demand. Although the most important
factor for a lower-than-expected growth for next year is the decline in foreign demand for do-
‘mestic goods, in this case the stimulation of domestic demand by fiscal or monetary measures
can be implemented only with caution, since the composition of foreign and domestic de-
nd is different. Higher domestic demand would only partially absorb the excess supply of
xporters, whereas it would generate further import demand, thus resulting in an increase of
he trade deficit. This is especially true of former exports to Russia. If these goods cannot be
old to other markets, or only at a very low price, then this should be considered a sectoral
Hock, to be treated w1th the appropriate tools of structural policy. Taking all the above con-
derations into account, the NBH believes that the stimulation of a geregate demand either by
etary or fiscal policy is not desirable and should be avoided even if inflationary pressures
1ain subdued.
order to maintain external balance and to control inflationary pressures due to a dy-
ally growing domestic demand, the central bank’s interest rate policy aims at stimulat-
omestic savings. International capital market volatility led to a significant increase in the
>rest rate premium on Fonnt—denommated mvestments therefore the mamtenanee of the

introduction of the crawling peg regime in 1995, the NBH does notassign anaggres-
inflationary role to the exchange rate per se in the future. The exchange rate path is de-
tevaluating the differences in domestic and foreign inflation and the expected differ-
the growth rate of productivity. The significance of the exchange rate path lies in its
and sustainability, thus the expected depreciation is built-in within pricing behav-
icing the inertia of inflationary expectations and enabling monetary authorities to set
0al for inflation.
inflation may be negatively affected by the temporary weakening of the Forint:
ervention band due to increased uncertainty in international capital markets.
asting weakness of the exchange rate would undoubtedly pass through into the
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domestic prices, increased volatility of the exchange rate alone is not likely to have significant
. inflationary effects due to changes in pricing behaviour in the previous years. The experience
of the lasttwo years indicates that exchange rate risk which could be hedged and/or regarded
as temporary wasnot built-in within domestic prices.

The modernisation of Hungarian financial institutions and the change in transactional
and savings opportunities is so fast that the change in the velocity of money (the stability of
which is questionable even in developed economies) is hard to forecast. Therefore monetary
aggregates cannot be used as intermediate targets. in the formulation of monetary policy. At
the-same time, the change in monetary aggregates may contain important information re-
garding future developments in aggregate demand, therefore the NBH closely follows devel-
opments in monetary and creditaggregates. The growth of the narrow monetary aggregate
(M1)accelerated last year; the annual real growth rate of M1 peakedat 10% in June and falling
thereafterit was 4.6% in real terms in October. This was partially due to the fact that the oppot-
tunity cost of M1 components (which mostly serve transactional purposes) declined because
of lower inflation, but a prolonged fast rise in transact1onal money demand is a warning sign
for monetary policy. . - - SRR

Inuthe first part of this report the most unportant characterlstlcs of thlS year’s inflation pro-
cess-are presented: The second part-describes monetary developments and the most impor-
tant decisions of the monetary authority. The third part analyses aggregate demand, supply
and equilibrium factors which are important determinants of inflation'and relevant in the con-
duct of monetary policy. At the end of the report a detailed analysis of capital market develop-

ments is presénted. The report was. based mainly on data from the first eight months of the
year, therefore the consequences of the international financial crisis starting in Augustare not
analysed here in full detail, and only references are made if the crisis had a significant influ-
ence on Hungarian economic developments.. :

NATIONAL BANK:
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L. The 'evolu_tion of inflation

' inflationary impact of this, however, was moderated by the:faé

-to the preceding year, the difference between these pri

ver the first ten months of 1998, the annual rate of inflation
declined from: 18.4% to 12.3%. The decrease in the con-
sumer price inflation evolved as a result of opposing effects in
domestic conditions. In the recent past, factors independent of
domestic economic conditions also had a favourable impact on
domestic price developments.
In agreement with- the Government, the National Bank of
"Hungary (with a view to macroeconomic indicators and money
market developments) modified in several steps the rate of
crawl, which determines the monthly depreciation of the Forint.

- While in 1997 the Forint was devalued by 14. 7% agatnst the cur-

rency basket, in October of this year, the rale of annual devalua-
ton was no more than 11.1%. The actors of the economy re-
garded the modification of the exchange rate course as credible
and-sustainable, hence in setting their prices they took into ac-
count the reduction in the rate of devaluation and thereby also of

imported inflation. Owing to the changes in cross rates, the an-
nual depreciation of the trade weighted exchange rate was largér

in October than in the previous December, hence gffective im-

port costs did not decredse as a consequence of the change in the
exchange rate in the first ten monihs of the year. Nevertheless;

economic actors regarded these effects as transitory whereby,
similarly to the preceding year, the effects of cross rate changes.
were not incorporated in domestic prices. Mownetary policy pri-
marily contained inflation through sefiing the trend of ex-
change rate and influencing inflationary expectations.

Among the domestic factors influencing price develog
ments, recovering demand appeared as a factor that could poten
tially fuel inflation. Both the private sector and general gove
ment increased their consumption and investment activity. Thu

that increased demand appeared partly for tradable goo
where, owing to import competition, the possibilities foi pri
increases were limited. In the case of non-tradables, the contin
ous expansion of capacities moderated price increases, yet
rise in privaie services prices exceeded that of tradables by
Percentage poinis.

Beyond its demand impact, the government hasa direct ir
ence on the consumer price index through regulated prices.
year, the rise in regulated prices exceeded the price in
of both traded products and private services, yet in-comij

rates decreased by more than 5%, which by itself reduiced:

of inflation by 1%. The previously described evolti of
lated prices, through the decline in the costs of productio
tributed to the lower infldtion rate in other product groups,

- NATIONAL BANK

1. 'Fhe evolution of inflation

The moderate cost side inflationary pressure evolved as a re-

sult of opposing processes. In the national economy as a whole,

real wages increased by 3.7% on average. Wage inflation was

highest (at nearly 22%) in the service sectors not including retail

trade, which was reflected also in above-average price increases,

Wage inflation in manufacturing and retail trade decreased
considerably relative to the preceding year. The impact of the

growth of real wages upon profitability was alleviated in part by a

more efficient employment of labour as & result of the investment

projects of earlier years. Cost side inflationary pressure was fur-

ther restrained by the reduction in the world market prices of
Jood, energy and various raw materials. As a result of all these

factors, the rate of inflation also declined remarkably in the case

of products which are not directly disciplined by the nominal ex-

change rate,

In the recent period, several changes that can be regarded as -

transitory also contributed to the slowdouwn in inflation; these
primarily influenced relative prices and the domestic price level,
not the dynamics of the increase of prices. The NBH did not
loosen its grip on domestic menetary conditions in spite of the

-rapid decline in inflation so that should world market price ten-
.dencies be reversed, this policy would prevent the development

of a cost-price spiral. Another specific feature of the Hungarian
inflationary process is that, due partly to institutional and partly
to behavioural factors, there is a high degree of inertia in the de-
velopment of prices. The acceleration of inflation reduction aris-
g from exogenous reasons may result in a decline in the inertia
inherent in price development, whereby, as a result of changing
expectations, the faster than expected reduction in the con-
‘sumer price index may lead to a faster rate of decline in in-
ﬂauon in the long run as well.

 Components of the changes
n.consumer prices

ultimate objective of the NBH in influencing domestic
prices can be achieved most directly through the announce-
-of the nominal exchange rate path. The gradual reduction
rate of devaluation ensires the convergence of the domes-
¢ rate.of inflation with that of Hungary's commercial partners.

isciplining effect of the exchange rate course on price in-
es is asserted to different degrees in the various product
ps; depending on the extent to which the given product is
to take foreign competition into account. In order to illus-
: anti-inflationary efficiency of the nominal exchange
we break down the price developments of the components
consumer basket to those arising from changes in the ex-
te course and those beyond this. The exchange rate
may be regareded as an instrument efficiently supporting
linable disinflation if price developmenits in the z’ndz‘m‘dual

¥ the NBH has been measuring the under]ymg increase in prices by
inflation index. This index excludes from the consumer price in-
f price changes in seasonal food (eggs, potatoes, vegetables,
1d'liguid fuel (coal, briquette, coking coal, firewcod, heating
ine: The core inflation index calculated in this way‘ COVErs 91%
umer price index.

Tie rale of price increases rofative fo the samae

maenth of the praceding year

Per cent

Weight In :
thecon- | December | October
SLEmEr price 1897 1988
Index

Gonsumer price index 100.0 184 123
Tradables net of food and petrol 333 13.7 11.6
Faod 27.6 200 9.7
Regulated prices 165 | 2638 15.5
Private servicas 17.7 18.7 15.4
Motor fuel 4.2 14.7 8.4

Core inflation' 81.0 18.2 125

Devalvatlen of the nominal effactive :

exchange rate- - 11.2 18.7

Annouaced.nominal devaluation of the

forint - 139 1.1

Development of the market and regulated

componenis of the consumer price index*

Per cent

30 Non-regulited

45 ; ‘= Consumer prive indéx

R R Repalated
40 — '+ ~Curmenay-basket-

Core inflation:

* Growth rate refative to the same month of the preceding year, Macket prices:
changes in the prices of industrial preducts and private services. Currency basket:
chunges in the market exchange rate of the forint against the basketof currencies.

Changes in: market prices*

Per cent
40
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25
20

15
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I. The evolution of inflation

Pproduct groups do not deviate from the nominal exchange rate
course to an extent which would call for the modification of the
exchange rate course in the futiire owing to excessive real appre-

. ciation of the forint.
The development of domestic prices may be influenced by
: . non-recurrent factors over which monetary policy has no influ-
- S .77 ence, such as the introduction or abolition of import tariffs or
‘ ' ' changes in tax rates. To filter cut such effects, the price develop-
ment-of individual product groups were compared, in addition to
the rate of devaluation, to changes in the prices of traded goods

aswell.

1.1 Tradable goods

The nominal exchange rate chosen as the intermediate objective
of monetary policy has the most direct influence on the prices of
tradable products. This category includes consumer articles of in-
dustrial origin (changes in the prices of food will be separately
-discussed) which, for the sake of simplicity, will be referred to as
industrial products, We ‘assumed that their supply is practically
infinitely elastic, hence an increase in demand may lead to price
increases only through the effects of marking to market. Price de-
velopment is, however, also influenced by the fact that the con-
sumer price of these products also contains services whose pric-
ing—that is, the commercial margin —is determined by the supply

—arrd “demand refations—of commercial services. This product
group represents 38.2% of the basket, which is used for the con-
sumer prices index. Of this gasoline accounts for 4.9%. Tts price
evolved differently from that of other products in 1998, hence be-
low we examine the product group without petrol.

As presented by the figure below, the relationship between
annual price growth rates and the development of the nominal
exchange rate changes from time to time. Under the adjustable
fixed exchange rate regime applied until March 1995, expecta-
tions of devaluation continuously eroded its nominal anchor

change rate can be regarded as a nominal anchor that efficient:
disciplines. the price development of industrial products. -
1997 and in the period in 1998 under review, the prices of
tradables followed the nominal exchange rate. Owing to
the decline in the price levels of Hungary's most important tra
ing partners, with this product category imported inflation ros
a rate below that of devaluation inr 1998, which has been: 1
flected in the prices of industrial products, which rose at a._rat
less than the rate of devaluation of the forint.
The developments of 1997 provide additional informati®
about pricing behaviour. In that year, changes in industrial pr
uct prices followed the announced rate of devaluation :
more closely than the nominal effective exchange rate, thatisy
spite of its significant weight in the currency structure of foref
trade, the weakening of the German mark — and thereby
duction in import costs calculated in forint terms — had no it
ence on the development of industrial product prices: Ity 199
this process was reversed, and the strengthening of the g

Annual price increase of goods: without food and
motor fuel rclative to dcvaluation* R

. Per cant .
o

20

15

1

01.92
0792
~oney .
67.9:} o
Cones
.07,95 -
0196
96 b
Cosr L
. 07.97: i
.'Q_i.‘iﬁ:
_0'7.9{5:

* Growth rate difference relative to the saime month of the pré;:edlng year. - T
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role. About 1-1.5 years were needed for the inflationary shock of
March 1995 to peter out, and since the end of 1996 the prices of .
tradables and the nominal exchange rate have been moving -
closely together. From this period onwards, the nominal ex?

L. The evolution of inflation

relative to the dollar did not constitute a price-increasing factor
either, It seems that economic agents relate their prices to
the announced rate of devaluaiion and regard changes in
crass rates as transitory, hence not incorporating them in
their prices. This pricing behaviour is consistent with the fact
that prices are altered relatively rarely, once or twice a year, so
within such a time span, the announced rate of devaluation is the
) best point to adjust to. Moreover, the movement of individual
currencies relative to the basket can aiso be hedged against at
relatively little cost. The phenomenon may also be attributed to
the fact that resident distributors, exploiting the imperfections of
the market, price their products to the local market,

1.2 Food prices

Food represents 27.6% of the consumer basket. A major portion
of this category still enjoys considerable protection through cus-
. toms, nevertheless, the demand-supply relations evolving in the
world market have a significant impact through export prices on
- the domestic sales price of a number of raw materials for food
processing. The prices of seasonal products are determined
" mainly by domestic demand. As the volatility in food prices can
be antributed primarily io supply side shocks, prices frequently
differ from both the nominal exchange rate and changes in the
prices.of industriad products.
~ Inthe first quarter food prices hindered the decline in the rate
 of inflation; in contrast, in the second and third quarters changes
‘inboth world market food prices and the prices of seasonal prod-
ucts contributed to a decrease in the consumer price index, re-
du_cing_it directly by about 1.5%.

3 Regulated prices
1e so-called regulated prices represent a significant, 16.5%

do not exert direct inflationary pressure, as cost considerations
imarily govern price setting.

‘The increase in regulated prices decreased substantially rela-
10 1997: whereas in that year the growth in regulated prices
ded the rate of devaliiation by over 13%, in 1998 this mar-
g shrankto 5%.

e reduction in the rate of price increases can be attributed
nd foremost to the lower increase in energy prices. Owing
e significant decrease in'world market energy prices, energy
were left unchanged at two successive quidrterly review
spite of this, however, the profitability of natural gas dis-
utors did not deteﬁorate The situation is different in refation
tricity, as the price formula in this case is related to the av-
osts: of domestic electricity production. Hydrocarbon
ower plants only account for a quarter of production ca-
meontrast, in order to create revenue for the Nuclear Fi-
nd, nuclear energy became more expensive. Because
bccame necessaty to increase prices by 8% in the third
is area, the effect of which has already appeared in
dicators since September. -

“past few years, the rise in regulated prices regularly
the inflation rate measured in other product groups,

Annual growth In produser prices*

Germany Ausiria Franee EG"T:I; usA
December 1998 -&.3 1.1 -3.1 1.6 25
Dacamber 1997 11 9.6 0.7 0 | -1
Juisna 1998 -0.1 0.0 ~-0.7 1.0 -1.9

share in the consumer basket. In this group changes in demand

* Growith rats refative o the same month of the preceding year (%).
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L. The evolution of inflation

This higher rate reflected not only an increase in current costs: a
gradual price adjustment was also needed primarily because the
prices of these services generally did not cover the costs of the
capital required for their production. With the end to this period
of adjustment, we expect a much closer correlation in the Future
in the changes of regulated prices and other products with a

beneficial impact on overall inflation.

1.4 Services

The fourth component of consumption (17.7%) is services,
where in most cases direct foreign competition does not disci-
pline price developments. Consequently, growth in demand
may lead to price increases. The evolving higher profitability may
be maintained as long as new capacities being implemented do
not increase the supply of the service. As the price elasticity of
supply is-much lower than in the case of industrial products,
growth inwage cosis i is much more rapidly followed by increases
in prices.

-Before 1995, the price increases of services exceeded both the

depreciation of the forint and the changes in industrial product’

prices. From the beginning of 1995, the prices of services and in-
dustrial products changed at nearly the same rate for two-and-a-
half years. Since domestic demand has expanded, the dif-
ference between price developments of services and trad-

L0192

o Gro:.vd.l rate differentiai relg.ti;le to the same month ofthe preceding year.---

: "_‘_devaluatmn and ttadable inﬂatmn“
L ;'Per cent - -

-07.9%

‘o792
"01.93.

0194

0794
01.95
0196 . g

4796

0197
cpnes

0797,
Llenss

able—goodshas “increased again, moving at around 4 per-
centage poinis on average in the course of the past year.
During the catch-up process, we expect that the tendency ex-
perienced in the last few years, which exhibits higher productiv-
ity growth in Hungarian tradables sector than in services sector,
will persist. As a result of this difference in productivity improve

ments, the unit labour cost of services will gradually increase:

relative to industrial products. As a lasting difference between.

the profitability of the two sectors cannot be sustained in the long
term, wage increases in the services sector will give rise to higher

price increases. Over the past two years, the difference in the
growth rates of services and industrial product prices probab y
exceeded slightly the rate which could be attributed to different
productivity improvements. A possible explanation is the mﬂa_..
tionary effect of Increased domestic demand. .
The analysis of the price developments of the dlfferent— 2
sumer basket components reveals that the crawling peg regi
has proved to be an efficient anti-inflationary instrument
the recent perfod. Moreovet, the gradual reduction of the cra
proved to be credible and changed the price setting behaviou
market participants. The difference in market prices by produ
groups did not deviate significantly from that explained by diffe
ences in productivity improvements. As will be presented ite
tail in the remaining part of this report, the unit-labour-cc
based real exchange rate index remained stable througl
out the period. Another proof of the exchange rate mech
as a disciplinary device is that the nominal wage growth rate;lg
merly-registered at-around 20-21% seems to be breaking:
manufacturing sector. Owners of businesses did not g
wage increases In excess of that based on productivity impzo
ments, which would have deteriorated their profi
competitiveness, : o
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| 1. The evolution of inflation

2 Other prices

2.1 Domestic and export sales prices of
manufactaring

1 En September 1998 the annual growth rate of domestic sales
prices in manufacturing was 6.8%, which was lower than the
[ devaluation of the forint during the period under consideration,
In 1993-94 domestic sales prices and the nominal effective ex-
change rate index as well as thg exchange rate index against the
currency basket rose virtually at the same rate. Following the de-
valuation in March 1995, nominal exchange rates increased ata
higher rate than prices in manufacturing and the real exchange
rate based on domestic sales prices in manufacturing depreci-
ated. This was partly due to price-stickiness and partly to the pos-
sible pricing-to-market effect evoked by a decline in domestic
demand. From the beginning of 1996 a reverse process took
place: prices rose faster than the exchange rate, as a result of
which the transitory real depreciation was adjusted, Another rea-
- son for the discrepancy appearing in 1996 and 1997 could be
high energy price rises and the effects of import surcharge.
Export sales prices in manufacturing industry rose by 12.6% in
* September 1998 in'comparison to the same month.in 1997..
It could be observed that, until the beginning of 1994, the
- growth rate of export prices was over 10% higher than that of the
- niominal effective exchange rate index and a nearly identical rate
~inthe rise of expoit prices and the nominal exchange rate charac-
~terised only the second half of 1994 and the first half of 1995,
Growth in export sales prices again exceeded that of devaluation
‘the forint from the second half of 1995, In the last quarter, how-
ever, this difference seemed to be evaporating again.
The differences between domestic and export sales prices
uld largely be explained by the impact of composition. As in-
dustnal statistics calculate export price indexes on the basis of
ort weights of the period two years before, in every period in
hich substantial structural changes take place within the export
cior; the export price index also reflects the impact of changes
duct structure. In 1997, the expansion of machinery ex-
s constituted just such a structural change.
ving to the statistical distortions referred to, an analysis of
o of export prices and domestic sales prices would be
ore informative. Examining identical products, the two price
2xes should not differ in perfectly competitive markets, If,
3t thefe are additional transaction costs to price changes
T exporters’ price-to-market, such differences can be ob-
-As more disaggregated price indices are not available, it
icult to detect to what extent sectoral domestic and export
S:price indices reflect an identical product composition. The
elow shows an unambiguous trend in the period prior to
is hardly believable that in the case of identical prod-
Jort prices grew in a stable manner until 1995 at a rate
0% i in-excess of that of domestic sales prices (this would
nt a significant difference regarding the profitability of
clative domestic sales), the phenomenon can presuma-
outed to the fact that different products were sold, that
flect the impact of different quality and product com-

s ',."' VAL -——-Currencybasket
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L The evolution of inflation

change rate indices

* Giowth rate relative _io_ the same quarter ofthe precediné year.'::

. 98G3 |

L OBOL I 1

Since the introduction of the exchange regime in 1995, the
trend has broken. The current exchange rate regime — to the ex-
tent that it is credible — is neutral with respect to ex ante tradable
price competitiveness. Hence manufacturess in the tradables
sector calculate with the same price increases for both their do-
mestic and export sales. This; of course, does not mean ex post
price competitiveness neutrality. Exchange rate changes, which

-~ differ from that expected, may divert domestic and expott prices.

The newly evolvmg increasing trend in the ratio of export/do-
mestic price” since 1996 can hardly be explained by unexpected
exchange rate effects. It is possible that the impact of different
product structures continues to be relevant.

2.2 Import prices

Import prices (the so-called import unit value index according to
customs statistics) have been moving closely in line with the vari-
ous exchange rate indexes since the 1995 stabilisation,. as re-
vealed by the figure presenting the relationship between import
prices and the nominal.effective exchange rate index, and the ex-
change rate index against the basket of currencies. This relation-
ship was also basically stable from 1993 prior to the implementa-
tion of the crawling peg regime. Before this, however, the corre-
lation had been much less unambiguous, due presumably to
rapid price liberalisation. following the outset of the transition,
changes.in.quality and the structure of imports” and the impact of
increasing demand for imported. products. Before 1996, import
prices had converged mainly with the nominal effective ex-
change rate changes but, as the figure reveals, presumably a
change took place in 1996 with respect to the pricing behaviour
of importers, asimport prices showed a stronger correlation with
the index against the currency basket. With the consolidation and.
gain in credibility regarding the crawling peg exchange rate re-

gime, importers have been applying forward-looking pncmg i

accordance with the rate of the crawl.

In the period 1995-98, import price changes slightly exceeded
changes in the nominal exchange rate and the exchange rate
against the currency basket but, as seen in the figure, the differ;
ence has never exceeded 5% since 1995. In the first quarter
1998, the seasonally adjusted import unit value index rose
13.8%, the nominal effective exchange rate index calculated with,
bilateral import weights by 11.5% relative to the first quarter
1997, while the forint depreciated by 13.4% against the currer
basket. From this we may conclude that the relationship betwee
import prices and the nominal effective exchange rate is fa
vigorous, imported mﬂation making its effects felt within'a
tively short period of time.*

? In spite of the trend again unfolding in the data, domestic and export p
changes correlate only contemporaneously, which supports our forW,
looking pricing hypothiesis.

3 import unit value indices, as they measure not the price buta valuepen
kind of a combined product unit, may be easily distorted by ch
uct composition and quality. -

# According to our estimates, the effect of changes in the nominal effect
change rate no longer play a role in import prices after 3-4 gu
change rate ripples on into import prices over a relatively sho
forming the estimates also for the index against the currency ba
tained sirnilar results.

NATIONAL BANK OF;

II. Monetary policy

- En the first ten months of 1998, the conduct of Hungarian mone-
{7 tary policy was heavily influenced by several developments
' leading to the increase of potential domestic inflationary pres-

economic expansion and the acceleration of domestic demand,

and in certain segments of the labour market resource constraints

have arisen. In spite of this, CPI inflation declined substantially,

This, however, can be attributed to lower world market prices on
“the one hand, and lower growth of regulated prices on the other.
In order to curb domestic inflationary pressures, the National
Bank of Hungary (NBH) has followed a cautious interest rate pol-
‘ icy The real interest rate rose to over 6 per cent on-the
three-month maturity, which is most relevant for credit
"’expansion and savings decisions. Being cautious in interest
rate decisions, the NBH reduced its leading interest rates only
long with the actual decline of inflation.

- The short term real interest rate was calculated based on the annualised 3-
‘month Treasury bill and the contemporeneous 3-month trend inflation. The
-real exchange rate was calculated as the quotient of the nominal exchange
te (currency basket composition) and the trend inflation; based on this the
-month annualised real appreciation was obtained. Positive values of the
al excliange rate on the graph indicate appreciation, Two different meas-
res of the real exchange rate are given, one calculated using the market ex-
ldrige. rate, and the other calculation based on the assumption that the ex-
iange rate stays at the central parity of the band, These indices do not corre-
ond to the real exchange rate indices reported in the section on competi-
eness, since these are short-term indices and ignore the effects of foreign in-
on’ and cross exchange rate changes.

esides the real interest rate, the real exchange rate has great
nce on the development of monetary conditions, since it
s a basis for assessing the extent the exchange rate con-
disinflation. In the first ten months of 1998, the prean-
d path of the exchange was modified two times. From
th-the NBH - in agreement with the governiment — re-
he monthly rate of devaluation to 0.8%, and in August an-
leeision tocut the monthly devaluation rate was taken, this
7% coming into effect on October 1st. Compared to Oc-
997, the depreciation of the central parity was 11.1%
the currency basket of 30% US dollar and 70% German
far as depreciation against the currency basket calcu-
ing market exchange rates is concemed this amounted

Teal appreciation based on consumer price m-
en declining since March. These developments in-
hile both the interest rate policy and the exchange
uted substantially to the disinflation process in the

sure, namely, capacity utilisation has been on the rise along with -

Changes in monetary conditions
(rea! exchange rate changes short term real interest rate).
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Exchange rate changes within the mtervention band
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first months of the year, from April the significant disinflationary
effect of the exchange rate has slowed down. The real exchange
rate index based on the parity exchange rate, which ignores ex-
change rate changes within the band, indicates a significant de-
cline in real appreciation, while the index based on market ex-
change rates shows a depreciation of the real exchange rate.

Domestic monetary conditions consistent with the disinfla-
tion process were accompanied by the following developments
in the foreign exchange market, which is influenced by changes -
in foreign interest rates and the risk premium:

L. Between January and April, capital inflow was significant,
forcing the NBH to acnvely intervene at the stronger edge of the
exchange rate band,

2. In May and June, uncertainty surrounding the general elec-
tions brought about a temporary weakening of the forint, but the
exchange rate was never weaker than the central parity.

3. From July, along with the general flight from emerging mar-
kets, the forint depreciated substantially, reaching the Weal(e1
edge of the intervention band.

Due to the policy of sterilised intervention, the volatility -of
capital flows has not affected the monetary aggregates substan-
tially.

.. éha;zgec m the"i‘nsrm‘v.neﬁts .
 of the National Bank ofHungaW

- bank to send:unambiguous signals regarding its interest T

- tralbanks in-developed economiés.

' There have been sevcral important changes inthe mstruments
of the NBH. throughout 1998, and as a result they have further
B converged with:the instruments used by EU central banks. .

= Since Apnl 1998, the NBH no longer sets the mterestrate on
theone -year maturity, ,and onApril 24tha bi-weekly tender for
one-year central bank bills was introduced: Before April 1998,
the NBH set the interest rate on.the two maturities at the same.

time, and.as a result the relanonshxp betweenthe two interest
rates informed market participants about expected future:de
Veloprnents in the one-month deposit rate. Due to the. interest.
rate setting on two maturities, it was difficult for the cent,

‘policy: As a consequernce of this decision, 4 short-term inter
rate “the one-mionth: dep031t rate:— has become the ta 8e
terest rate-of the NBH in accordance “with the’ pracuce of ¢

' 'The elimination of the one-week deposit facility-
15¢h was also in dccordance with the central bank’s'i
' to be more able to send unambiguous signals to at
_uapants with less mstruments and thus to mcrease the'el

‘nance pemod enables commercial banks to readt,
tively to changes in short-term interest rates, and th

NATIONAL BANK OF

1. Monetary policy

: I Developments in monetary
1 conditions

n the first four months of 1998 substantial capital inflows
were induced by dedlining German and American interest
rates (the two currencies making up the currency basket), and by
declining risk premium on investments in emerging markets.
Both developments increased the atiractiveness of forint invest-
ments among money market investors. Speculation about the
real appreciation (widening of the intervention band) of the
Hungarian currency also significantly increased demand for
T forintin this period. This was based on the fast impreving mac-
£ roeconomic indicators of the Hungarian economy in 1997,

— Although neither the Federal Reserve nor the Bundesbank
changed their main interest rates, yields on market instru-
ments denominated in US dollars and German marks de-
clined. In the background of this drop in yields was the mes-
sage from the Bundesbank that it would not hasten (short-
term) interest rate convergence between Euro-zone econo-
mies.

— The decline of the risk premium on forint investments was
parily due to the Hungarian economy's improving perform-
ance and partly to favourable changes in the general per-
ception of emerging market investments. The first few
months of 1998 were characterised by a decline of uncer-
tainty about emerging markets and by increased attention
to emerging economies with relatively good fundamentals,
which resulted in declining tisk premiums.

During the first four months of 1998, the forint traded almost
cantinuously at the stronger edge of the intervention band, the
ntral bank purchasing $3.3 billion (Ft 771 billion) in the domes-
foreign exchange market up to the end of April. In this period,
the bulk of the capital inflow was due to portfolio investments,
ostly purchases of government securities by foreign investors.
demand for forints was increased by net future selling of for-
gn exchange which was shown in the divergence of commer-
anks’ on and off balance sheet positions. Foreign direct in-
stment exceeding the current account deficit also contributed
pital inflow and intervention. Of the intervention of $3.3 bil-
billion cannot be explained by the interest rate premium
rint investments, by the current account deficit and by for-
g direct investment, hence this amount can most likely be at-
dto exchange rate speculation. -

vention ceased at the end of April, since yields on forint
ments came in line with the interest rate premium expected
eign investors. Exchange rate speculation ended when the
nfirmed that it would not change the width of the crawl-
nd and announced a reduction of the monthly rate of de-
ion: by 0.1%. Along with the decline in inflation, the NBH
e leading interest rates in several steps from March,
ulted in a significant drop of 200-250 basis points in
vestment yields up to June. The prospects of extra profit
§ expecting a change in the exchange rate system
duced by the introduction of tenders on the one-year

ond period beginning in May with thé general
was characterised by rising expected premium on

Interest rate premium on 3-month benchmark
govermment securities, 1997-98
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Noto: Tnterest premium: the excess yield on the 3 month discount T-bill above the
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modified at the date of official announcement of 2 change In the crawi).
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Camponanis of the demand for forinis*
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forint investments and a steady weakening of the forint within
the intervention band. In this period, the rise of the expected pre-
mizm can mosily be attributed to the general elections, the de-
parture of the exchange rate from the stronger edge of the band
and the nose-dive of stock prices in May indicated higher uncer-
tainty about Hungary compared to other economies in the same
investment category. Forint yields, however, kept pace with the
rise in the expected risk premium, therefore there was no outflow
of interest rate sensitive capital in May and June despite the lack
of foreign exchange intervention.

From the end of July, however, the reasons for the weakening
of the forint within the intervention band have to be found some-
where else. Contagion resulting from the Russian currency cri-
sts and the Hquidity squeeze in international capital markeis in-
duced an outflow of capiial from Hungary, which necessitated
intervention to defend the exchange rate several times. How-
ever, neither the outflow of interest raie and exchange rate sensi-
tive capitalnor the fall of share prices were justified by the funda-
mentals of Hungary’s economy. Coupled with balanced eco-
nomic growth, the decline in inflation was notable, the budget
and current account deficits did not justify the rise in the risk pre-
mium of forint investments, this rise can only be explained by the
dominance of foreign investors and the behaviour of large insti-
tutional investors.

Due to the sterilisation policy of the preceding period, high
foreign exchange reserves of the ceniral bank made it possible
that tieniet capifal 6Gtlow did it éndanger the credibility of the
exchange rate system. Since in this beginning phase of the crisis:

the capital outflow was prompted mostly by forced liquidation of -

foreign investors, an extremely high interest rate premium would
have been necessary to attract foreign capital, which would have
affected the domestic economy unfavourably. Therefore, the
NBH decided to allow the foreign exchange reserves to decline

temporarily. In order to stabilise the demand for the Hungarian ‘
. currency, the NBH increased the foreign exchange yields of

forint investments by reducing the monthly rate of devaluation;
moreover, the leading interest rates were raised by 100 basis
points on 22 September. The medification of the exchange rate:
path was in line with the decline of inflation, and the interest rate;
rise reduced potential inflationary pressures due to exchang
rate depreciation within the intervention band. Positive conclu
sions can be drawn from the August figures for interest ande
change rate sensitive capital flows as far as the credibility of thi
crawling band is concerned. Foreign investors reduced the
government securities holdings by Pt 137.9 billion in'August. Thi
total interest and exchange rate sensitive capital outflow, he
ever, was significantly lower. After the July setback, the form
process whereby commercial banks’ increased long forint pos
tions in their balance sheet and the sales of forint futures ré
This means that even in August there were agents who were'w
ing to purchase several tens of billion forints in derivatis
kets at basically the same implicit interest rates as beforé.
likely that, based on the August figures, there are marketsag
wheo-believe-in the strengthening of the forint from the wé
edge of the intervention band, and their behaviour hml
ther weakening of the Hungarian currency.

Due to the sterilisation policy of the NBH, ne
substantial intervention in the first four months:
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year nor the decline in foreign exchange reserves had any
influence on the growth of the monetary base. In the past
: three years, the central bank was successful in preventing capital
inflows resulting in a rapid growth of monetary aggregates. Most
of the capital inflow ended up in the sterilisation instruments of
the central bank and did not take part in the financing of the
economy. The growth in the stock of sterilisation instruments
\ halted in May 1998, and this stock declined substantially in
August-September at the time of capital outflow. Consequently;
foreign exchange sales by the central bank did not lead to a k-
quidity squeeze in the economy, the commercial banks replaced
the declining liquidity by reducing their assets with the NBH, and
only the mismatch of expiration dates resulted in temporary li-
quidity shortages which was reflected in the iricreased volatility
of overnight interbank rates,

2 Interest raie transmission
and inflationary expectations

2.1 Money market
“and commercial bank interest rates.

¢ onsumption and investment decisions of market agents are

. Caffected by domestic interest rates, therefore the central
“bank has an influence on aggregate demand through interest
“rates. The central bank has a direct influence only on money mar-
- ketrates, but even in this market it does not set the interest rate on
~every maturity. At the long end of the yield curve, developments
hat cannot be directly influenced by the NBH: such as general.
onfidence in economic policy, expecidtions about. the ex-
cblange rate of the forint and developments invinternational capi-
.arkets affect interest rates. Interest rates that are most rele-
nt for the real economy are the deposit-and lending rates of-
ered by commercial banks. Due to-uncertainty about the future
sathrof inflation, the bulk of {inancial savings and credits are in
fiort-term or floating-rate instruments in Hungary. Hence; they
nfluenced by short-term money market rates that serve as
ina} investment and funding costs for commercial banks.
over, credit risk and the competition between commercial
1ks have an impact on interest rates which affects decisions of
rket agents in the real economy,
il the end of March 1998, the NBH set the interest rate on
ithe one-month and one-year maturity thereby determining
peofthe yield curve up to one year. Yields in the secondary
and interbank rates followed the rates set by the NBH on
ne-montly and one-year maturities, and other short-term in-
rates declined slowly reflecting expectations about the de-
f one-month deposit rates of the NBH.
or the NBH had suspended setting the one-year rate, the
of the yield curve up to the one-year maturity became more
ince market players expected the NBH to decrease its
interest rates faster. As commercial banks modified their
€xcessive) expectations about the path of interest rates,
-0f Interest rate correction began in fune. In this period
I bank reduced the one-month deposit rate in several
term yields, however, did not follow the changes in

The monetary base and its components®
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1997 | & a2 3
3-manth T-bill- 19.36 | 18.65 { 17.33 | 19.06
12-month T-aill 19.20 | 1870 | 17.32 | 18.95
Short-tasm corporate lending rate 20.800 | 20.30 | 18:80 | 18.10
Long-term corporate lending sate- 21.70 | 21.30 | 19.4C | 20.30
Shart-tarm household deposit rate 16.20 | 16.80 | 15.00 i 14.50
Long-term househald depost rate 16.60 | 15.7¢ | 14.70 | 14.3¢

* End of pariod.
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Spreads between yields on government s uritie
-and household deposit rates
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~ ing took the form of a substantial decline in forint denominate:

~ about the expected yield and risk of foreign exchange dene

__rates was less than that of market rates. Between March

_the leading central bank rate. Nevertheless, the interest rate cut

0f 50 basis poiris on July 10th and again on August 3rd came ds
a surprise, and the faill of short-term interest rates indicated.the

“revival of market agents’ expectations about further interest rate

cuts, In the past two years, short-term commercial bank lending
rates have followed the changes in market interest rates with
quite a short, 0-2-month lag. The decline of the spread between
lending rates and 3-month market rates has been basically con-
timuous along with the fall of inflation. In the first half of 1998,
however, the reduction of lending rates for businesses was some-
what less than that of the corresponding market rates; there was a
clear break in the spread. The risein the spread between lending
and market rates can mostly be attributed to the increasing de-
fault risk. The default risk is usually counter-cyclical, therefore its
current rise is not due to macroeconomic factors but to increased
lending to small and medium-sized enterprises by commercial
banks. As the market for the best customers became satiated,
commercial banks began.to expand their lending activities to
other customers, mostly small and medium-sized enterprises that
were formerly deemed to be too risky.

Demand. for commercial bank lending, thus the price for

Jorint denominated ioans; is heavily influenced by the price of fi-- .

nancing alternatives. The next graph compares actual forint
lending rates with interest rates on 3-month foreign exchange
denominated.: loans that are- calculated taking into account the
composition of the currency basket and potential movements
between the:strongerand weaker edge of the intervention band.
The most favourable case for borrowers occurs when the forint is
atthe stronger edge of the intervention band at the time of repay-
ment, in this case they pay minimum interest. Borrowers pay

maximum interest - when the forint is at the weaker edge of the .
band at repayment. The:graph shows that from the beginning-of

1995 the interest premium on forint loans was significant com-
pared to the most favourable interest rate on foreign exchange
denominated loans. Since the exchange rate of the forint has

been mostly at the stronger edge of the band, the high interest .

premium encouraged Hungarian corporations to borrow in for-
eign exchange. By 1997, this premium decreased substantially
and the probability of forint loans being ex post more favourable:
became higher. In 1997 and the first half of 1998, the intere.
rate spread between forint and foreign exchange denominatéd.
loans did not induce businesses to take out foreign exchange
loans. As a result, the last two years were characterised by thee:
payment of foreign debt and by the rise in net forint debt inc
corporate sector. The growth of net forint denominated finane

claims as opposed to a significant credit expansion in the first ha
of 1998. Exchange rate developments in the fall of 1998 indicat
that the Hungarian corporate sector was right in its assessmes

nated indebtedness, ' )

In the first half of 1998, the reduction of household depo
deposit rates offered by commercial banks did not follow
nificant decline in market rates. Part of the reason for this wast
interest rate smoothing behaviour of commercial banks. Inct
ing competition for household savings is likely to be anothe
son for the decrease of interest rate spreads.
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2.2 The yield curve and inflation expectations /’

From January to the end of August the zero-coupon yield curve
had shifted downwards by approximately 400 basis points, with-
out any significant change in the slope. The size of the downward
shift was roughly the same as the decrease in inflation since the
beginning of the year. ‘The shift of the yield curve accurred in two
major steps. From the beginning of March to mid-April yields on
each horizon decreased by 180-200 basis points. This was fol-
lowed by a calm period lasting from the end of April to the begin-
ning of June. Between the beginning of July and that of August
another 100-180 basis point downward shift took place, during
which long yields dropped somewhat less than-short yields.
Therefore the yield curve became slightly less steep. Beginning
with mid-August, yields started to increase onall horizons, which
was related to the increased uncertainty in international money
and capital markets arising from the Russian ctisis.

. From the evolution of long bond yields one can get a picture
of how the market’s expectation of future monetary policy' has

- evolved. Assuming constant long-term real interest rates and risk
premia, this can be used to plot how long-term inflation expecta-

tions changed during the examined period. However, the inter-
pretation of changes of the Hungarian vield curve in 1998 has be-
come more complex since in this period the weight of foreign in-

".vestors in the T-bond market has increased significantly.” For-
‘eigners tend to price forint-denominated bonds on the basis of
~the following variables: their foreign currency-denominated re-
- quired real rate, expected foreign inflation, expected nominal

preciation of the forint and the risk premium arising from the
uncertainty of the future exchange rate. Domestic investors on
the other hand consider their forint-denominated real rate and
expected domestic inflation. If the forint is expected to appreci-
ate in real terms, foreign currency-denominated real returns on
erint investments are higher than forinti-denominated real re-
turns. Unless the devaluation risk premium offsets this expected
excess return, foreigners are willing to pay a higher price for
forint-denominated T-bonds than domestic investors.?

“Insucha situation it is hard to decide whether a change in long
nd yields happened because of a change in expected domes-
inflation, in expected depreciation or in the devaluation risk
emium. To decide which of these possible factors dominated
change, one may want to look at changes in the stock of do-
estic'T-bonds held by foreigners. Available data on this stock Is
ewhat [imited though, since we only have a daily time series
he part of this stock that is directly owned by foreigners and
glstered at the central cleamg house (KFLER). The true stack is

- implied forward rates derived from the zero-coupon yield curve do not
ssarily coincide with the market's expected future interest rates (only if
o-called Expectations Hypothesis holds). Howeves, less restrictive as-
ptions are enough to establish a relationship between changes in implied
rates and changes in expected future interest rates,

the-end of May registered T-bond holdings of foreigners reached Ft 350
1zhly 359% of the total stock of marketable T-bonds.

may not be true if required real rates abroad are higher than in Hungary.
'real rates are difficult to measure unless a liquid market of real (i.e.
inked) bonds exist, However, one can plausibly assume thatless devel-
ountries on average have higher real interest rates because of lower
al/labour ratios. Thus the implicit assumption above of equal required
home and abroad is in fact a conservative assumption.
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B p s
- andthe average market forecastof the:
7:. end: 1999'yo CPY inflatio

probably larger since the former measure does not include indi-
rect ownership via resident branches of foreign banks and in-
vestment banks, .

We have used the changes in the registered stock i in the inter-
pretation of changes in long bond yields according to a simple
rule: if changes in long yields coincided with significant opposite
movements in the T-bond stock owned by foreigners, then we
concluded that factors affecting foreign expected returns (i.e, the
expected depreciation of the forint, the devaluation risk pre-
mium and expected foreign inflation) may have changed. On the
other hand, if the stock did not change significantly or moved to
the same direction as long bond yields, our conclusion was that
the movement in long bond yield stemnmed mainly from changes
in the variables domestic investors are concerned about, i.e.
primarily by mﬂatlon expectattons (assumlng constant real

" rates).

According to this simple rule, the first downward shift of the
yield curve in March—April was due to an increased demand for
Treasury bonds from foreign investors, which implies that it was
an expected nominal appreciation of the forint which was the
primary cause of the shift and not a decrease in expected long-
term: inflation. At this time of the year guesses appeared in the
press about the possible widening (or a final abolition) of the
crawling band in the near future and a subsequent appreciation
of the forint. Although the expected appreciation of the forint did
not occur, the 200 basis point drop'in vields meant that (foreign)

““monthly inflation rates in June and July. Monetary policy step

- followed the movements of market rates, changes in the reverse

- A rhe-“average market forecast” is the trimmed-mean of forecasts. give

"investors who bought their T-bonds: in time made significant

profits. They also seemed to expect a further decrease in yields,
since the foreign-owned stock did not decrease after the yield
drop-ended.

In the second dowuwarci shift of the yield cwrve in
July—August on the other hand, the decrease in inflation expecta-
tions of domestic investors played a signiticant role. In this pe-
riod.there was only a small increase in the T-bond stock owned
by foreigners.

A survey of inflation and interest rate forecasts by macro ana-
Iysts4 also suggests that the March-April downward shift of the
yield curve was primatily a result of a change in exchange rate

“expectations and less that of a change in inflation expectations;,

while the July—August the situation was the reverse. The inflation
fotrecast survey result in August5 alsorshows that the increase: in.
yields starting in mid-August was mainly a result of an increase in

the devaluation risk premium required by foreign investors.

and/or an increase in expected depreciation of the forint.. :
- One factor contributing to the decrease in inflation expecta
tions i August could have been the lower-than-expect

may also have influenced the movements in market interes
rates. In the earlier part of the year, the NBH interest rate poli

repo rate did not seem to have s1gn1fzcant effects on market rates

macro analysts of 1520 banks and investment banks, published montily: by3
Reuters (“Reuters poll of forecasters”), _
? Reuters published the inflation forecasts on August 19, while the ingreas
vields and the decrease in the stock of T-bonds owned by foreigner stgrte.
August 19, -
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However, the unusual size (50 basis points as opposed to usually

25 basis points earlier) of the 10 July and 3 August cuts of the re-
» verse repo rate surprised the market and did have a significant ef-

fect on market rates. At the same time the forint weakened, which

signalled that the NBH no longer felt it necessary to tighten

monetary conditions up to the limit given by the crawling band.

The market took this message as a sign of increased optimism
3 from the NBH regarding the path of future inflation on a 2-3 year
horizon. The message was judged credible by the market and in-
flation expectations adjusted accordingly, causing a downward
shift in the vield curve,

Beginning with mid-August yields on every horizon started to
increase. According to our simple rule outlined above, this was
due to the increase in the devaluation risk premium and/or an in-
crease in expected depreciation of the {orint, since the increase

owned by foreigners (the period August 11-31 the stock de-

creased from approx. Ft 400 billion to ¥t 270 billion). The unfold-

ing of the Russian crisis and the global loss of confidence in
- emerging markets, of course, were key contributors to: these
yield movements.

: '3 Developments in monetary
aggregates

n the first nine mowiths of 1998, both the narrow and the wider
X monetary aggregates increased tn real terms. The growth rate
- of M1~ comprising cash and demand deposits— exceeded the in-
- flation rate by 4.6 per cent at the end of October.

Developments in the M1 aggregate indicate the economy’s
- transaction demand, and its fast growth is likely to be attributed
to a rise in-the growth rate of domestic demand and consumption
and to the higher economic growth rate than in the first half of the

_Household demand deposits have been growing at the high-
L rate; since the spring of 1996 their growth rate has been over
Q) per cent in real terms.
As far as the M3 and M4 monetary aggregates are concerned,
heir. growth rate has been declining slowly. These wider mone-
tary aggregates indicate developments in savings, and the reduc-
on in their growth rate is in accordance with the decline of infla-
nand interest rates. In other words, the lower growth redtes are
ot attributed to a change in the private sector’s savings behay-
our, but to the fact that the roll-over of the previous stock (Plus
5) leads to a lower growth rate due to the decrease of interest

Non-bank investments have continued to be attractive as sav-
s alternatives to bank deposits, therefore the discrepancy be-
the growth rates of M4 and M3 persists. Meanwhile, the
ship structure of non-bank securities in the M4 monetary
ggreg_ate has changed substantially. Investment funds have in-
ed their government securities holdings by Ft 50 billion,
ethe claim on the government by insurance companies did
Ot change in nominal terms.

icannual growth rate of government securities held by
eholds has continued to exceed 40%. The growth of govern-

in yields coincided with a quick shrinking of the stock of T-bonds -

Change in the 1-month reverse repo rate and the
comulated. change of the 3-month market rate on ihe
day of the repo rate change and the next two days
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Factors inﬂuencing the money multip]ier
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ment securities in the hands of the corporate sector has been dy-
namic, although this year the growth rate reduced significantly
compared to last year’s 60%. ,

In the first half of the year, the money multipliers M1/M0 and
M3/MO were fairly stable. The M3/M0 multiplier reflecting the
banking system’s money creation has changed onlytoa small ex-
tent (apart from seasonal fluctuations) since the second half of
1996.

The innovation in the banking system is indicated by the sig-
nificant growth in the share of liquid deposits at the expense of
cash. Seme liquid bank deposits, however, decreased in real
terms. This can be partly attributed to institutional and regulatory
features of the Hungarian financial system. Despite commercial
bank efforts to maintain their profitability by higher fee revenues,
the high required reserve ratio-(and high operative costs arising
from branch expansion) limits the narrowing of the spread be-
tween corporate lending and deposit rates if prudent credit risk
asscssment is to be maintained. The money creation ability of
the banking system. is also limited by tax regulations which en-
courage disintermediation by tax deferrals on non-bank invest-
ments. ' _ )
_ All in all, the effects of financial innovation increasing the
multiplier and of disintermediation decreasing it offset each

other, therefore the cash/deposit ratio has not increased recently. -

The reserves/deposit ratio, the other factor affecting the money
multiplier, stabilised at 12%, due to unchanged reserve require-

The most notable developments in the assets of the banking
system are the credit expansion to the private sector and the
steady decline of claims on the government up to August 1998.
The banking system’s credit expansion to the private sector is
due to the increased demanid for loans on the part of enterprises.
As far as household loans are concerned, the decline in the stock
of real estate loans and the growth in consumer loans offset each
other, _

The high growth rate of domestic corporate lending can be at-

tributed to two factors, On the one hand, the net credit demand

of businesses has been rising due to cyclical  factors. Atthe sa
time, there has been a restructuring process within the stock. o
credit, Hungarian businesses have been repaying their direc
borrowing from abroad and replacing it by borrowing from
mestic banks. InJuly the annual growth rate of liabilities was 7
in real terms. In the same period, ljabilities to the banking system:
did not change in real terms. The net position of enterprises,
however, did not deteriorate by the amount of the rise in lia
ties, as their government securities holdings have increased
Ft 80 billionr since the Beginning of the year. In the first half'®
1998, domestic credit expansion was 12% in real terms couple
with a decline in foreign liabilities. The share of foreign exchang
denominated loans has increased again in domestic lendif\g:

however, both the domestic and foreign lending to the corpor
sector are considered, the share of forint denommated Ioans
further increased,

growth in domestic credit than the growth-of the M3
aggregate. The increasing demand for credit by ente:
has been fulfilled mostly by the reduction in claims on-thes
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ernment, the proportion of lending to residents (private sector +
net government without the central bank) to domestlc savings
has not changed significantly recently.

Commercial banks increased their net foreign habﬂmes but
these funds were used to finance the growth in claims on the cen-
tral bank. Foreign borrowing of commercial banks encouraged
the growth of domestic corporate lendmg by improving the ma-
turity structure of liabilities.

The ratio of commercial bank loans to deposits
of the private sector

Per cent
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II. Components of aggregate demand

C ompared io the same period in 1997, real GDP increased by
5.3% in the second giidgrter of 1998, Although there was a
slight, transitory decline in the growth rate in the first three
months, GDP growth speeded up in the second quarter.,

Significant modifications took place in the structure of de-
“mutnd over the past half-year. A new important phenomenbn is
that the rate of expansion in domestic absorption ex-
ceeded GDP growth during the first half of 1998.

The stock of inventories in the economy increased signifi-
cantly in the second quarter, which contributed 1.6% to the
growth in domestic absorption.” If we assume that this growth.in
inventories was transitory only and the stocks were to. be ex-
ported shortly, GDP growth and changes in domestic absorption
would be closer to one another, yet domestic absorption would

~ .- Expors.
“imports-< - -

 Total consumption- B 5

- ~Household consumption: >~ -
~=.” Publlc consemption. .

Gross capital formatian.

Fixed capital formation: -~
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In the second quarter, an acceleration of ‘growth ¢an be ob-
served in every domestic component of aggregate demand. The
fastest growth was registered in fixed capital formation. Net of
the items that can he regarded as transitory, the stock of invento-
ties i the pational economy also increased significantly in com-
parison to the same period of the preceding year. Detailed data
are only available for the first quarter, which show that the in-
crease in inventories was mainly due to the accumulation of fin-
ished products. Involuntary increase in the level of inventories
may foreshadow z slowdown in growth.in the long run.

There was.also a.change in the development of foreign trade.
Exports continue to be the most dynamically expanding
component of aggregate demand, albeit the growth rate of
exports (in a GDP structure) declined slightly in the sec-
ond quarter when compared to the figures for 1997, Duz-
ing the same period, the import growth rate declined at a lower
rate owing to the expansion of domestic demand, .

1 Household consamption

( :hanges in income and wealth and expectations concerning

their future development fundamentally determine house-
hold consumption/savings decisions. While transitory fluctua-
tions in income generally have no impact on the development of

! In calculating GDP for the second qua'rter without the events regarded as
transitory we assumed that the annual growth in the stock of real inventory
was 20%, as in the first quarter. The actual figures indicate 4 real growth of 70%
for the year. We assumed that the difference was exported, hence the growth
rate of aggregate GDP did not change.
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current consumption, changes that promise to be permanent
may influence households’ propensity to consume. Changes in
the wealth of households may also have an impact on the devel-
opment of consumption. Wealth is influenced not only by cur-
rent savings, but the volatility of the exchange rate and the fluc-
tuations of the stock market, and real estate prices may also give
rise to significant changes. As a result, the wealth/income ratio is
modified and the equilibrium can be re-established through
changes in curreni savings.

The increase in real income, which began at the end of 1996,
continued in 1998, Relative to the same period of the preceding
year, real income increased by 3.7% in the first half of 1998. The
growth rate speeded up from quarter to quarter. Relative to ear-
lieryears, the structure of real incomes has changed and even the
feal value of social benefits has risen (in particular social benefits
in cash, mainly pensions).

That is to say, income growth affected wide strata of the pub-
lic, in particular those with a higher propensity to consume (low
income groups, pensioners).

For the time being, it seems that changes in the wealth of
households and the expansion of the credit facilities offered by
the financial sector have not yet influenced their propensity to
save. !

Both current savings and the household fimancial sav-
ings rate have fluctuated around a stable level since early
1995. Although the savings rate showed a decline over the last
two. quarters, it is still around the same level as in the past four
years, so it doesn’t yet indicate any change in the behaviour of
households, : :

The amount of the net financial wealth of households has in-
creased continuously over the past one-and-a-half years relative
to trend income. Growth was caused by the more rapid expan-
sion of gross financial assets,

The ratio of household credits relative to permanent income
did not change; transitory increases in credits arose from taking
out loans collateralized against securities related to major privati-
sation transactions, which were executed through the stock ex-
change. :

Increase in real wealth can be attributed: primarily to current
savings. Although the share of stocks and institutional invest-
ment have contimiously risen within the financial wealth of
households, and stock prices had increased substantially up to
May 1998, only a real yield of at most 2-3% could be realised on a
representative houschold portfolio, even without the stock ex-
change crisis in August.” ' _

On that basis, it can be stated that the increase in the
wealth/income ratio can be regarded as a shift in the intention of
the public towards an equilibrium position. Because of this, we
do not expect an adjustment that would resultin a decline in cur-
rent savings. )

The stock exchange crash in August reduced the financial
wealth of households by about Ft 150 billion, representing nearly
3% of gross wealth. Although the preceding stock exchange
boom did not influence the current savings of households

2 This was calculated by deducting net savings from changes in household fi-
nagcial wealth, then we estimated changes in the unit net asset value of the
household portfolio similarly to the evaluation of ylelds of investment funds.

Anaual growih rates of housefiold income and consumption

Per cant
. Secang 5
First quatter, First half,
1987 uarks,
. 1998 R 1588
Householg income 21 33 41 3.7
Householg sonsusmption 2.6 27 42 35
Changes in savings rates
Per cent
First | Sacond
4995 § 1886 | 1997 |auarter, | quarler,
: . 1928 | 1298
Finaneial savings rate™ ) 84| 108 | 104 93 | 89
Gross savings rate™* 149 | 168 | 164 | 165 | 160
Operatioral financial savings . : )
rate*** : 49 ¢ 688 67| 56 48

*{finangial savings — revaluations)/total household incama: )
** ffinancial savings + househald investmants — capital transfar}/lotal household in-

coms. -
*+* ffinangfal savings -~ revaitation —compensation for inflation in inferest payments)fo-

 tal househald income — compensation far-intiation ¥1interest paymeants.

Operational hounsehold fi‘nanéial—savings rate*

Ber cent
12

2

P S S U S S S UUIF S S S S
o © — — o of m ¢ < Wmon WW T - o
FSEazamnagaaddigisaa sy as
- ) o N e ) = M = M T ) e i o e
S 8 58 0 8o &8 o & o a2 0 a0 oo

* Besides all revaluations, househofd savings and incomes are also adjusted by the
share of interest payments that is licing paidt 45 2 compensation for inflation.

Flnancial asseis* as a percontage of trend income**

Per cent
Net wealihvirand Income.- Greditsftrend income
1996 G4 487 5.9
1997 Q1 48.2 5.3
1997 32 49,5 ) 5.2
199703 51.4: 5.3
1997 Q4 " B35 5.9
1998 @1 529 .5
1998 Q2 540 : 54

* This financlal asset category contains Lhe estimated revaluation effect of shares. Asset

and credit vafues at the end of period.
** The trend of seasonally adjusted, annuallsed quastarly household incoire.

Changes in real net financial wealth-and in real net
asset value of wealth.
December 1996 = §

120
= = =Net el asset.valug of wealth |
115 | ==Real valus of housetiold net-
" financial wealth
L10
1035
1.00 e T
' . N
P P P P VO H S T U S S S S S WS
g 5.5 &5 5 § & & & ¥ §
S g3 2 g 2 5 8 2 8 %
- bt o (=2 (=1 < (=1 [ [=23 oy =
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through the wealth effect, presumably consumption and current
savings would react asymmetrically to the decrease in wealth:
the decline may have a consumption-reducing effect.

2 Investment

Yhe volume of fixed capital formation increased at an accel-
erating rate in 1998, by 13.3% in the second quarter of the
year compared to the same period in 1997.

A good return on capital, 2 high level of capacity utilisation
and favourable prospects concerning the business cycle contin-
ued to have a stimulating effect on the willingness of firms to in-
vest. In contrast, household investment was characterised by re-
straint irv the first half of 1998. Presumably, this unwillingness to
investis only a transitory feature; the wait-and-see attitude can be
attributed to the reintroduction i in 1999 of a VAT refund in relation
to housing construction,

Government investment also expanded in the fl[‘St half'of the

year, primarily in relation to the development of infrastructure.,

" The available data pointsto a spreading of investment activity
among the agents.of the économy. The expansion of investment
in the manufacturing sector has continued and the reconstruc-
tion of the electricity industry has begun as well. In 1997, ap-
proximately 40% of investment pmJecmwere atmed at broaden-

ing the range of service activities in the private sector?>

'Eiectnmty, gas steam and ater
Lol supply:
" “Consiruction :
" Wholssate and: retailt;ade repair
- of motorvehicies;. moturcycles,' o
. and, garsnnal ard huusehnld
goods e T

Hotels and reslauranis

~Transpod; storage: and cummuni-

cations .
fFlnanciaI mtermedlatmw

 Real estale, rantinl and busmess o

activities

Pubiic admlmsiratlun and ﬁﬂfunca. k
compulsmy snmai security

" Edircation

- ~Heailh andrsucialrwu'r:i(. Ll
;. Other community; social and pe
. sonal-serviee activities "

1. Central budgelrhaiance

" Ofthis:

2. Primazy balance {net of. NBH)

3. nterest balance

__ A Balanceof NBH allucatlo nand payment
. 5. Salance ot exirabudpetary funds

8. Social security balance

7. Balance of localautherities
‘8. Genaral govarament balance .
8. Df this, primary balance (wet of NBH}
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The enhanced popularity of the services sector can also be ob-
served in the case of businesses founded with foreign direct in-
vestment. In 1997, 48% of the newly tounded companies involv-
ing a foreign stake were active in private sector services, This fig-
ure went up-to 70% in the first half of 1998, Presumably, signifi-
cant new investment has considerably improved producnwty in
the field of services.

3 The fiscal siance

As in 1997, the fiscal impact has been increasing in 1998. This
can be observed in the figures for the half-year, which have
been evolving more or less in proportion to time lapsed.

The change in the primary balance, which tends to be the
most important indicator of the fiscal stance, overestimates th

fiscal impact due to the pension reform launched in 1998, as the -

deterioration in the budget arising from the reform is offset b

private savings. In order to filter out this distortion, the change in:
the primary balance has to be adjusted with the effect of the pen=

sion reform. _ .
The primary position of general government can be r:
garded as sustainable from the viewpoint of state debt, Ui

der the current conditions, a structural primary surplus of 1.5% ol

GDP is required to stabilise the debt ratio; the part above
would reduce state debt. Hence, problems of sustainability can:

3 A]though housing copstruction is taken into account in the real estate St
it does not imply any expansion in production capacities. Net of thi
40% of investment was realised In the private services sector. This, how
still contains the iavestment in infrastructure financed by the budget -whi
1mplemented by investors belonging to the given sector.

1L Components of aggregate demand

not be perceived in the short term and the state debt will decline
further. The difficulty is that should the economy slow down sig-
nificantly, a deterioration in the primary balance may appear si-
multaneously with a reversal of the favourable impact of eco-
nomic growth on state debt as expressed in terms of GDP for rea-
sons of changes in the trade cycle, hence an above-average pri-
mary surplus is needed in periods characterised by rapid
growth.* _

The positions of the individual subsystems have regularly
evolved differently from the estimates within total general gov-
ernment deficit, The higher-than-expected economic growth in
1998 (as in 1997) enables the better-than-expected position of
the central budget to offset the additional deficits of social secu-
rity (attributable to structural reasons) and Iocal authorities (fa-
cilitated by ample liquidity).

Based on the figures for the half-year (which are available
only in part), the real value of primary expenditure and
revenue is 1o longer declining in 1998 in contrast to the pre-

- ~ ceding years (as well as in contrast to the original ideas in the case

of revenue); moreover, that of expenditure will begin to increasc

slightly. A significant structural rearrangement is taking place
within expenditure. According to plans, primary expenditure
“would have increased by about 4% over the year in real terms,
which envisaged first and foremost an increase in volume invest-
ment and the wage bill. In the case of investment, however, the
11997 base turned out to be much higher than expected. Hence
the 1998 increment (whose performance on the basis of the fig-
ures for the half- -year will also be above the estimate) will consti-
fute a real value growth of only about 29%. At the same time, the

nominal increase in the level of earnings may well exceed the es-
timaie. The 18-19% per capita increases in remuneration and,

provided that it is iraplemented, the 1.5% reduction in the labour

rce will result in a 16.5% expansion (2% in real terns) in the
age bill. The planned redundancies are focused on the local

authorities, while a 1% increase in staff was envisaged in central
public administration, which represents a lower weight.

Household transfers have been growing significantly (by
bout 7-8%) in real terms. (This will continue to take place pii-
arily because of the regime of determining the amount of pen-
ons as, under declining inflation, pensions follow the higher
ominal wage inctease of the preceding year.) Overall, in 1998 a
arrangement opposite to that of the preceding year can be ex-

pected within general government expenditure, that is, this time

e share of household transfers will grow to the debit of invest-
1it and the purchase of goods and services.

hanges in the central budget

> deficit in the central budget amounted to Ft 195.1 billion in
irsthalf of the year, while its primary surplus reached Ft 123.4
on. The figures for the first half of the year indicate that a sub-
tial surplus can be expected in tax revenue, while a minor

ability and Growth Pact of the European Council emphasizes the same
iU Member States should adhere to the objective of scund budgetary
close to balance or in surplus to be able to deal with normal cyctical

ns while keepmg the government deficit within the reference value
£ GDP

Ghanges In general yovernment defisit
{As a percentage of GDP}

Per cent

Firat haif

Eslimate

1. Geniral budget hatance
2. Primary halance (net of NBH)

3. Interest balznge

4. Balance of NBH allocation

and payment

. Balarca of extra-budgetary funds
&. Soclal securily halance

7. Balance of local authorities

8. Ganeral government balancs
9: Of this, primary. balance

(net of NEH)

-1.9

1.2

3.7

0.5
0.2

-0.5
0.1
~2.1

0

-4.2

18

-6.8

0.6
0.0

.2
~0:1
-4.6

1.7

' Change in the primary.

The demand impact of general government®
{Asa percenfage of GDP)

Pereent

BRLL

0O

1995

Expacted

Forecast

balance adjustad for
the effact

of the penslon maform.| —4.3:

0.9

-0.5

“The + sign means increaslag, the - sign decreasing demand effect.

** NBH estlmate,
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HI. Components of aggregate demand

surplus expenditure is probable in fact only in the case of the
consumer price subsidy. A significant excess can be seen
‘with the expenditure of the budgeiary institutions; this,
however, does not influence the budget deficit as its source is
the surplus in the revenue of these institutions (partially
from transfers arising from other subsystems of general govern-
ment and partly from revenues realised in the course of opera-

Ft 5560 billion relative to the estimate arose in the case of their
own revenues over the first half of the year, but this increase de-
clined somewhat in the months thereafter:

The duta for the first half of the year indicate a surplus revenue from taxes
in excess of F1 100 billion already over the first half of the year in comparison
to the estimate (based on the usual seasonality), which is in line with-higher-
thar: expected economic growth. In the case of VAT, this means nearly Fr 40
billion, in the case of consurption tax Ft 16-18 billion, for PIT Ft 20 billion, for
corporate tax Tt 10 billion and for customs duties approximately Ft 15 billion.

The position of the local aﬁﬂlorities at the
end of the first half of the year

Only preliminary information is available on the financial man-
agement of local atthorities in the first Half of the year. Based on
preliminary data it seems that their result for the first half of the
yearshows a small surplus net of privatisation revenue, similarly
to the same period.of 1997,

own revenues appearing primarily in the non tax revenue of in-
stitutions belonging to the municipalities, as well as under local
taxes and levies. The amount of allocations from the central
budgetincreased at a rate higher than a year before. This enabled
an expansion in excess of the estimate virtually under every ex-
penditure item, particularly ini the case of the purchase of goods
and services, investment and wage-type expenditure. '

It is expected that privatisation revenue, which represented 4
signiticant in previous years, will provide only lesser financing
this year, Under this heading, local authorities realised only
about half of that of the preceding half year in the first half of
1998. Nevestheless, the deposit and securities portfolios of thelo-
cal authorities remained high and they also supplemented their
funds with investment credits.

Social security funds

‘The budget approved by Parliament contained a deficit of Ft 22
billion for the Health Insurance Fund. The deficit of the two fun
" atthe end of he first half of the year amounted to Ft 53.5 billio
of this, Ft 26.1 billion was incurred by the Health Insurance Fund
(A year earlier, the deficit in the funds was Ft 33.8 billion.) If
central budget recompensed Social Security for the loss of co
Lo bution payments owing to those transferring to the private pe;
“oom=- - sionfunds notina lump sumat the end of the year but at the mo
" ment when it occurred, the central budget would have had.
“transfer about Ft 8.6 billion to the Pénsion Insurance Fund by
. end of June. Taking this into account, the comparable de
== the funds would be Ft 44.9 billion. :
- e e . The following factors were tresponsible for the
e © - deficit higher than the estimate: ‘

evolution-o
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tion), Based on the seasonality of the preceding year, a surplus of

-—Under revenue, there was a-highly dynamic growth in their. - -

M. Components of aggregate demand

— Revenue from contribution payments, which determine to-
tal revenue, fell short of the amount that would have been
proportionate to time lapsed. This also affects employer’s
contributions with the contradiction that carnings increased
ata rate above the estimate. Health care and sickness bene-
fit contributions also turned out to be lower, At the end of
June the amount of contribution payments collected from
the amount outstanding was no more than 29% of that
planned for the year. ‘

- Similarly to the preceding years, in the case of expenditure,
the subsidies for medicines and medical aids, as well as dis-

~ability pension payments for those below the retirement
age increased faster than what would. have been propor-
tionate to time lapsed.

Changes in central
budget debt

Thegross debt of the ceniral budget expressed in termsof GDP de-
creased considerably, from 71.5% at the end of 1996 to 63.5% by
the end of 1997, mainly as a result of putting the primary surplus
of the budget and the proceeds of privatisation to debt repay-
ment. At current prices, debt amounted to Ft 5,757.9 billion at the

end of June 1998, which, at comparative end-1997 prices, corre-

sponded to a decline of 1.4%.
- The net financing requirement of the budgetary sector was

- covered by an increase in domestic forint debt, while foreign ex-
» change debt decreased.

* Throughout the period, net government paper market issue
grew evenly, totalling Ft 339.0 billion over the first six months of
998, This was higher than the net financing requirement of the
udgetary sector at Ft 250.2 billion in the first half of the year.

“The surplus was put towards repayment of the debt outstand-

ing againsi the NBH and the repayment of a loan taken over from
the Tungarian State Railways (MAV) outstanding against domes-

¢ credit institutions and valued at Ft 16.3 billion. Fora transitory
_g;iod, the balance of the treasury account (KESZ) also in-
reased. ’

Thé direct foreign exchange debt of the central budget de-

ased by Ft 36.8 billion by June 1998, This decrease was a result
niet loan repayment effected in the course of the half-year and
le combined effect of losses on devaluation and changes in

In addition to the repayment of a part of the foreign exchange

keptwith the NBH and the repayment of the debt related
the B&s-Nagymaros investment project, the prepayment of
ne World Bank loans also contributed to the decrease in for-
1 exchange debt.

The early repayment of World Bank loans affected the loans

Lelated to those various World Bank programmes (energy ration-

Ulsation, traffic, power plant reconstruction, telecommunica-
and human resource development) which have already
completed. '

ayment was justified by the fact that the renewal of the
ofthe credits concerned under current market conditions
ed the budget to decrease its future interest expenditure,

8. Tofal dehit (6+7)
. As a perceniage of GDP
At end-1997 consiant prices

* Baéed on the second
garfan State Treasury.

Gross debt of the central budgat*
(End of period) :

3,751.64,733.5

HUF billlor
Prafimi-
nary
1 half
1998
NBH credit financing the.deflcit 253.7
Government bonds firancing the
defloit 1,230.2
Treasury hills +030.7
1. Debt financing the defleit 2,514.6
As a percentage of GDP ~
2. Miher cradit 2158
Of this: NBH (SDY) 215.6
3. Other governmsnt bonds 735.3
Treasury gevernment band 63.5
Housing Fund Coverage Bond 13.3
Pirchase of rouble clalms 77
Loan consalidation gavern-
ment hond 261.8
Othier government bond 25.8
Conversion of devaluation debt 333.2
4. Total farint debt: :
(net of devaliaiion debt) 2,075.012,386.1 3,465.5
As a percentage of GDP -
§. Forint devaluation, domesiic
foreign 1,440.0/2,023.3 2,010.8
Exchange deb as a percentage
. ofGoP - -
6. Total domestic deht {4+5) 3,515.1(4,409.4/4,640,95,055.5/5,476.3
As a percentage of GDP -
7. Exlernal debit of the hudget 2H1.5 315.3(. 201.5
_ Asa percentage of GDP 371 =

4,932.45,370.85,757.9

6,827.3/6,714.1(5,840,0/5,370. 85,267 1

quarer 1938 report of the State Debt Managemant Centra of the Hun- : :
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T T i "W%’ercenr

= - e Exparts R §—==
1907 | 1aum 1997 § 190a*

Advanced couniries 775 {780 | 727 | 748
EUt5 M2 | 718 | 628 | 63.8
Germaay 37.3: | 366 |.270 | 277
Austria it4 | 105 | 106-|--8.7
Italy RLiAE 58 | 73 75
Eastand Central European couniries 19.2 | 17.4 1 8.6 | 16.7
" Russia 5.1 4.0 92 |- 70
GEEC-4 5.9 5.2 4.6 45
Other 34 ] 37 | &7 | 95
Total 160:0 4100:0- (1008 11600

Somrce: Minlstry for Economic Affzirs
*January-August prellminary data.
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4 External demand

Tﬁé ptrocess of European integration is fundamentally deter-
- A mining the development of Hungary’s foreigntrade. More in-
tensive cooperation in production and division of labour is
evolving between Hungary and the European Union member
countries, new production capacities are being built and the
country is becoming much more open. Growth arising from the
process of integration provides the trend-like component in the
development of exports and imports. In addition, factors refated

to the trade cycle aiso influence the shaping of foreign trade. The.

business-cycle positions of Hungary’s main trading partners
(Germany, Italy and Austria) greatly determine the country’s ex-
port opportunities. The growth potential of these main trading
partners cannot be divorced from the business-cycle in other
European countries, as their external economic relations are fo-
cused within the EU. Imports are closely related to changes in do-
mestic demand, albeit that with the enhanced openness of the
couniry changes in domestic and external demand are increas-
ingly synchronised. '

- Vigorous growth can be seen in a number of countries of the
European Union, such as the United Kingdom, Denmark, Fin-
land, Treland, the Netherlands and Norway. However, Hungary’'s
most important trading partners experienced only moderate
growth in the recent period. Germany’s business-cycle situation

. s.particularly sensitively affected by declining export opportuni-

ties, as to date the‘engine of growth was primarily the expansion
of foreign demand, rapidly growing Asian exports offsetting
moderate European sales. The deepening of the Russian crisis
also foreshadows less favourable prospects for growth. Be-
cause of this, the OECD adjusted its former, more optimistic esti-
mates on.growth downward by 0.5--1% for most European cour-
tries. Enhanced competition by third countries and the
dumping of relatively cheap Asian products also effect Hun-
gary's export opportunities to the European Union.

Asaresultof the process of i integration and the west European
boom, the past two.years were characterised by dynamic growth -

in Hungary’s exports. After the outstandingly high growthin
the preceding years, the rate of GDP structured export ex-

pansion declined in the second quarter of 1998, which .

was not followed by a similar change in imports.- T

change in difference between GDP structured export and import
growth rates can be attributed to a decisive extent to a declinein -

the export of services but, in the second quarter of 1998,
growth rate'of product exports also decreased.. -

~~ Revehué from et exports of séivices declined by $200 milli
in comparison to the first half of 1997, At the same time, impor
of services evolved similarly to last year. There was no change inl
the revenue from tourism, growing receipts on transportatio
while revenue from technical, cultural and business services d
clined considerably.

The momentum in the growth of product expots Iowe

] Firsthasf- ¢+ Fisthalf '|Chanige. "~
1947 mifidii’
“Gonsiricton sorvices, credit. 129
Gonstruction servit:es'dehit CUErE 804
Gonstruction services, net .| =1es
. Merchanting and oihertrade ralated 139:8-
- Credit - = e
Merchannng and uthertrade ralated - 89
debit R
Merchanting and othertrade-relatad 707
sarvices, net . L
Transpertation servicas, eredit 243.9
“Transporiationservices, debit. = -, i, 2958 |
Transportation sarvices, Aet A8
T TraveerediE T § 1080
Travel debit o B5B2- T
Travey; nat 550.7
Business services, credit 2037
Business services, debit 196.6
Business servicas, ngt 71
Techaical and cultiral servicas, Sredit |~ 652.1
Technical and sultural Services, debit | 7835
Technical and cuitural serviges, net -131.5
T GoversmentSErvieas, credit ” 222
Government services, debit 313
Government services, net -8t
Services total, cradlt 23005 |
-~ Services total, debit - 11,884.9
Servicas total, net A85.8 -

down in the last quarter. This weaker performance is pattly
to a decline in revenue from food exports. Low world-m:
prices decreased the revenue calculated in dollar terris, AlhGT
the voluine of quantities delivered did not drop. The Russian
sis may give rise to a substantial fall in the volume of f
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ports, since Russia’s share in total food industry exports was 17%
in the first half of the year, while its share in the exports of proc-
essed food products was 31%.

Export growth was also restrained by developments inthe ex-
Dort of raw materials, albeit it is also true that the share of this
commodity group within Hungary’s total exports is no more than
3%. Earlier, it was the external demand for raw materials and
semi-finished products which moved closest together with the
west European business cycle,

Now, the export boom failed to take place owing to the cheap
prices of the South Fast-Asian competition. In contrast to food ex-
ports, in this case it was not only revenue but also the volume de-
livered which declined. Increased-domestie-demand: absorbed
only a part of the base materials left over from exports. In this
field, the growth rate of industrial output also fell back in parallel
with the decline in exports (for instance, with the manufacture of
chemical base materials): - '

. The export of articles thh a relanvely hxgh degree of process-
ing (machinery and processed goods), which represent by far the
--greater part of Hungary's-exports, is generally based on-coopera-
tion:agreements.

*“Hence in this field, only a considerable decline in- all-
European consumer demand could give rise to a decrease. The
~ decline in growth rates that could also be observed in this group
-of products can be regarded as a very natural phencmenon ow-
.ingto the exceedingly fast, virtually explosive growth of the pre-
wvious period.
"Rapid export growth strong investment demand and the in-
eqse in domestic demand in the recent period equally induced
@ growth of imports; relative to the saine period of the preceding
eat, the volume increase of total imports was 27.4%. Within this,
the import of machinery and of materials required for current
production rose by 26%, that of consumer goods by 20%.”
A transitory factor giving an additional boost to imports was
the importation of cheap Asian base materials, machinery and
processed goods, ‘

Chanaes int the velume of exporis
(Refative to the same periad of the preceding year)

Percent
Foad, Prog- Machin-

bever- | Rawma- & :
; Energy | essed : Tolal

,30- 1 lerial - .

a%t;s‘éciél erials ; goods e'gg"[i

1998 Q1 268 -0.6 |-111 16.4 65.9 32.8
1998 A2~ 5.2 6.0 75 17.4 415 283
1988 Hi 15.9 -3.3 -1.8 16.9 487 29.5

* The G50 provides lts calculations cnly for a unit value Index for the pericd lapsed since
the beginning of the year and does not provids a quarterly breakdown. Hence we can only
give volume changes for the first quarier and for the half-year, the tigure for the second .

gquasteris an estimata.

changes In the dollar value of sxparis

(Ralative to the same period of the preceding year)

' Percent
ifﬁ\gf" Ravt Prac- Mi;chln .Tulal net
- ma- :
a%;as, Soriars | Eneray eg:ﬁg equip- | O | ttond
tobasco g mant
1998 01 13.8 23 |-189 | 121 | 533 | 279 | 299
199802 —42 | -56 | 40 | 114 | 362 } 194 | 226
1998 H1 43 | -17 (121 ¢ 118 | 433 | 234 | 260
Distsibution, : - . i
1997 129 38 27 | 385 451 [100.0 ) 874
Changes [n the voiume of imporis
{Relative to the same pertod of the preceding yeas}
' Per cent
| Food, bav- ) . '
: R ate- Procasset ; Machinery,
erﬁﬁ’ﬂm' a‘},irﬂls t Energy goods eqalj‘ipgeafr}‘t Tetal
1988 Q1 145 + 228 8.1 194 39.7 27.0
1998 (2* 19.6 22,2 56 173 415 26.8
1808 Hi 26.9 19.7 ~-1.1 20.3 43.1 274

* The G50 provites ils calculations only for a urit value e for the period lapsed since the

’ peglnning of he year and does not previde a quarterly breakdown. Hence we can only give

volume changes far thefirst quarterand for tha hafi-year, the figure for the second quarier I

aneslimate.

Ghanges in the doliar value of imperis
{Relative to the same period of the preceding year)

Per cant
Faad, Aaw Proc- | Machin- Totai et
';e‘é'f maer- Enargy essed agt%- fotai | efen-
) iul?acéu as goeds | ot ergy
1998 a1 303 | 174 267 | 177 | 428 | 220 | 283
1998 Q2 126 | 225 (25 | 135 | 347 | 199 | 233
1998 H1 214 19.9° |-187 15.5 380 | 209 258
Distribu-
tion, 1997 | 4.2 33 97 | 4.0 | 418 (1000 | 903
Growih of Imporis from Suu!h'Easi Asian couniries
I Hong' | Indo- Malay-| Phillp- iSinga-{ Thai- y
Knogg nr:a‘s?a Korea s;a’ plnu!?i pg?éi !a;d Total
- imporis, USD milfion
Firsthalf 1997 | 27.5) 243 e5.8 561] 105 633 78.0 3446
. imparts, USD mififon '
First haif 1998 6.0 355 116.1] 73.9 24.9{130.1| 64.3) 480.9
Growth rate (%) | 131.1|146.2f 136.9 1317, 23652055 824) 1396
Food, baver- -
ages,lobacco | 1311, 947 48112000 1406 1231840~
Raw . N .
materizls 12.01152.3 1,263.61103.0} 1,200.0 96.2:254.3] - .
Pracessed goods | 113.6{115.1f 120.6125.00  89.1|291.7; 98.0] -
Machinery, : .
__equipment 149.9331.4]  141.8]137.9 261.1|185.8 732 -
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IV. Supply side factors

va. Supply Si de fac tOl'S - N , Uﬂmpbymentandinﬂat‘ion

The labour market situation influences economic growth and
inflation via two channels. The jobless serve as a labour pool
for companies that expand their output on the one: handand it
restrains tendencies to-increase wages on the other hand. The
strength of the second impact depends on whether employers
and those already with a job regard the jobless as close substi- -
tutes of employees. If not; even this "medium-high” level of
unemployment would: not restrain exeess wage increases,
) - Consequently; the tisk: carmot be excluded that (1) although
1 Th e labour market o wage costs_are relatively fow in regions. ac 4

: : higher rates. of unemployment they would: stﬂl not be suffLu
ciently attractive to induce faster econotnic growth a1
(11) in the dynazmcaliy growmg reglons compame restramed

T ased on the available data, the most important development
Bm the labour market over the first three quarters of the year
was the slowdoum and possible end of the declining trend in the
activity ratio observed i recent years: the 51% in the first h;ilf of
1997 was followed by a figure of 50.8% in the same period of
1998. Beyond the:stabilisation of the ratio of the economically ac-
tive, another promising phenomenon has been that, within this,
the ratio-of the employed. mcreased and that of the jobless de— ’
clmed

excess.of producmwty unprovements or
‘ 'to restram theu: output expansmn

-_' employed we can Identxfy groups. of people who cannot ber -
~garded as closesubstitutes of cutrent employees; Hence they.
: do ot actually: contribuie to. the relevantlabour reserves. jI‘he
: Lmemployed can begrouped iffaceordatices withithé penoEfof'
- time spent without a job or-according to-their educational at-. f;' oot
tainment or level of skilt, ‘Grouping by period spent. withouta _

s Warranted bythe fmdmgs of labour maiket tesearch, ac-
‘ ordmg to: which the- presence of long-term:. unemployed ‘
weakens the relattonshqa between the local unemployment‘ :
atio and wages., :

Thehuman cap1tal of the long~term unemployed who have'

Uﬁemployment rates by duration of unemployment*

1 1 Employment

ate. -3 months.
o6 months ;[ :
- Rate -12 manths.

Growth itremployment, which began in 1997 continued over the
ﬁrst three quarters.of 1998, rising by 0.5% in the economy over-
all.' The data reveal that the improvement was 1.7% in the case of
small businesses employing less than 10 people, but the growth
rate reached 6% in the case of enterprises working with 21-50.

LT Y T . SR TR,
2
by
v

émployees. Employment overall increased by 0.1% in the case of eeg_ ;ﬂﬂl@m 2 job-for thalf 4 }Irear or mo;e Ct;as presufoably : T e L )
businesses employing more than 10 people and throughout the ' ; oded: fo some extent, socia contacts A itatmg L o .
budgetary organisations. : & 8 8 8 3 5 2 8 &

‘As the CSO had not published comparable data in a sectoral 5 & % & 3o & b4 !

breakdown following its change of methodology for the total - -
number of employees, at the time of writing we are able to moni- .
tor sectoral changes only in the case of organisations with more
than 10 employees. - :
The rise in the headcount was the fastest in industry (1%) in
particular in manufacturing (2.1%) and in machine manufactus
ing (7.6%). The public services sector taken in the broad sense
also increased the number of iis employees by 0.9%. The head:
count of the services sector, which can be regarded as belongidg:
to the private sector overall declined by 0.5%, but the spread
between subsectors was-significant.--

* Seascnally notadjusted data, From 1998: Ql onthey cannot be directly compared
10 those of the preceding period. In caleulating the rates, the long-term unem-
ployed (with duraticns over 3, 6 and 12 months, respedively) have been omitted
from she categories of both the unemployed and the labour force used as the de-
nominator:

o compambiestmcnue

In the case of those without a job for at most six monthe
the unemployment rate sank to a level below 3%, in the

! i di *
has been fluctuating at around 4%. Unemployment rates by education

i Tlns means that as far as the labour reserve is concerned, the Pergont - : =—Uneducated" -

ffective unemployment rate may be near to the level of frictional 2 a é’;’iﬁﬂi&‘;} f&‘ffé’ém :
lemployment even at the aggregate level. At local level, inthe - Higher alucation

idvanced regions, the recovery has already absorbed most of the

hott-term unemployed, which deteriorated the composition of 1 . e

€ jobless, hence here we may expect the emergence of labour 10 : ' B :

1.2 Unemployment

] : r['_ages‘ 8 L } e e _ ’ .

Unemployment continued to decline and reached 7.6%: Vith respect to those with a higher level of scho oling, 6 . . [ - E
third quarter of the year. Albeit the total number of jobless is s unemployment rate has been declining at the fastest ; e N

302,800 nation-wide, only a portaon of thls can be regarded:a for those having vocational and those with secondary O :

actuallabodf podlfor firms. T hool education. The unemployment rate of graduates con- 288 83 22288285588

Hes 10 be around 2%. This indicates that future economic A A A A A
"Based on the G5O publication Fobh munkaiigy folyamaiol (Ve may belimited by the shortage of a qualified labour pool, jSeseslyroradpstedda o 15301 ey cmtbo ey cmpes

to thase of the preceding perlad. In calcuiatmg the rates, only thase nnemployed

15 l lke}_y toleadtowa ge increases or hottleénecks leadmg to - andemployed people with the exact educational levels above were included as yin-
employed or employed. Henee our rates measure the ratio of unempioyment:o mr: X

1 ed O'thput Iabour force within these educatlonal categoriest . :

market developments). Owing to methodological changes, only theTn

. 1 th i o . . iy e 5 19087
Seasomily adjusted dne_ unemp oyment accordmg fo.the G deﬁmum ina. portant indicatots are avalable in a comparative strcture from.l99

compas:lble structure,

3%
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IV. Supply side factors

Development of waga inflation by industry

""" o “Parcent
[ Eourii § - Frst-.| Secand. | Hird-.
quarter quaner quarter | quarte
1997 1908
Agricuiture, fishing, forestry 202 | 19.9 | 19.0 | 3.7
Mining 336 ;2397 90 | 38
Manufaciuring 227 | 205 | 17.0 | 16,8
Electricity, gas, heat and water supply- 199 | 225 {196 | 187
Construction. 220 | 173 | 6.0 | 158
Retail, maintenance of road vehiclas, repaits 1. 18:5 { 17.9° | 164 | 154
Accommadation services, catering 16.6- 115

_ Transportation, storageandtelacummum- :
catlons .

3 'Flnanmalac_:tlwtiesandsupphmentary S s

‘sarvices R
‘Raal astateand busmess servmes '

‘ Publmadminlstraﬁonandsnclalsecunty 1

Edircation

 Healtitand soslal care . -

Other communal, sociatand persunafservices 1

7.2

4.6,

- Natlonal econumy total

1.3 Earnings growth

Relative to the same period of 1997, in the first three quarters of
1998 gross nominal wages rose at an average rate of 19.5% consti-
tuting a 3.7% real growth. The wage inflation index net of compo-
sition effects shows the same nominal growth.

Wage inflation —average wage increase

In contrast to-our earlier analyses, the focus of the study of the
labour market situation is now the so-called wage inflation i in-
dex: rather than changes in average wages. Part of the wage
-changes measured by the average wages arises from the fact
that employment is.shifting towards areas that can be charac-
terised: by higher. school qualifications, skills or productmty,;
hence higher wages. This component. of the wage m.crease:_
- presumably: covers. wage increases’ founded upon -an im--.
provement ity productivity and is largely outside the scope of
economic policyin a marketeconomy. Therefore, sunllarfy to
‘the practice of a number. of advanced countries, we- have fil-.
tered outthe impactof composition changes on, average wages
'_cmd identifiy the moving (same period lastyear type) weighted-
chain index {Laspeyres tridex) as our wage inflation index.

~This index (of the quarter/same: quarter of the precedmgt .
year type) calculates wage inflation projected to a constantJa--
- bour force insofarasitnets out.the effects.of changesin theta:_
tlos-ofblue—co]lar/w ite-collar labour: within the sector as weii .
. asthe effects of changes. in. the d1stnbution of employment by

branches of the nauonal econorny

Atthe level of the national economy, the wage inflation index
has shown an increase similar to that in the average wage since’

early 1996, but significant differences can be found at the sectoral -
level. In the public services sector and in the sectors outside the . :

retail sector the share of white-collar labour has been increasing
within employment, while in manufacturing the ratio of physical
labourers has risen. Accordingly, the index measuring changes

in the average wage was higher in the public services sectorand”

in the services sectors than the index for wage mﬂanon and itwd
lower in manufacturing. -

Eammgs growth and mﬂatzon R
"The development of earnmgs growth inﬂuences

IV. Supply side factors

|—;es) wage increases are genera]ly followed by 4 rise in prices,
as in this field there is little opportunity for i improving the effi-
ciency of labotr and the price elasticity of supply G.é. ‘that of
; additional capacities or new eniry) is also generally lower,
Thete aré areas where: changes in praduct prices and- wages.
-are not directly related; e.g. in thecircle 6f prodiict?s"s"ﬁb]ect to
price controls prices. do not necessarﬂy move together with
production costs. In these areas, more rapld wage increases.
will fuel the inflationary pressure. prlmanly through mcreasmg
‘the demand impact of the pubhc sectordeﬁc1t

The discrepancy between changes in wages in the private and
in the public sectors was significant in 1995 and 1996 as a result of
the fiscal adjustment and its cotrection thereafter. From early
1997, the wage inflation index of the two areas have been mov-
ing closely together, In 1998, the growth rate of nominal
wages, which was around 21% over the past two years in
the manufacturing sector (which has increased employ-
ment to the highest extent), seems to be declining rapidly.
We have observed different developments in wages in the retail
sector and in the other subsectors of the services sector, While
wage increases have been outstandingly high in the pri-
vate services sector excluding retail, it has been the signifi-

“of the retail chains increasing market competition in the retail
-sector which has efficiently restrained wage increases within
that sector. The new, more efficient firms restrain wage increases
in order to increase their market share. Units employing un-
changed technology have been able to keep their costs at 2 com-
petitive level only by keeping wage increases low.

_All in all, we do not expect the inflationary pressure
-coming from earnings growth to become stronger on the
asis of the nominal wage increases in 1998. The wage
rowth rates in manufacturing and the retail sector have not bro-
cen away from the basis of productivity improvement, while
gher wage increases took place in the public setvices sector
ad in other private setvices. An interpretation of this situation is
at the crawling band nominal devaluation systemn effi-
iently put the brakes on wage increases in manufactur-
the owners of businesses did not give wayto wage increases
would deteriorate their profitability or competitiveness. The
agnitude of wage inflation has gradually converged in the indi-
dual sectors of the economy over the past two years. It is prob-
e that this convergence will continue so that the nominal
wih rate of wages will also decline in other services. This de-
in¢ may be impeded by the fact that the share of physical la-
ourers is substantially lower in the other services sector, hence
ector must satisfy its labour requirement from a considera-
tighter labour market,

apacity utz‘lz‘satz’on

onitoring capacities in Hungary do not extend back for a
160g time. Presumably, during the period of rapid structural
ormation of the economy, the normal (non-inflationary)
under—ut111sed capacities was higher, It is difficult to draw

cant investment projects of the recent period and the appearance -
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Wage:inflation:in the private and in the

publicsector'
_ Porcent
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. pmme—secgm conslsts of the following branches: ageculture, Rshing, foresiry,
mining, manufacturing, electricity, gas, heat and water supply, construction, retaif .

- sector, repais 2nd maintenaace services, accommodation services, catering; trans-

ponation; storage, post and telecommunleations, Ainancial activities and sugple-
menlary services, real estate transactions and Business services.
Public. service sectors are public administration and social security, education,

health and sociai care where the majority of employeesare either pubhcemployees
or civif servams

‘Wage inflation:in manufacturing, the retail sector
and the sector of other private services .

Per cent

24
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Manufacturmg B
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EV. Supply side factors

reliable conclusions from changes in capacity utilisation indica-
tors as changes in the aggregated level indicators do not reveal to
what extent theé composition of supetfluous capacities meets
growth in demand. Vet with the rise in capacity utilisation, there
is a greater likelihood that demand growth will overtake the su-
perfluous capacities so that bottlenecks arise which may gener-
ate inflationary pressure in the economy.

Statistics concerning the development of capacities are only
available for manufacturing. Here, however, the shortage of ca-
‘pacities does not automatically generate inflationary pressure, as
the appearance of bottlenecks is manifested in changes in ex-
ports. ‘One factor which would directly diive prices upwards
would be a shortage of capacities in the non-tradable goods sec-
tors; however, we have no information on their development, In
this latter area, the likelihood of the development of botilenecks
is reduced by the fact that half the 1997 investment projects were
nnplemented in the private services sector.

According to the Biistnéss surveys of Kopint- Datorg, the ca-

Averagc capacity uitlisation in manufacmring

Pcrcent T

85 3

’ manufacturhig

’ Pcrccnt
S A

ther improverthents and'in spite of the exceedingly active invest-
ment activity and significant expansion of employment over the
past few yedrs. Simultaneously, more and more companies indi-
cale that their capacities are short in comparison with expected
orders. It is primarily companies in the subsectors of other manu-
facturing, metallurgy and metaiworking that are dissatisfied with
- HE. the quality of available capacities, but about 10% of compames
LT *in‘machine manufacturmg also quahfy their capacities as obso-
g iete.
An increase in the utilisation of productive capacities in manu-

firmed by empirical research among the largest firms in the sec-
tor. *In 1997 average utilisation was estimated at 78-82%, in 1998
at80-84%,

Source: Kopinl—Détnrg.- o

in 1997 has levelled out: whereas last year capacity utilisation of
companies with mixed ownership or dominant foreign owne
ship was mgmfxcantly higher than the others, this year these di
ferences declined or even disappeared.
" Allin all, the | capacity utilisation indicators make probable 4
furtherrapid expanswn in investment and employment in manu
facturmg
Accordmg io the Kopint-Datorg business survey, the utili
tion of construction capacities is more favourable than
similar period of any of the preceding years. Nearly three quar:
ters of the firms regard their own technical conditions as.¢
~ ménsurate withthe depsand “expected ‘ovet the cor
months, including in terms of standards.

16% of these companies forecast superfluous capac
contrast to 14% and 20% in July of the preceding two v
11% expect capacity shortages (in contrast to 11% and: 16%
spectively).

_ T A legnagyobb feldolgozdipari cégek helyzéte és kildrasai (Thé
SRS LR CLTTTT prospects of the largest companies in manufacturmg) 1998 TAr
‘ T T tira Teszt 1998/3.

NATIONAL BANK©

pacity utilisation of manufacturing firms was above 80% after fur-

facturing (both technical and human capacities) is also con-

The results of the survey reveal that the difference whi'ch. |
could still be perceived among the various groups of companies

1V, Supply side factors

3 Competitiveness

In the first half of 1998, the competitiveness of the Hun-
garian economy showed an improving tendency based
: on the various real exchange rates, only the consumer price
L. based index indicated a slight real appreciation relative to the
E same period of the preceding year (of approximately 2% from
January until July). This presumably falls into the imit justified by
the difference in productmty between the tradable sector and
the nontradable sector,® and it is also worthwhile noting that the
dynamics also point towards real devaluation in this case. The in-
dicator based on the domestic wholesale price index of the
manufacturing sector, showed a 2% real depreciation in the first
part of the year, and the i improving dynamic seetms to be speed-
ing up in the latter part of the sample.

The real depreciation reflected in the real exchange rate is
mostly attributable to the fact thatchanges in'crossrates offset the
impact of the decline in the rate of devaluation, so the devalua-
tion of the trade weighted nominal exchange rate index was simi-
- lar to the figure for last year, while at the same time, the decline in
- domestic inflation exceeded the decline in the rate of mﬂatxon
among Hungary’s most important trading partners.

According to our estimates, there was a significant, 7% differ-

“ence between the growth rates of gross output and of value
added in manufacturing industry, which cails for prudence in the
valuation of the nearly 9% real devaluation of the unit labour
cost based real exchange rate calculated on the basis of gross
utput. It is also remarkable that the index based on added
value, which began to deteriorate at the end of last year;
: has also been improving by nearly 2% over the first half of
the year.
" When evaluating the market positions of Hungatian manufac-
turers, it is necessaryto take into account that from the autumn of
1997, the Asian, then from the end of August 1998, the Russian
crises exerted an unfavourable impact on external market devel-
opments and also on the competitiveness of Hungarian prod-
ucts, which are not reflected by real exchange rate indicators.

1 The impact of the Asian crisis

-far as Hungary’s direct exports are concerned, this crisis re-
has a relatively minor tole to play. The more developed
th East Asian countries, even when taken together with
hina, represent less than 1% in Hungary's total exports. Their
Jmports is more significant. The economies in crises repre-

quilibrium real appreciation - using a not very precise definition — is
ree which léaves competitiveness unchanged. There is some empirical
dence for this phenomenon in the convergence process of developing
tties io the more developed economies. Real appreciation is inevitable if
rocess is associated with higher productivity increase in the tradables
rthan in the nontradables sector relative to the more developed trading
ers This is 50 because in this case —as differences in wage dynamics are
ity alfy smaller than in producﬂwty dynamics between the two sectors -
€ producers should incréase their relative price to sustain: the same
proﬁtabdlty 4s in the tradables sector. The increase of nontrad-
dable prices, together with the assumption that purchasing power
PPP) more or less holds for the tradables sector, involves a real appre-
Process during which profitability s unchanged. The so-called Balassa
son effect seems to be also relevant for Hungary.

104

© 75

Real effective exchange rates of the forint based on
conswuiner prices and domestic wholesale prices ih
manufacturmg, 1994=100

Per cent
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1V, Supply side factors

Bilataral relattons of the marg davelnped ASIan tounlries:wiih Hungary
- ; e o e e o ——— Pppopfit--
= 1997 parcent | s T = N [T TSI OTPYC I S

“&qe s[ilare in Thgnﬁtﬁc;;glnes. R i Restof Aslg** |-+~

Hungary's S ..
Exports 0.33 0.08 . 028 0.70
Imgorts 249 1.36 o 1.88 583
Source:OECD )

* Korea; Malaysia, the Philippines, Thailand, Indnnasla
** China, Taiwan, Hong Kong, Singapore

Share of tha more developed Asian naunlnes i 1he expurls S
. of the-developed nnumrles R

'”:_-"Per_t.:ant .

- The & count Sl _
. en:z?:igﬂes * Ghia
TR o5 | 2o
Usa B4 g S
Japan 14.6° . .5‘3 L
Soume 0EGD* SR

= Korea; Malaysia, the ?hmpplnes ‘Fhal!and Indunesia
i Ghina Taiwan, Heng Kong, Singapore | o

Shara.of. ihe more. develnpeﬂ Asian cnumrms;ln lhs lmpuﬂs, :
upeﬂ ‘counlries ) .

The 5 countries
In erisis®
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~HSA

EU.. e

6.5

'F{asl of Asia*™ |, i

B "Sowca gEgl: s
* Korea; Malaysia, the Phlippines, Thailand; Indoaesi
**China; ?n}v_{an Horlg Kong; S_lngapor
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furHungarianmanufan!urmu S S i
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| Risista and the Ukiaina

1997

Lot

_ral gas and other raw materials. However, the weight of bilat

- same magnitude, as the impactof the exchange rate significantly gpples@

change rate ripples on into domestic prices.

are minimal.

sent a 2.5% share in Hungary’s imports and together with China
and the more developed Asian countries, this share goes up to
nearly 6%. As even this magnitude is not very large, the direct ef-
fects of the Asian crisis have not been particularly significant for
the Hungarian economy.

The analysis must not stop at direct effects, however. A signifi-
cant number of the South Fast Asian countries have very close re-
lations with the markets of developed countries, which are of
major importance for Hungary. The share of countries whose
currencies devalued drastically (by 30-40%) take a share of over
6% in the imports of the EU and, taking China and the other South
East Asian countries into account as well, they represent nearly
20%. These calculations indicate that although Flungary’s bilat-
eral relations with these countries are negligible, they are impor-
tant competitors in external markets, as they are decisive factors
inthe imports of the advanced countries.

Hungarian products compete against Asian products ai
about 7% in the global market.* This estimate also contains
other exporter Asian countries (not including the Middle East), in
addition to the Asian countries analysed so far; hence it may be
slightly distorted: As, however, it isthe countries reviewed above
which unambiguously determine foreign trade in this region, the
estimate cannot be far from reality. The above calculations there-
fore underline that it is worthwhile paying attention to develop-
ments in this region. Albeit that the countries in crisis, whose cur-
rencies significantly devaluated constitute only a portion of this

group, .their competitive advantage generated through devalua-
tion® may still have a considerable influence on the export sales -

opportunities of Hungarian products. The probability of thisis all
the greater the closer Hungarian and South East Asian products
are as substitutes. As the countries in crisis basically export
manufacturing products and over 80% of Hungary’s exports
cotprise manufactured goods and machinery, the impact of the
crisis on competitiveness is not negligible.

3.2 The impact of the Russian crisis

The possible negative impact of the Russian crisis on competi-_

tiveness will be more of a direct nature. The share of the Russxa :
economy or taken ina broader sense of the CIS countries® is mi
mal in the imports of the European Union.

This means that Hungatian products compete very Tietl
against Russian products in the important external markets
Moreover, Hungarian export articles cannot really substitute fe:
Russian exports, as the latter consists mainly of petroleum, na

relations is much more significant than in the previous case. I
sian exports account for nearly "10% of Hungary's. unp
though its share in exports is significantly lower.

4 The calculation was prepared by weighting the market structure of the:aho:
regions with the Hungarian expert structure.
* Nominal devaluation does not constitute a competitive advanta ge-

domestic prices and costs. The empirical evidence suggests thaith
the change in the nominal exchange rate, the more a 1% change. in the

Apart from Russiz and the Ukraine, EU trade relations w1th :he CIS <
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IV. Supply side factors

As approximately 75% of Hungary’s imports from Russia con-
sists of energy and raw materials (these are the fundamental ex-
port products of the Russian economy priced m’ dollars), it is un-
likely that the position of the Russian economy or currency
would have any major influence on the Hungarian imports from
this region. The category of manufactured goods, accounting for
another 20% of imports from Russia, to a decisive extent contains
articles of a relatively low degree of processing, 63% consists of
various non-ferrous metals,

If the Russian crisis is here to stay for some time, it may give
rise to more serious problems in Hungarian export sales. In con-
trast to Russia’s export products, about 55% of Hungary’s exports
to Russia is made up of machinery (vehicles: buses, cars) and
manufactured goods (pharmaceutical, electric articles) which, in
view of the fact that the vast majority of them are consumer du-
rables, react very flexibly to changes in the condition of the econ-
omy. Although the income elasticity of food, which accounts for
about a third of Hungary’s exports to Russia, is relatively much
lower than that of consuimer durables, the crisis of the Russtan fi-
nancial system may, in practice, significantly hinder any sales
there. The problem is aggravated by the fact that presumably, the

-domestic value added of the Hungarian export products (food,

buses) is relatively high, hence this is not merely intermediary

trade. Consequently, the prolongation of the Russian crisis: may
«cause direct damage to the Hungarian economy.

The weight of Russia and the GIS countries
in Hungary's fareign irade

Fer cent
1997 parcentage share in '
b Hunganrs o8 Aussia
Exports 7.2 5.0
Imports 11.3 4.6

Changes n the prodiect structure of Hungarian foreign rade with Russia

Perceni
Iiaport struciure Export stryctuse
) 1995: 1997 1885 1987
Food, bevarages, tehagco 0.2 .2 471 3J6.6
Haw materials 59 51 37 - 86
Energy 63.6 69.5 0.4 0.3
Processed goads 23 198 | 239 | 299
Machinary - 8.1 53 249 24.8
Total 100.0 108.0 100.0 100.8
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V. External equilibrium

1 Net savings position

e'net savings positionis the most important indicator of the
stainability of economic growth, of changes in mac-
rOECORomic equlhbnurn :

In GDP sccounts, the net savings position is also referred to as the current
account position. We call attention to the fact that in the case of GDP calcula-’
tiofs, the measurement of foreign trade uses more or less the accrual ap-

. proach, while the balance. of payments presents data using the cash flow ap-
proach. The'statistical source of Qita 15 also partially different: with respect to
the trade in products, GDPuses.the data of customs statistics, while the bal-
ance of payments, the data of commercial bank stadstics, Tt follows that there
may be differences between the two indicators beyond the errors of measure-
mentarising from time lags and other statistical reasons,

The expansion of economic-growth and the more rapid in-

(At current pnces)

-—crease in demestic abserption were concomitant with a deterio-
ration in the net savings positlon in proportion to GDP. While the
share of gross national savings in GDP did not change in com-
patison to the first half of 1997, the foreign funding require-
ment of the real economy rose by 1.7%, owing to growing:

" accumulation expenditure. Changes in the generation of
GDP, incomes and investment expenditure show significant as

- ~househaolds -

—generalgnvemment

—husinessas-

~“Finateonsumption -
'—househulﬂconsumpilon = _
- ~sommunal consumption
Grusssavmgs o
] —hoﬁsehuldsawngs
- —general govemmentsawngs
-corpurafesavmgs .

Ne! capital. irausfer

' '...it'EES_?hU_ldS R

well as different seasonal fluctuations, and the interim indicatots
expressed in terms of GDP do not properly reflect changes in the
country’s net financing capacity.

‘Taking seasonality into account, the 5% deficit expressed in
terms of GDP measured on the basis of current incomes and ex-
penditure of the first half of the year corresponds to a net foreign
funding requirement of around 3%, which exceeds last year’s{ :
1.5% at an annual level,

‘The growth in external funding requirement can be traced :
back to three factors: there was an increase in profit repa-
triation by non-residents, while the net savings of both
the corporate sector and general government declined

Disposable’ income expressed in terms of GDP decrea

: Grﬂss damaslic prndu::t )

; +netzncometransfers
_ wunrequitad; transfers
Dlspusahla Income. -

- ~—genaral government.

~gorporate sector
" -Investments

~invastments by housahelds
--investments by general govérnmient.
—torporate investmant and lnveniury

accumelation
Net savinns

_ ~honsghold savings__ .
—general government savings

~corporate savings

relative tothe same period of the preceding year. This is dus
the growth in the payment of interest abroad and in repatriated
dividends in the private sector. The outflow of dividend-type
comes substantially exceeded that in the former period. The
crease in the net income transfer shows an increase in the foréi,
debts of the private sector and also reflects a normal procet
pected asaresult of the foreign direct investment of earliery:

‘The declinein the netsavings ol the private sectorand o
eral government contributed to the deterioration in the

Changes i curpurafe fmanmng capamues vrare calcuialed from the proirt and Iuss ac-
- count based.on tha residue principle. Owing.to seasonal uctuations, the absolute: magni--
terde of the figuras given in the table eannet be lnterprated the  processes are refiectad hylhe
shift relative to the pmneﬂing tialf- year RS

account by approximately the same extent.
Within the private sector, households and the corperate
demonstrated different behaviours,
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V. External equilibrium

The disposable income of households rose ata rate lower than
GDP. Relative to disposable income, the shares of consumption
and gross savings did not change. Owing to the decline in house-
hold investment, the net savings of the household sector in terms
: of GDP increased, but this can be attributed primarily to transi-
tory factors, such as the introduction in 1999 of the VAT refund
opportunity in relation to housing construction, .
The behaviour of the corporate sector is consistent
with the current phase of the trade cycle. In spite of improv-
ing profitability, a degree of prudence and wait-and-see attitude
could be observed on the part of businesses in 1997, as a result of
which their net savings increased at a moderate rate, In 1998,
companies presumably modified their growth expectations in an
optimistic manner. As investment activities are generally infla-
enced not by the actual but by the expected profit prospects, an
improvement in economic prospects speeded up their invest-
ment activities. The level of inventories, which increased over
the first half of the year, also contributed to the involuntary de-
crease in the net savings of businesses. As the sudden growth
_-in accumulation could not be followed by a similar in-
_ crease in current incomes, the net savings of the corpo-
.. rate sector decreasgd by 1.1% of GDP.
The net savings of general government decreased 'sig-
- nificantly, by 0.9% of GDP: Taking into account the fact that
' the investments of general government did not increase in terms
of GDP and its capital transfers also decreased in the meantime,
géneral government increased its current expenditures to an ex-
tent greater than the aceeleration of its revenue, the growth of
hich can be attributed to cyclical reasons arising from the re-

Azcording to balance of payment statistics, the deficit in the
urrent account amounted to Ft 192 billion ($905 million) in
the first half of the year,

The increased deficit in the current account was not
vered by non-debt creating capital inflow (foreign di-
rect investment inflow net of intercompany loans and the
portfolio investment of non-residents in equity securities
ough the stock exchange) in the first haif of the year.
is, however, was not concomitant with an increase in net for-
gn exchange debt, as the portfolio investment flowing in to
rint denominated government bonds substantially exceeded
the: partof the current account deficit above non-debt creating fi-

“Of the non debt—creatmg capital items , the inflow of foreign
fect investment was of a similar magmtude as last year, while
¢ direct investment of residents abroad increased. Portfolio in-
ents in equity securities increased by $215 million, of
ch privatisation revenue accounted for $166 million. Apart
this item, equity security purchases by non-residents fluctu-
igorously — over the first four months’ capital inflow oc-
1, while in May and June capital outflow was observed.

€ NBH and the Government net repayment amounted to
illion in credit turnover denominated in foreign exchange.

The most imporiant items of the surrent acfmum hased
on balance of paymentsiatlsiins .

Sarvices totaf, net

Investmentincome, net
Ot this: related to debt

" Of this: refated b non-debf |

Current ransfers, net )
Current accounl balance
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' V. Externat equilibrium

Finaneing the corrant account

June,.| -Changein_
- “- T I T 1 . { USD millien .
National Bank of Hungary. o =162
— Partfollo investment, net -908 42 951
— Other investment, net - - -gg2 - | 933 -240
—Change it intarnaticnal reserves,* o737 11425 | -2463
Gevernment Togs 7985 833
~Portfoli investment, balance 335 [ 1,198 ) - 864
~Qthar investment; net e ~231
Gradit institutions 236 | 1183 946 -
—Portfolio investment, net - —48. .32 17
o/ aquily sectrltigs, net . -F -1 =10
~Otherinvestment; nat. 285 1,214 929, ;
. Enterprises and othersactors. - 88 ~150 :

—Portfolioinvestmant; net:- -
L o/weguiy securifigs; et T
© 7 ~Otherinvestment, net: ~ -

-~ Ditectinvestment: et -
ol ol HuRganynet -
7 ~equity capital, net

o fnremampany Ig,gnspnﬁf

Abruad net:

-~ Gapital account

= "—eqmlycapjfa! agt .
- intercompany 1ans, net

- -USC million_

’ $paciiled financing. T

-+ Net errors and omissions—--. .. - .

Finaneing tofal:

. Burrentagcount deficit: -

Lt () = ecraase, ()= Increase:

Ernss externaldeh

Other fabilitis

e - 7= Mediim and Inn-g form }:". 2

—Short- ierm

- @rogs-external'assels. -

International réservas. -

Portfalicassets
-=Medium antl long- term )
To=Shorttermy i T

l Otherassets - .
~=Medium.and: iung term

~:Short-term. -

Nei_.external,deht:

o Exiernei[ﬁehlhﬁﬁamdeht_utsﬁ

An identical magnitude of inflow, thatis, $1.2 billion, was drawn
in'through the market of forint denominated government bonds.

" Thé net borrowing of the private sector amounted to $850
million. The net capital outflow of the corporate sector was $350
million The §1.2 billion drawn in by credit institutions arose as a
result of a decline in claims against non-residents to an amount of
$200 million and net borrowing of $1 billion. Of the borrowing,
$800 million involved short-term funds. The role of net errors and
omissions (NEQ) in financing declined further (to $260 million).

As a result of all this, international reserves increased by $1.2
billion ever the first half of the year.

Changes in external debt denominated
in foreign currencies

In the first haif of 1998, the reduction in foreign exchange debt
outstanding against non-residents continued, albeit at a rate
lower than that observed in earlier periods. Gross external for-
elgn exchange debt was $0.6 billion lower than at the end of
1997. As claims against non-residents increased by $1.3 billion,
first and foremost owing to theincrease in international reserves,
net external foreign exchange debt decreased by $1.9 hillion and
reached its lowest value for the past two decades at $7.3 billion.

| Thé tendency that a growing portion of the external foreign
excharge debi burdens the private sector has continued in the

... period under siudy. Three quarters. of the net external foreign ex-

change -debt affected. the banking and: the corporate sectors.,
(This was a result not only of an increase in fund-raising by the

private sector abroad but, first and foremost, of the pet repay-

ments by the NBH and the Government and, in the case of the
NBH, of increasing international reserve.) The books of the NBH
and the Government still carry 57% of gross external foreign ex-

change debt. It is remarkable that, in actual fact, ithas been only

the external position of credit institutions which has been dete-
riorating; in contrast that of the corporate sector has been im-
proving significantly.

1| ——
-NBHandgovemmenr e

—~NBH-.

. MGuveranant T

Private sector *

—Craditinstitutions. X

—Enterprises and other sacturs CIRT-AT.2
. -Hetdebt** -

NBH arid guvemment

—~NBH

= ‘—(zovemment N

' "Private sector
—Gredit mst;tutmns - L
- Eniefprlses and diher sectors |

* Only in converiiole currencias.
- **Denominated in foreign currendies, ex

g Iptarcnnﬂpany joans

.
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VL. Capital markets

1 Primary and secondary market
of government securities
1.1 Net and gross primary issuance

Over the first six months of 1998, the net financing require-
ment of the budget amounted to Ft 250.2 billion. During this

~ period the total redemption of government securities and debt

instruments was Ft 768.4 billion; of which Ft 505.6 billion was dis-
count T-bills, Ft 114.1 billion interest-bearing T-bills, Ft 128.5 bil-
lion T-bonds, Ft 11.1 billion. domestic credits-and Ft 5.5 billion
foreign currency-denominated credits. In the first half of the year,
gross forint-denominated primary issuance was Ft 1087.2 billion,

the greater part of which (Ft 553.7 billion) consisted of discount

T-bills, while interest bearing T-bills and T-bonds amounted to
Fi 194, 6 billion and Ft 338.9 billion, respectively, Net primary is-
suance in the first half of 1998 amounted to Ft 339.0 billion and it
\creased evenly throughout the period.

.In the first half of 1998, net primary issuance of T-bonds in-
eased by 71% compared to the same period of 1997 and it ex-
eeded that of interest bearing T-bills by 59%. The net issuance of
count T-bills remained at the level of the same period of the
receding year. The rise in net bond issuance was partly a conse-
uence of lower-than-planned T-bond repurchases in the first
alf of the year and partly due to a deliberate policy aimed at
ngthening the average maturity of government debt.

The Ft 338.9 billion gross issuance of T-bonds in the first half
1998 was nearly one-and-z-half times the amount of that is-
ed in the second half of 1997. Thus the share of government
nds in total gross primary issuance rose from 24.4% in the sec-
nd half of 1997 to 31.2%, yet it still did not reach the proportion
ie first half of 1997. This dynamic growth may be regarded as
djustment for the relatively low share of T-bonds in the sec-
ndhalf of 1997, which was related to the rise in long-term yields
at period.

May 1998 a new instrument, the index-linked government
bond: was issued in Hungary. This pew instrument is capital-
ed as opposed to previously issued coupon-indexed
- Investor interest has not been particularly strong for this
L government bond, the principal of which is indexed to
flation. The main reason for this is that in Hungary the an-
arket has evolved only in the recent past and insurance
tutions are still in a period of capital accumulation. The cen-
k sees the significance of the tndex-linked T-bond in the
LIRS instrument contributes to improving the credibility

. Gmss.primary,Issuannﬂ,ul_-gqvernmenisauu_ritles; Lol

 od halt 1987 -

st hatt 1908,

" lsthalrgor
o hmmne Uw | e Fow [ R ] %

Thonds - - | 915.66| as.08i 220550 24.44] 33e91| 3147 -
Discount-fills 52836| 55.36] 571.86| - 60.90| 55365 5093
lntﬂrﬁst—bearlng R S | T T
Teils - 11038] 1256‘1737.6.5 C 466 1946 17.93
Total 954:37{ 100.06| 935.06) 100.00{1,087.18] 100.00
Net primqryfssuaned ﬂl_yuvgr'nrpent.saburities -

sthalf 1997 | omihadger | dsthaitiggs

Y 31 SR B 3 S DS R

“T-honds < - 413185 - 57.97. 99.59] : 56.16| 21042 - 62,07
Duscount?nms_ | 488 31250 04| 1522| 4803)

(25| 72078) 6895|3468 sos7| 2377 -

-100.00| 198.78| 100.00] 338.02

M

C106.00 -
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VI. Capital markets

of the anti-inflationary monetary policy (as higher inflation
would make this sourc¢e of financing more expensive) and the
development of the bond’s price in the secondary market may
give some information about investors’ expectations regarding
future inflation,

Among the shares of investors buying primary T-bond issues
in the first haif of the year, that of primary dealers (72.8%) and
credit institutions (17.8%) were the largest. The high share of pri-
mary dealers is a result of their purchase obligation, set at 2% of
total issuance per half year in their contracts with the Govern-
ment Debt Management Agency (GDMA), The GDMA continued
to place a part of the new issuance on its own account, in order to
provide government securities for the retail selling network of
the Hungarian State Treasury and to satisfy the liquidity require-
menits of the primary dealer system.

In order to increase secondary market liquidity, the GDMA.
has been applying a new issuing technique sirice the beginning
of 1998, the essence of which is to increase the series issued. The
consequence of this issuing strategy may be that upon the matur-
ity of the governiment bonds, a large amount of redemption will
be due and payable all at the same time. Large maturities consti-

" tute renewal risk and may add to. the volatility of market prices

through significant fluctuations in money market liquidity. This
effect can be reduced if debt management develops a pruden-
tially regulated system for the early repurchase of government
securities. In the course of repurchasing, the issuer buys the gov-

| “commiposition a bigger weight has been put on T-bills with tratiifi-*
ties exceeding three months, the sale of which exceeded 74% o

~-count—F=bills was-held on~30 June, from then on—the -GP

ernment securities from market agents on several occasions in
smaller packages during the months before maturity so that they
can be swapped against the then newly issued government secu-
rities. In this way, the government securities issued originally in
large amounts will mature in several instalments causing only mi-
nor disturbances in the government securities market and consti-
tuting only a moderate risk for both investor and issuer. The re-

purchase operation is to take place during the five months prior.

to maturity with the participation of primary dealers, In. the first
six months of 1998, government bonds not yet due were repur-

chased to an amount of Ft 18.5 billion. Investors made use of the

instrument of selling before maturity to an extent lower than ex-

pected by the GDMA, which led to a transitory increase in net-

government securities issuance. This lower-than-expected use

may be attributed to the fact that the full-scale regulation of the
conditions of repurchases had not been effected until June 1998:

In the first half of 1998, Fi 553.7 billion worth of discount T-
bills were issued, a 4% nominal increase relative to the amount i
sued during the same perlod of 1997. The share of discount
bills in total gross primary issuance was 51%. In the maturit

total discount T-bill issuance. Over the first six months of 1998
the share in total discount T-bill issuance of 3-month T—bﬂls_ wa
22%, that of 6-month T-bills nearly 36% and the 12-month bil
more than 38%. The structure of issuing discount T-bills was al
tered from the middle of 1998: the last auction of 1-month

ceased to issue this paper.

Treasury bills sold directly to the public represented & IS%Qf
tal primary issuance, which amounts to a nearly 7 pérc
point increase in their share relative to the first half ‘of

© NATIONAL BANK OF Hi
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A new 3-year government security, the so-called treasury savings

bond, sold directly to the public was introduced at the end of

June 1998. This instrument aims at longer-term household sav-
: ings; its interest payment is due in a lump sum together with the
4 . principal upon redemption.

P 1.2 Secondary market turnover

A dynamic broadening of the secondary market of government
securities could be observed in the first half of 1997. A picture on
the development in secondary market turnover can be obtained
from Budapest Stock Exchange (BSE) trading data and the rec-
ords of KELER on OTC trading. The figure below shows the
changes in turnover in these two segments of the secondary mar-
ket (by single counting in both markets),

It can be seen that, while trading in discount T-bills sometwhet
declined, that in T-bonds, which can also be bought by non-
residents, increased spectacularly. The first significant increase
in tarnover was registered in March-April due primarily to a keen
- propensity to purchase on the part of non-resident investors, The
outstandingly high turnover in August can be attributed to sales
~ by these same non-resident investors, triggered by the Russian
~ crisis and the world-wide loss of confidence in emerging mar-
kets. '

:'2 Stock market

rn the first half of the year, the BSE witnessed hectic fluc-
] tuations. The BUX index reached its maximum at 9016
points on 23 April, which meant an annual yield of 40.7%
9% in dollar terms) relative to 1 January. In the last
_._eek of April and the first two weeks of May, the index
loated downwards. Then with a nose-dive crush it

it 7049 points, which was 11.8% (16.6% in dollar terms)
selow the closing in 1997,

Qver the first six months of the vear, trading amounted to
UF 1568 billion ($74 billion) by single accounting; average
turnover of shares was about two-and-a-half times the aver-
for 1997 during this period. This figure in itself may, how-
er,be mjsleadmg Owing to the rise in prices and the introduc-
of MATAV, BSE capitalisation increased dramatically in 1997,

is, Vthe improvement in the lquidity of the stock exchange
bstantially lower than its increase in trading. The BSE is by
e most liquid stock exchange in east-central Europe arid, in
respect, it does not lag behind even the most advanced
o=American markets. Over the first half of the year, about
f total turnover in central Buropean shares was adminis-
gd at the BSE in spite of the fact that Budapest's share in capi-
on is “no tore” than 33%. (Even that is well above Hun-
share in east-central Europe's GDP.) As there were sub-
y fewer new introductions than in 1997, capitalisation
ery well together with stock exchange prices and the
pplies to daily turnover measurecl in Hunganan forints, as

ached its minimm in the first half of the year on 28 May -

-Stock market capitallsation

Secondary market turnover of Hungarian
government securities BSE (Budapest Stock
Exchange) + KELER OTC (Central Clearing House)

HUF billions
700

60D-

500 ETbill

4

390-

200

Indicatets of share tfading L] 'l'ha Bu{iape_sl Stack Exchange

- .1 1985 | 1996 | 1997 | 1998Hi
Turnover (single aceounting, HUF hitlion}| . 43.7| 2.45.9 1,436.4 15680
Number of stock market transactions 160,851} 153,937| 478,236; 454,490
Average aumber of dally transactions | 244.4,  620.7 1,936.2 3,7250
Avarage daily turnover in shares : ' ‘

({HUF million) 1753 0889 515212862.0-
Ternover per transaction (single N '

accounting, HUF miilion) : - 0.7 1.6 3.0 3.5
Number of trading days ' 249 248 247 122

at the end of the pariod, (HUF biflion} 327.8 8,52.4 3,058.4 3,255.1

SARFERLY REPORT OM INFLATION




VI. Capital markets

Stock exchange liquidlty (daily turnover as a per cent
efcapita]jsatwﬁ}—rr—

22 ¢
= . ]

panson w1th ylelds on Amencan government bonds regarded as

" Asian probleims.”

in the case of Hungary, although analysts regarded i :

the capitalisation illustrated in the figure was related to single
transactions largely concerning a privatisaiion block),

- In contrast to Warsaw, in.January the usual start-of-year boom
failed to materialise at the-BSE. Growth relative to early January
is, however misleading: Whereas the Warsaw index approached
its pre-Asian-crisis level after growing for two months only by

March, as a result of portfolio rearrangements in November-

December, the BUX had reached its pre-crash level already by the

end of December. That is to say, the BUX's weaker performance
in the first quarter relative to Poland is not due to a loss of confi-
dence on the part of portfolio investors in Hungary, butto the fact
that as a direct reaction following the Asian turmoil, they in-
creased the weight of Hungary as “a safe heaven” in their east-
central European portfolios, which declined overall in absolute
terms, but which made Hungary strongly overweight relative to
its share in capitalisation.

According to analysts, Poland is one or two years behind in
company restructuring. The explosive profitability increase gen-
erated by micro-level reforms in Hungary in the course of 1996-
97-is appearing in Poland in 1997-98. Moreover, bhue chip stock
exchange privatisation projects (for instance, the telecommuni-

cations company) are expected to take place in Poland in 1998, -

which has significantly contributed to boosting the stock ex-

-change also in Hungary. All this means that based on the ex-

pected EPS growth, Polish shares, which remained at a low level
after the crash, were regarded as undervalued. In contrast, ac-

~cording to. expert opinion, the BSE was adequately valued in

view of the fundamentals of Hungatian companies and the ex-
pected risk premium: the romantic ‘wild eastern’ period of the
annual doubling of the stock exchange index came to an end.
The more passive attitude on the part of resident and non-
resident investors was also reflected in trading data. In January

and February, average daily turnover was well below that 6f De-
cember when the portfolio rearrangement in favour of Hungary .

took place. The market value of trading decreased:so that prices

increased somewhat, that is, market liquidity was cons1derably_ _

lower (by about 17% in February) than in December,

In the second quarter, the international environment relevarit -

for the Hungarian stock market deteriorated significantly in rela-
tion to the Russian crisis, which could not be offset by company

profits which contintied to show a very sound picture. This was ™

also reflected in the risk prémium for emerging markets. In ¢o

Econometric tests also demonstrate that the developmen

ingly 'improh?a.’blé_i_:hait asaresult of ’fhé*eIéEth"rli'S?'T

rioration of the future competitiveness and profitabil
companies. Al the same time, the risk premium relev
vestors was significantly increased by the fact that eeafisit

VI. Capital markets

-cerns arose concerning the stability of the government coalition

about to enter into office and concerning the consistency of fu-
ture economic policy. Unfortunately, none of the Hungarian dol-
lar bonds have a liquid secondary market ensuring a transparent
price development with the help of which a country~specific risk
could be measured, yet a number of signs indicate that this was
not negligible.

The question frequenily arises as to what part non-resident in-
stitutions and Hungarian small investors had in the end-of-the-
May price fluctuations. As the greater part of trading has been
generated by non-resident institutions, the relatively greater role
of Hungarian small investors can be assumed in those days when
liquidity was below the average and the average amount of the
contract per transaction was low, fn the Deriod betiween 30 April
and 15 Jure, no empirical intervelations can be demonstrated
between changes in the index and trading and liquidity, and the
data concerning the average amount of contracts do not indi-
cate significant dﬁerences between the behaviour of small and
instisutional invesiors.! When interpreting data on the average

_contract amount, circumspection is recommended, as broker-

ages frequently administer orders from small investors in a single

“comprised” bloc, hence these indicators tend to overesnmate

the stze of the average transaction. _
Nevertheless, the direction of changes in this mdicator-(as;

'suming that the expected value of this “blocking distortion” is

constant) provides information on the relative actmty of smaltin-
Vestors

* From the beginning of August, it was quite clearly the interna-
tional financial environment, first and foremost the Russian cri-
sis, which had a predominant impact on the Fungarian capital
market. Although the Russian central bank was able to hold off
the speculative attack until the middle of August at the price of
drastic measures, the fundamental reasons which evoked that at-
tack remained unchanged: an unsustainable budget, structural
| public finance reforms omitted and the sustained nose-dive
in the price of hydrocarbons, considered as the main Russian ex-

imilarly to pre-crisis Southeast Asia, uncovered dollar short
positions accumulated in the Russian banking sector. Moreover,
ing to insufficiently stringent bank supervision and the inter-
Aning between banks and large companies, the credit portfolio
“the Ryssian banking sector has also been of very low quality.
ing to this, the collapse of the rouble brought the majority of
an banks into a situation verging upon insolvency. Quite
bly, the Russian general government moved along an unsus-
able path and when, owing to the international financial en-
ént and the collapse of the banking sector, the domestic
pital market no longer enabled the roil over of state debt, a
ratorium on debtand partial non-repayment® became inevita-

dlty per contract was defmed in terms of the proport;on of capxtahsaq
iraded in the course of an average transaction, which filters out the distor-
sed by price changes from the average conteact amount.

Hon to the moratorium, Russian government bonds and treasury bitls
wapped against papers of a market value substantially lower than that
nal, that is t0 say, the Russian state repays only a fraction of its ac-
- The significant credit rating institutions reacted to this measuse by
Y lowenng Russla’s rating. -

Liquidity per contract and daily returns

Percent/Day. lncome

21 Apr. Richter's offering
*

+
T

Liquidity
per transaction
*107
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. crash should be sought partly in investors’ wayof thinking a

_European countries on the. same footing. as. Ru551a

' shOrtage observed in the international capital mark

savers or primary institutions managing their portfolios (the
large Anglo-American investment and pension funds) but
through the intermediation of a set of institutions specialised
in central Europe or the “emerging markets”.” In suchan insti-
tutional environment, if primary investors decide to withdraw
capital owing to changes in their risk preferences or their
view of the emerging markets, the intermediary institutions
must liquidate a part of their portfolios. As Budapest has been
the most liquid market of the region as mentioned before, it
was possibleto implement significant forced sales in the easi-
est manner. I’ contrast, in Moscow the major crashes of |
August took place under the conditions of negligible. daxly
“turnover of $1-2: miflllon anchron—uansparent “price develop:
“ ments. {on the BSE, average daily trading is above $50-mil-
lion): 'This means that a Russian share: -portfolio s ertually im-
possible tcr suddenly hquldate even at the cost of substantial
“price [oss, *that s, the- msntutronswereforced tosellin: centra],
Europe:in spite of the fact that they were Well aware of the
fundamental différences.”

Several direct fundamental channels of infection regarding the
spread of the financial crisis can be envisaged. Analysis of the
situation in Hungary leads to the conclusion with respect to all ;
aspects that these fundamental channels do not point to a seri- :
ous economic recession in Hungary. '
¢ Loss of export markets and price competition in - e
third markets. As expounded in detail in the part ad- '
dressing the external economy, these developments sen-
sitively affect certain sectors, but donot break the overall
export dynamism. 7
Systemic risk in the system of financial institutions.
Ifthe banks are strongly exposed to Russia; the losses accumu-
latéd in the banking sector may ripple on to the domestic fi-
‘nancial markets through the administration of creditsand then
on to the other sectors of the economy. Fortunately, the Hun-. |
.garian banking sector has a sufficiently strong capital base: if
allof the otherwise not too significant Russian credit portfolio
was written off to zero, the regulatory cap1tal of the banks
would still remain of a reassuring magnitude. A substantial
portion of the Russian loans was extended.under the guatari-
tee of Eximbank or MEHIB; whereby the risk is borne not by
the banks but the budget, The implicif growth in state 'cTe*bf
arising from this amounts to approximately HUF 26 billior
* When analysing fundamentals md]rect effects must
' be taken iito account. The driving engine of Hungarran_"_
- growth ‘hasbeen exports tothe European Union; consist=—
. ing to a remarkable extent of consumer durables for
.. .which demand is- strongly cyclical. This means. that,,
should, growth in'the EU slow down owingtothe Russian,
crisis or any other factor, that may have unfavourable ).
consequences for Fungary. Apartfrom: the losses aj '
inthe banking sector, the exposure of the EU to Rus
minimal. At the same tifie, the prolonganon of th
léms in. Southeast Asia, the recession in Japari a
loss.of growth momentum in the United States mean a
“Europe’s economic environment and: hence 1ts.‘growt'h
' prospects have become less promising, .
Nevertheless, there is no doubt that the reasons 5 F

i

*“These two. effects mﬂuencectthe stock exch:ﬂrge ot only
" directly but also- through expectations: concerning: the ex--
change rate of the forint. Accordmg to mformatton obtamed

3 lio investors mamtam uncovered formt posmons partly Ow-=
ing: to'the still existing regulatory constraints in-this area. Cur-
rent - regulations apphcable to- capital flows. do- not enable
n-residents:to-open forint forward posrtrons N: aturally, this

constraint canibe upheld only in the case of futures contracts
uol:ed on-the BSE or the BCE, but not with-réspect to OTC
swaps or NDF contracts concludedm London. Nevertheless it
ems that a good matty portfolio. investors were not: hedg d”
against the: exchange rate'risk of the forint; This'can be: atmb-
itable largely to thefact that the constrainit doubiless taises.
etransaction costs of the _hedgmg_operat;ons andthe strong
redibility of the exchange rate regime did ot jistify under-
aking such transaction costs. So long as the expectation that
- forint would péfmanéntly miove along the sttong’ edge of |
the band was general, this did ot give rise to any increase in
At the safne time, since Mayr the forint has ﬂuctuated
gely inside the band sometimes in a rathervolatile: manner
1 the: course of August and September it stuck_ to the
e ge of the band and several interventions were
eded to. protect it. Jf’ investors are not ful{y risk-free, the fact
'uation within-the band fustifies a risk premivm(that
diices the equilibmum share price) even ifthe credzbzlzty

nd ztseg" is not questioned. : _ :

in the institational specialities. There are.two. generally
cepted explanatlons concerning the psychologrcal channel
infection.

The first channel is that fore1gn investors treated t_he centy

me bizs”, that is, the irrationally high weight of the domestic capital mar-
in a portfolic continues to strongly characterise the significant Anglo-
Berican institutlons to this day. Thelr exposure to emerging markets (gener-
whelow 5%) does not make it economical for them to maintain separate de-
ents of analysts. Hence there is good justification to maintain region-
ecific funds,
‘days of the big boom of 1997, trading in Moscow was much higher, fre-
‘iY above $100 million. At the time of the crash however, Russian resi-
Atinstitutional and private investors resorted partly to capital flight them-
s and partly (namely, the banks) were unable to enter the market due to
=Ueterioration in their financial position, which meant that the price inflexi-
“6f detnand dectined to the extent that it was impossible to sefl papers in
Ce-at any price.

the commencement of a capital outﬂow even fro

change rate of the forint to the Weak edge of
forced the central bank to intervene. The other
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According to the opinion of most analysts, which we
also share, the boom of the past two years was not a bub-
ble, it was warranted by improved corporate profits and
by the macroeconomic environment. At the same time,
there may be a backlash. A cap1tal market coltapse of such a de-
gree may have negative macro-economic effects which eco-
nomic policy must take into account:

- Since the middle of August, households [ost 3-4% of their

. net financial assets. This may lead to a decline in consump-
tion demand through the wealth impact,

— Systemic risk may appear in the capital market. Several se-
curities firms have become insolvent, the position of others
was shaken, and in some cases loss of confidence on the
part of investors was perceptible, Through their investment
undertakings, commercial banks may also be effected,
which may give rise to credit shrinkage. Ali this may deterio-

. .. rate the efficiency of capital allocation, which in the Jong
term may restrain growth.,
Companies may be frightened off from public share i 1ssues

. which may prevent them in developing the desirable lever-

age. .

- If portfoho mﬂow playsa s1gn1ﬁcant role in fmancmg the
cutrent account deficit, a unfriendly international capital
market environment may lead to a depletion of reserves
and the questlomng of the credibility of the exchange rate

. regime, . o

The yield increase 1nduced by‘ the growmg ﬁsk prermum

_.may make the financing of the state debt more expenswe

- even in the domestic capital market.

Based on the. available information, we may conclude that the
crash genuinely has non-desirable effects on growth prospects
and the stability. of the exchange rate regime. These problems,
however, can be managed with a prudential, conservitive
budget and cucuxnspect monemry policy.

3 Deﬁvaﬁ‘ve. markels

3.1The BUX futures marketat the BSE '

n the futures section of the BSE, futures BUX trading m
Imm‘ed its edriier predominance in the first ha;{f of 1998 it,
moved from 64% in the last quarter of 1997 to 58% over thy
quarter this year and to 73% in the second quarter. As a res
the uncertainties evolvmg inthe wake of the Russian crisis
‘Tatios $dnk to 44% in August and to 24% in September. The mi
popular maturities continue to be December this year a
cember next year. They make up a part frequently in excess
two thirds of the total forward BUX trading and contracts;
maturities in-general cannot be regarded as bemg of sufﬁae
quidity.

The f1gure illustrates the development of futures BUXp
-~ relative to spot prices. It can be seen-that due dates furth
contained an impHcit interest rate in excess of 10%.in the
part of the reporting period over and above the spotifdex.
although.rates declined somewhat rélative fothe earlict

In the greater part of the period of the year to date, futifés
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changed to a lesser extent relative to spot prices; hence futures
premia déclined when the spot market increased and vice-versa.
Forward stock exchange prices largely reacted in an extreme
manner; plummeting prices in excess of the spot market reaction
frequently resulted in negative implicit rates.

The figure shows the marlet situation necessary for openmg
futures arbitrage positions popular among institutional investors.
The futures premia above the risk-free yield still frequently

reached levels at which it was worthwhile to open such posi-
5

fions.

Note to :e ﬁgures aboveﬁ As BUX futures contracl:s have a_

- fixed expiry date; the maturity d
_comes shortet as: theeXpltY geES clgaser The

.>-The figure illustrates BUK futures turnover, open interests m
BUX futures in contracts and the changes in spot index volatility ®

*an be seen that the month of December continues to have the
ghest turnover (ust as December maturities are the most lig-
) put the months indicating the other end of quarters are also
standing. The months in which prices plummeted to a large
e t (such as May or October and November last'year) were
haracterised by keén trading. Neither the May, nor the

a_rt of this sirategy was discussed in the 1997 Annual Report of the
.(pp66~68)

atidity (the index shows the variability of prices} is interpreted as the nor-
difference (standard deviation) of the annualised value of daily percent-
tice changes. ki follows from this very definition that volatility is not sen-
tothe direction of price movements only to their extent. The volatility of
dicates how risky an instrument is, and in parallel with this, what its
al profitabitity is. A higher value represenis a higher tisk and potential
han a fower one. As derivative financial Instruments are used first and
 managerisk, their marketisappropriatety discussed together with
al risks. The simplest method of this is to take the volatility of financial
_as the base. The aggregate picture shows very little directly about
ng at the level of individual agents, for this latter aiso depends on
0sition of individual portfolios and balances. With the help of deriva-
ividual actors may reduce market risks from their own point of view
nay also increase such risks.

Spreads of BUX futures premia over T-bill vields

of corresponding maturities
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August decline resulted in any major decrease in the open trans-
action portfolio in contrast to the situation in November 1997.
~Overthe first seven months of 1998, the open transaction portfo-
liowas stable, hence the growth in trading did not represent clos-
ing of positions or net opening of positions relative to the preced-
ing year. This year volatility was most of the time higher than last
year, which would have warranted the building up of a larger
open transaction portfolio particularly because savings continu-
ously flowed into shares and the institutional investors which in-
vest in them. Tt is possible that owing to the greater global stock
market insecurities resulting form the Asian, then from Auguston
the Russian crises, speculators’ demand was missing from the
forward markets. This is also supported by the fact that the multi-
ple correction of share prices and their nose-dive in August ex-
hausted the financial possibilities of many investors, Owing to
theit financial difficulties, commissioners of the supervision have
to be appomtedﬁpg some securities traders and this step may aiso
be taken soon in the case of others. Some traders have already
gone bankrupt, partly because they were able to survive the
Oct_ober—November_ crashes of last year only with great difficul-
des' . - o et
The share of forward-index trading in the total of the stock
market is similar 1o that of the advanced markets. The ratio of the
“marketvalue of open positions to spot market capitalisation was
1.5%atthe BSE in December 1997. By way of comparison, this ra-
tio did not exceed 1% in the case of the FTSE 100 and the Swiss

market indéx, and 2:9% in the case of DAX.” In the case of the
BSE, this can be explained by the fact that the domestic institu-
tional investors who can profitably exploit drbitrage possibilities
for the time being possess only a small share of the stocks in

BSE’s total capitalisation. The majority of shares were held by

non-resident institutional investors until the nose-dive in prices
took place in August and September. They, however, obviously

did not make use of the opportunities offered by the index fu-

tures market.

Indi'vidual.forward share contracts at the BSE

In. July, the BSE introduced individual futures trading for three
shares (MOL, MATAV and TVK) which became popular right:in.-
the very first days. Prices soon approached the levels establisher
in the index futures market, which illustrates that, in contrast to-
expectations, they became popular not so much amongst s
investors but primarily institutional investors. This is attribitabl
to the fact thatit proved to be-cheaper and more flexible in i
- menting the futures atbitrage strategy if the spot BUX-inde ji2)
folio was not exactly reproduced but only approached by sele
ing the most itportant papers. This means that the less liq
dex papers are omitted from the representative portfolio;'whi
reduces the costs of the strategy both in terms of cash and

and itcan Stlﬂ follow changes in the indexwitha fa1r ac }

7 Source: BSE Monthly Report, December 1997 4nd BIS Intérnatioiia
and Financial Market Developments, Basle, May 1998, p: 28
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3.2 Foreign exchange futures markets:
BCE and BSE

;. In both exchanges, the German mark and the US dollar are the
most popular futures currencies, The value of the open interest in
German marks at the BSE rose from HUE 31 billion at the end.of
{ast year to HUF 87 billion by June and then plummeted to
R HUF 14 billion by September. That of the dollar rose from HUF 13
billion to HUF 35 billion by June, then fell to HUF 4.8 billion. For
both currencies, the decline in the open positions took place
largely in September: August stocks were still relatively close to
the value at the end of the half-year. B
This means that uncertainties in the foreign exchange and the

capital markets prompted market agents to close their positions.
Turnover calculated at market value did not increase in the first
half of the year, moreover, there was some decline in the case of
the dollar. If the devaluation of the forint relative to these two cur-
rencies is also taken into account, the market value of turnover
increased even less in real terms.

. The quarterly turnover in the German mark rose from HUF
-~ 122 billion at the end of last year to HUF154 billion by the first
-quarter of this year, sinking to HUF 133 billion by the end of the
~second quarter, while the same figures for the dollar were
HUF 92 billion, HUF 81 hillion and HUF 71 hillion, respectively.
The third quarter brought about an increase in turnover for both
currencies: trading in the German mark amounted to HUF 350
.'bﬂhon that in the dollar to HUF 171 biilion which, as we have
:seen, covers theclosing of position in net terms. It holds for both
-gurrencies that trading increased particularly in September.
- The German mark traded on the BSE to a value of Ft 202 billion
1 the second quarter, the US dollar HUF 118 billon, which ac-
‘counted for nearly 60% of the combined German mark and dollar
turnover of the two exchanges for both: currencies. In the third
.uarter, more than 60% of trading was registered at the BSE, Trad-
g on the BCE declined also in nominal terms by the third quar-
HUF 185 billion in DEM and Ft 98 billion in USD contracts
e traded,
‘he volume of open interests also declined at the BCE in the

quarter. These ratios indicate that the BSE, starting out from
uch lower share than that of the BCE, overtook the latter.
The-above figure indicates that both turnover and volume of
interests reach their highest values in the end-of-quarter
ths. The volatility of the official foreign exchange basket of
forint was lower in the period under study than that of the two
fes- making it up separately. Volatility always increased
ever-a more vigorous decline took place in the stock ex-
e, which is typical in the relations between the stock ex-
‘prices and exchange rates of emerging markets. At the
time, there is no obvious and unambiguous relationship
een volatility and futures activity. This is partly attributable
fact that futures activity in the foreign exchange futures
5 serves not simply hedging purposes, but is also aimed at
fromthe differences between the interest rates on forint
ated assets and thatof those denominated in foreign ex-
Phis is also influenced by the yield premia on fmanc1a1
issued in Forint terms.
explanation could be that a large number of market
1iply’do not hedge their foreign exchange risk. For in-

Volatﬂity, turnover and open interests of'the ofﬁcial
HUF basket, DEM and USD-

Volatility (Per cent)
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stance, one of the commonly held reasons for the severity of the
Asian crisis is the insufficient extent to which market players
used the markets for hedging against foreign exchange rate risk.
This also indicates that economic policy and market agents
are both interested in the development of foreign ex-
change markets. As the forint was traded close to the strong
edge of the band following the introduction of the crawling band
foreign exchange regime in March 1995, until the Russian crisis
(apart from shott periods), the possibility of devaluation within
the band was insufficiently incorporated in the expectations of
market agents..

Some of them opened positions at exchange rates which
wotld cause severe losses if the forint’s exchange rate moved
away towards the weaker edge more significantly even within
thie band. The devaluation of the forint within the band around
the time of the Russian: crises was. not reflected in settlement
prices. -
The.reason for this is presumably that the exchange rate was
manipulated in order to avoid the realisation of losses. The fig-
ures below show'that exchange rates deviated from the level ex-
pected on the basis of standard covered interest rate parity the-
ory, according to which they developed practically until the sec-
ond haif of August and to which they returned in the second half
of September.

" Futures prices must evolve around l:he so-called covered in-
terest rate parity owing to the arbitrage activity of market agents.

CAY 1—2% devmnon frorn that can be explained by transaction

Costs.

The figure shows the deviation of Imphed futures rates rela-
tive to the foreign exchange basket calculated at interest rate pat-
ity. The figure beIow shows the deviation from risk-free market
rates.

- The behaviour of market agents is explained by the fact thatin
certain cases traders did not examine the financial backing of

their clients with due care, whereby a part of these losses bur- -

dens.the brokerage firms, aggravating their losses suffered on
transactions concluded for their own accounts. -
- Drawingthe lessons fromthese events, both exchanges setup:

asettlement price committee with a mandate to ensure fairness i

price development. It was partly due to this that futures rates re-
turned to that warranted by.interest rate parity as seen in both flg-
ures from the end of September. - '

Last but not least, the OTC market, of which we have no more. R

recent information other than stock data at the end of last year
available at nominal value, also offers opportumnes to. hedge
agamst exchange rate risks.
“These movements, in addftfon o not being visible to mi
tary policy, are d1ff1cu1t to interpret from the point of view: of a
gregate risks for methodological reasons. Some, as itis becomit
visible from the experiences of the Asian crisis, aim to prov:
and widen the range of opportunities to invest for final investo)

tate analysis of the OTC derivative market. As part of this,fitT
ticipated in a survey co-ordinated by BIS thisspring and-sus

whose results will be soon pubhshed upon compleno o)
essing.
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4 Institutional investors

n 1998, dynamic growth in the open-ended investment funds
E continued, In the first haif of the year, a substantial amount of
capital flowed into investment funds and their share ‘also in-
creased in the financial wealth of households.® Generally ac-
; cepted benchmarks have not yet evolved for the evaluation of
" the yield on the funds, therefore, we constructed a composite

' share and a bond fund index for our own use.”
The performance of investment funds naturally show a close
correlation with developments in the securities marlet. At the
same time, as a result of professional portfolio management and
the use of hedging operations, investments funds survived the
end of summer crisis relatively well; the expected development
of asset value per unit, was substantially more promising than
that of the relevant combinations of the BUX or MAX. Thanks to
this, investment funds did not lose the confidence of their inves-
tors and in spite of the crisis, the decline in the number of invest-
ment units, that is, the net withdrawal of savings from the invest-
~-ment funds was negligible (less than 490). Moreover, in the last
week of August, there was some inflow of savings. It can be es-
tablished that investment funds constitute one of the most up-to-
date elements of the household portfolio from the viewpoint of
‘yield-risk combination, flexibility as well as transactiori ‘¢osts.
Hence it is likely that they will continue to gain ground evenina

‘less favourable tax environment.

" Life insurance seems to be a much more saturated market. The
“investment portfolio of insurance companies has been growing
at a rate much below that of investment funds and the weight of
‘the insurance premium reserve in the financial wealth of house-
“holds has essentially been stagnant. The transaction costs related
o life' Insurance have been spectacularly high. This, however,
vas offset by a tax reduction possibility substantially more fa-
ourable than available with any other form of savings. Insurers
ontinue to pursue an excessively conservative investment pol-
, their portfolios tend to avoid risks much more than what
rould be permitted by prudential regulations. In several cases,
is due to the business policy of the non-resident owner. It

ver the past one-and-a-half years was due largely to unit linked
ucts which, as far as their economic content is concerned,
ombinations of a risk life insurance and an investment fund;
ir categorisation as life insurance enables tax arbitrage.
ccording to the preliminary data for the first quarter received
.the supervision authority, 27 private pension funds are li-
nseck The-number of fund members was about 840,000 at the
of June, the membership fee actually paid up amounted to
F 10,6 billion. About 81% of those entering such funds are be-
the age of 41, The membership fees paid up also include the
unts paid by the employers of the members as supplemen-

dinig. 0. the information availabie to us, the non-household assets
by municipalities, companies, etc.) managed by investment funds are
nificant (in an: order of magnitude of Ft 80 billion).

pe tion of the sample: OTP Optima, Budapest1., CA Kétvény, Hun-
stabank Hozamgarancia bond funds, Budapest Novekedési,

TP Paletta share funds, the composite index shows this plus
CII-And the CA Devizakdtvény funds, The indexes show the de-
assetvalue per unit weighted with daily asset value,

0.550

Id also be noted that the growth in the insurance portfolio -
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tary fee as well as supplementary membership fees paid by the
members themselves. According to the data of the first quarter, of
“'the FIUF 2.3 billion recéived, HUF 38 million was membership
- fees paid belatedly. \

Declared membership fees which employers fail to pay to the
funds amounted to HUF 292 million.

The supervision authority, however, has no legal instruments
to take action against employers for their failure to pay member-
ship fees, ‘

. Currently, there are still problems with the reporting systerm —
the data disclosed by the funds and by the employers are not reli-
able. , ‘ . :
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