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V. External equilibrium

the second quarter to 28.1%, that is 10 EUR 2.1 billion (USD 2.2 Fareign debt denominated in foreign currencies by seclor

billion) within the total stock of EUR 7.5 billion (USD 8 billion). PRI Emottl ——
. " . ¥ . ecember une cpiemoer
This was mostly the result of a rise in the NBH's foreign reserves, e ) O
due to a substantial capital inflow (and concession revenues) in - pilion | * | viion | % | biion | %
the third quarter, This is also the first quarter for a long timeatthe (1) Gross fareign debt
end of which the NBH took a net creditor position vis-d-vis (Aastb} 19.9100.0| 22.5 1000 | 22.6 |100.0
: : o {1a} NBH and government 11.3] 866 | 129 571 | 127} 564
11-1€ s. :
non-resident NBH 10.0 | 50.2| 99| 438| 95 423
Goverament 1.3 6.3} 3.0 132} 324 141
{19) Private sector 86| 4341 &7 4291 88| 436
Gredit institutions 471 235| 50| 223] 48| 212
Gorporate seclor 391 19.8| 46| 206| 51| 225
{2) Net foreign debt " "
{=2a+2h) 7.6|100.0| 8.0(100.0| 7.5/180.0
{?a) NBH and government 28| 366| 30| 372 21 2841
NBH 06| 25.8| 05| 58| -06| -85
Government 08| 168| 25| 315 27! 368
(2b) Private secior 48| 634 50 628| 54 719
Credit institutions 19 242 17] 218 1.8 243
Corporate seglor ) 3.0 _39.2 33| 4.0 3.6 4?._6
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V. External equilibrium

Fereign fiabilities and assets

EUR biltion
Dec. | Juns | Sept,

‘ 1998 | 1999 | 1999
{1) Gross lorsign liabilities (=1a+.. +1d) 38.6 446 (448
(1a) Foreign debt denominated in forelgn currency 18.9 225 {226
—Porifolio debt 9.4 | 111 | 105
— Dther dabt 105 [115 [ 121
(1b) Forint denomirated feteign debt 11 ] 13 | 13
{1c¢) Foreign direct investment in Bungary 156 {17.8 {179
—~Equily capital 13.7 [ 153 153
— Intercornpany loans 19 ] 25 | 28
{1d} Porttoiiz investment into equities by fereigners
in Hungary S .20.1 .30 | 31
(2) Gross forelgn assets (=2a+...+20) 13.4 [16.2 ;16.8
(2a} Debt of non-residants vis-d-vis Hungary 42 | 55 | 64
— Portfolio debt 0.2 0.6 HE
—Other debt 41 | 49 | 46
{20 International resarves 80 1 91 ¢ 96
(2¢) Direct investment of residents abroad 1.1 i6 | 1.7

_ — Equity capital 16 ] 1.2 7 12
~Intercompany loans 0.1 G4 | 04
(2d) Portiolio investment inlo equities by residents
abroad 01 | 04 | 01
Net foreign IFahiiliies {=1-2) 25.2 |28.4 |28.1
Net fereign Habilities denominated in foreign cur-
rency (=1a-2a-2h) 76 | 80 ! 75

ability decrease exceeding EUR 400 million. First and foremost,
this shows a rise in foreign reserves, thus it is not related to the
private sector. In the private sector in the third quarter both the
banking $ector and the corporate sector were net borrowers of
EUR 375 million (USD 392 million) combined together. The gov-
ernment borrowed EUR 400 million as a syndicated loan in the
third quarter, part of which, however, was quoted by resident
banks.

Repayments, however, far exceeded new borrowings, and as
net foreign capital inflow into government securitiés amounted
only to EUR 50 million (USD 53 million), the NBH and the gov-
ernment were net lenders (or repaid eatlier loans) to a significant
extent in contrast to the first half of the year.

As far as the private sector’s credit transactions are concerned,
there was a net outflow of nearly EUR 240 million in the first six
months of the year, mainly due to the substantial rise in loans
granted by the Hungarian subsidiaries of foreign companies to
their mother companies. A

In the third quarter, however, net borrowing amounted to
nearly EUR 300 million. Following normalisation of the Kosovo
conflict, the region became relatively stable again, which natu-
rally helped restore foreign investors’ confidence. Total
debt-generating and non-debt generating net capital inflow,
however, fell short of the current account deficit by approxi-
mately EUR 150 million. This gap was closed by the positive bal-
ance of both the capital account and net errors and omissions in
the third quarter of the year.

3 Changes
in foreign liabilities
and assets

T ] et foreign debt of the Hungarian economy decreased to EUR
L. "% 28.1 billion (USD 30 billion) by the end of the third quarter

from EUR 28.4 billion (USD 29.3 billion) at the end of the second’

quarter. This reduction can mostly be explained by the apprecia-
tion of the euro against other major currencies (first of all the US
dollar), )

The BUR 0.3 billion rise in gross foreign liabilities is mainly the
result of the growth in non-debt generating investments (FDI,
portfolio investment) of non-residents. The EUR 0.6 billion in-
crease of gross foreign assets is basically entirely due the growth
of foreign reserves. .

At the end of the third quarter, gross foreign liabilities
ainounted to EUR 44.9 billion (USD 47.9 billion), while gross for-
eign claims on non-residents reached EUR 16.8 billion (USD 17.9
billion), . .

Gross foreign debt denominated in foreign currency in-
creased only slightly (by less than EUR 0.1 billion) in this quarter.
The share of the NBH and the government in the gross foreign
debt of EUR 22.6 billion (USD 24.1 billion) was EUR 12.7 billion
(USD 13.6 billion), which represents a share of 56.4%, that is
there was basically no change compared to the second quarter.
This is not the case as far as net foreign debt denominated in for-
eign currency is concerned, in which case the combined share of
the NBH and the government decreased from 37.2% at the end of
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The “Quarterly Report on Inflation” is a publication of the Na-
tional Bank of Hungary. which aims to inform the public on a reg-
ular basis about recent and expected developments in inflation. as
well as about the central bank’s assessment of the macroeconomic
process determining inflation. The aim is for the goals of monetary
policy to reach a wider public than before. such that the central
bank’s actions become easier to follow and interpret. This publica-
 tion focuses essentially on the description and analysis of current
developments of a given period. The economic and. financial con-
cepts and relationships determining future developments in infla-
tion considered relevant by the central bank were presented in our
Sirstissue.” hence their detailed description is not given here.

R

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




V. External equilibrium

be regarded as a correction of last year's extraordinarily high fi-
nancial savings. At the same time, the development of financial
institutions brought about a decline in the number of liquidity
constrained households, hence the propensity to consume can
also increase at an aggregate level, which leadsto a permanenﬂy
lower net financing capacity.

There was a dynamic income growth in the corporate sector,
which was accompanied by moderate investment growth and
declining inventories. Based on business cycle indicators reflect-
ing corporate profitability and expectations, growth prospects
are improving and an increasing number of enterprises antici-
pate rising profitability.

The permanently high domestic demand, rising foreign de-

mand and increasing orders indicate that economic growth is’

picking up. Surveys suggest that capacity utilisation is reaching
the level observed in the first half of last year. Based on this,
higher investment growth and a rising corporate financing re-
quirement are forecasted. At the same time, the tendency of
household consumption growth to exceed income growth
seems to be long-lasting. Thus, the favourable equilibrium con-
ditions of economic growth have also to be provided by the pub-
lic sectorin the future,

2 The current account
and its financing

“n the third quarter the current account deficit calculated on the
dbasis of balance-of-payments statistics methodology
amounted to EUR 70 million only (also 70 million expressed in
US dollars due to the cuitency composition). The 1999 cumu-
lated deficit already falls behind that of the same period of 1998
as a result of the much lower-than-expected deficit in the third
quarter, though at the end of the first six months the cumulated
deficit exceeded that of last year by neaily EUR 300 million.

The improvement in the trend gained from seasonal adjust-
ment is not as large yet as that in the original and seasonally ad-
justed time series.” At the same time it is unlikely that the current
account deficit will exceed the 1998 deficit by the end of the year,
since, despite the current deterioration of the terms of trade
which is expected to continue in the fourth quarter, foreign de-
mand . has increased (mainly due to a pick-up of economic
growth in the European Union) and foreign investor confidence
has improved compared to the fourth quarter of last year (N.B.
the Russian crisis).

The current account deficit was again easily financed by
non-debt generating net capital inflow in the third quarter. It
must be noted, however, that both the approximately EUR 240
million (USD 255 million) non-debt foreign direct investment
and the nearly EUR 100 million portfolio share investment was
lower than the average values of the first two quarters. As far as
debt-generating capital inflows are concerned, there was a net li-

3 1t is true though that our seasonal adjustment method does not follow Fast
changes at the end of the period in the trend. However, the chart indicates that
the seasonally adjusted time series of the current account shows an improve-
ment,

The current account

EUR millions
200

B e e
200 : \
400 .
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-BG0
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-i200

S;as_on(ﬂly adjusted 1

QlQ2Q3Q4QIQZQ3 Q401 Q2030 Ql Q2 Q3 (A Ql QZ Q3

1995 1996

1997

Main components of the cutrent account

EUR miliion
1998 | 19906 | 1998 | 1999 | 1999 | 1990
Qi-02 | 03 | 01-03 | Qi-Cz, 03 | O1-03
| Goods 757 ~646 (1,403 —970 ~471 -1, 441
Revenues {export} 8,937 4,419113,357 | 9,431 | 5,134 |14,565
Expendiiures (import) | 9,694 | 5,066 14,760 10,401 | 5,606 16,006
2 Setvices 301 33 T2 131 434 565
Tourism, balance 606| 497} 1,103 5791 602 1,18
Olher services, balance; ~-215] 187 —382| —448| 168 616
3 Income -g62 | -330 |-1,192; -G660 | --203| -0§3
on debi-generating
investment, balance -483| -180| -683| -371| -179, 549
on noa-debi generating
investments, balance | —37%| -149| -b29{ —289| -114) -404
4 Current transfers 4621 267{ 669 371 261 632
Current account
(142¢344) -826 | -379 1,205 1,128 -70 {1,198
Financing of the surrent account deticlt
e EUR million
1993 | 1998 | 1995 | 1999 | 1999 | 1959
Qi-02| 03 i01-03|01-02; Q3 |01-03
(1) Cutrent account deficit 826 374 1,205 1,428 70 1,198
{2) Tetal financing 4968 255 751 1,523 77 1,44%
~ non-debt generating g ‘
1(=Rb.2+20.1) G99 147 845 1484 335 1,822
—de'h! -ganerating l
(_2a+2h 1+26.2) ~20 1{)& —_9 F 3% —415 ﬂi
(2a) NBH and governnent ~1,246 558 687 278 901 -623
" (2a.1) Gredlt transactions B& 408 430 843 195 649
—.of this government 1,008 -69 40' 134‘ 51 189
_“._.;(Za.z)Inle;nationa% T25BIvVes 1,31] 1,054 _25% 568 7651273
(2b) Private sector 957 458 507 735 . 470 1,206
" (2b.1) Gredit l | 21 l
) : t_{ansaciions ' 753 —45% 295‘ -7l 378 304
- Credit institutions 1,098 -613 4&j —1601 141‘ —18
- Gorporate sector —342: 15% 41B£ 89‘ 234;: 323
{2b.2) Portiolio investment 2083 zoq eoq % 902
- Credit institutions —er j ~13 -5 10 5
~Corperate sector 213 | 219 Zlk 84 &Q}f
(26) DI ' 788 15% 93?1 g ¥ 863
{2c.1) Equity capital | 498 144\| 639 &l 242 920
“(2¢.2) Intercompany loans 20 8 29? 168 14| 57
(3) Capital account 5 7 716? 133 95 -38
NEO {=1-2-3) 236 52 289 ~267 627 210
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V. External equilibriur

Net financing requirement and the seasonally
adjusted current account deficit as a percentage
of GDP*

Per cent

| — Net external financing
* reguirement .

| e Cusrent account ’ S

M i SDMIJSDMI S$SDMISDMIS
1995 1996 1997 1998 1999

*“Ihe net financing teguirement shows the cconomy's sivings and investiment bal-
#nce, which determines s theoretical current acconnt.
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Investment

Note: NBH esiimate. Dwing fo rourding, Ihé total of the paris may dilfer from the total pre-
sented in the lable.

1 Net savings

! 1998 reversed in 1999. Since the beginning of the year the
current account has been slowly improving, and this improve-
mentaccelerated in the third quarter. The seasonally adjusted se-
ries shows that in the third quarter the external financing require-
ment of the economy fell to approximately 2,5% of GDP. The im-
provement in the current account balance was a result of the de-
clining net financing capacity of households, the slightly de-
creasing financing requirement of the government and the con-
siclerably lower external financing requirement of the corporate
sector. :

The increased financing requirement of the government in the

7% 'he deteriorating trend of the current account observed in

_ first quarter of 1999 was followed by a continuous decrease dur-

ing the year. The improvement in the budget was the result of an
increasing share of public sector income from GDP, whose
growth started to pick up in the third quarter following low reve-

nue growth in the first half of the year. Public investiment expen-’

diture also declined as a percentage of GDP. The change in the

fiscal financing position during the year was partly caused by |

one-off factors, which led to a substantial rise in the financing re-
quirement in the first quarter, but the expenditure cuts in the rest
of the year corrected this rise. In addition, the intra-year fluctua-
tion of GDP growth resulted, as an automatic stabiliser, in a
worse financial position at the beginning of the year and in a

-better one in the second half of the year. |

The decline in the private sector’s financing requirement was
due to contrary developments. While the net financing position
of households decreased in the first half of the year, that of the
corporate sector improved quarter by quarter. The financing ca-
pacity of households was also at a low level in the third quarter,
because household real investment went up, and houscholds in-
creased their consumption by 5.3% despite their income rising
less than the growth rate of GDP. A large part of the deterioration

-in the net financing capacity of households during the year can

! Indicators are neas to the accrual approach. Savings do not contain the foriat
effects arising from exchange rate changes an household deposit and credit
portfolios. Interest expenditire in the general government balance (GFS defi-
cit less proceeds of privatisation) is presented using the accruai approach.

? Gross savings = disposable income (gross, that is, it includes the vatue of de-
preciation in the given year) less final consumption. Disposable income in-
cludes the sum of the value of the gross domestic product of the given period
and the balance of the income transfers and unrequited teansfers to
non-residents and from non-residents to Hungary (according to balance of
payments statistics).
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IV, Supply factors

the sharp rise of inflation in the summer. This effect was, how-
ever, hardly felt in terms of domestic sales prices, and on the basis
of specific labour costs it was not felt at all, as the rise of inflation
was primarily not the result of a sharp increase of sales prices or
increasing cost-side inflationary pressure, but of the change in
the subsidy system associated with consumption. Since this does
not influence the profitability of producers, it had no impact on
the competitive strength of the entrepreneurial sector.

In the third quarter of 1999, the forint was officially devalued
by 1.7% compared to the previous quarter. Since the position of
the foreign currency hardly changed within the band (it was con-
tinuously near the strong edge), and no significant US dol-
lar/euro cross-rate movements occurred, the nominal effective
devaluation approximated the declared one, and the forint was,
in the nominal effective sense, devalued by 1.5% compared to
the previous quatter.

The real exchange rate based on consumer prices appreciated
by more than 1% compared to the previous quarter. However,
the greatest role in this third-quarter appreciation was played by
the temporarily increasing trend of the consumer price index as-
sociated with specific effects, which cannot be considered as de-
finitive from the point of view of long-term changes in competi-
tive strength. _

The increase in the domestic sales price index of manufactur-
ing industry, including basically the products tradable in foreign
markets is, in the long term, defined by foreign inflation and the
expected devaluation of the forint, which results in a stable
long-term real exchange rate based on the domestic sales price
index of manufacturing industry. In the third quarter of 1999 this
index appreciated by 0.5% compared to the previous quarter, but
it is still relatively depreciated compared to the period before the
Russian crisis.

According to the real exchange rates based on specific labour
costs, as a result of the outstanding productivity increase of man-
ufacturing industry seen in the third quarter, the rate of real de-
preciation accelerated again. Therefore, the indices based on net
and gross output returned to the trend of a very high rate of de-
preciation seen in 1997,

Analysing Hungary’s competitive strength compared to the
various regions, we find that the appreciating tendency com-
pared to the developed countries since the fourth quarter of 1998
has continued, which, as indicated above, was primarily due to
the acceleration of domestic consumer inflation explained by
transitional factors, while the influence of the strengthening of
the forint within the band seen since the Russian crisis and that of
the weakening of the euro against the US dollar had practically
no impact in the last quarter. The extent of the appreciation com-
pared to the developed countries was more than 1% within one
quatter. Compared to the countries of Southeast Asia, the third
quarter saw a reversal of the depreciating tendency compared to
the drastic appreciation after the crisis. This was primarily due to
the appreciation in relation to China and Hong Kong, Compared
to the east-central European region, the second quarter saw a
" definite turning point, and the appreciating tendency experi-
enced since the Russian crisis came to a standstill. This was pri-
marily due to a real depreciation in relation to Slovakia and the
Czech Republic, which resulted from the strengthening of these
countries’ currencies against the forint.

The evolution of the real exchange rate based
on domestic wholgsale price index in manufacturing
industry .
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V. Supply factors

Average capacity utilisation in manufacturing
industry *

Per cent
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Proporiion of enterprises with redundant capacity
in manufacturing industry*
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eration throughout several quarters of the increase of working
hours refative to the growth of the labour force, explained by the
fact that the expanding machine manufacturing enterprises are
likely to have had ample labour reserves for a long time. Taking
into account that wage inflation in machine manufacturing ad-
justed with the number of working hours can also be considered
really high, these data jointly imply labour bottlenecks in existing
enterprises.

2 Capacity utilisation

§n the third quélrter of 1999 average capacity utilisation in-
M creased in manufacturing industry” and this broke the decreas-
ing tendency intensified one year ago by the change in the do-
mestic and external market situations, The level of average ca-

pacity utilisation rose to about the level of 1998, alongside inten- -

sified demand and increased production of manufacturing in-
dustry and a more moderate growth of investment than in the
previous year.

In spite of the improvement of average capacity utilisation and
the continued production increase as expected, enterprises con-
rinue to forecast significant capacity underutilisation in relation
to the orders received for the next half-year. In metallurgy and
metal processing, the proportion? of enterprises forecasting ca-
pacity underutilisation compared to expected demand is higher
than the average for the sector (54%), where problems mostly
arise in connection with quality and the outdated nature of ca-
pacities. Redundant capacities are also significant in the con-

struction .industry (59% of enterprises forecast capacity
underutilisation). Out of all production-hindering factors tack of’

demand continues to dominate, although this has decreased in
the past few months, while the lack of capacity still proves to be
an insignificant hindering factor. The proporticn of enterprises
facing a lack of capacity slightly decreased in the third quarter. In
relation to demand, enterprises of the textile and clothes indus-
tries indicated an above-average proportion of low capacities
(18%).

3 Competitiveness

T he most important factor influencing the real exchange rate
A indices has been the fact that after last year's real deprecia-

“tion of the exchange rate compared to the previous trend and the

first-haif sharper appreciation compared to the previous trend,
the exchange rate is approximating the expectations of the me-
dium-term trends. The index based on the consumer price ap-
proximates the trend characterised by the annual 2-3% real ap-
preciation trend, while the indices based on labour costs approx-
imate the previous real depreciating trend. In the last quarter, the
appreciation of the CPIl-based indices was relatively high, due to

! “Fhe big multinational companies productive in the Hungarian market, with

a few exceptions, do not participate in the survey forming the source of the in-
formation. (Situation and Short-term Outlook of Manufacturing Enterprises,
Autumn 1999. Quarterly Economic-Survey by Kopint-Datorg, October 1999).
* Proportions welghted by the number of staff
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- g%"‘ihe main goal of the National Bank of Hungary is the sustainable reduction of inflation

A to the level of the European Union, Predictability, low interest rates and a low inflation
environment together facilitate long-term, high economic growth. The exchange rate regime
based on a crawling band with preannounced devaluations is intended to help achieve the
inflation target set by the monetary authorities, and it furthers a nominal path of the economy
which does not jeopardise equilibrium, while ensuring the convergence of domestic inflation
to the inflation rate of Hungary’s major trading partners,

Inflation continued to decline in the first half of 1999. In July, however, it started to rise
and in October the rate of inflation reached 10.5%. This rise in inflation was due to develop-
ments beyond the control of monetary policy, namely the change in the medicine subsidy
system, as well as the increase in the world price of oil and commodities. It is important to
emphasise that inflation continued to decline in the group of industrial produtcts (excluding
energy sources), which are directly disciplined by the exchange rate, as well as in the cate-
gory of market services, which react most sensitively if demand exceeds supply. The rise in
energy prices hit the economy as a supply-side shock, which raises production costs. This in-
flationary pressure cannot be alleviated with demand-side measures; hence all monetary pol-

icy can do is reduce the spill-over effects and prevent the development of a potential

cost-price spiral. _

The rise in the consumer price of medicine does not affect the long term inflationary pro-
cess directly, as it does not imply a cost increase for producers. Apart from medicine, regu-
lated services also had a negative influence on the disinflation process, as their inflation rate
(18.5%) far exceeded average inflation. In the category of non-regulated products and ser-
vices the growth rate of prices continued to be slow (8.6%).

Thus, the recent unfavourable inflation indicators were the result of one-off effects be-
yond the control of monetary policy. The NBH’s core inflation indicator (currently
8.7%) reflects the trend of the inflationary process and has been decreasing. In the near future
the coordination of inflationary expectations will be crucial for the continuation of the de-
clining trend of inflation and for the achievement of the disinflationary path set by the mone-
tary authorities. If wage demands in the labour market and prices set by producers are based
on this year’s high CPI inflation, then these backward-looking inflationary expectations may
become self-fulfilling, or the inflation target can be achieved only at a lower employment and
output level. The government will strictly limit the inflation of regulated prices, the compo-
nent which was mostly responsible for this year’s high CPI inflation rate. The targeted growth
rate of public sector wages and pensions is also intended to help achieve a lower inflation
rate. Monetary policy can influence the inflationary expectations of economic agents by set-
ting the exchange rate path. The monthly devaluation rate of the forint was further reduced
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by 0.1% to 0.4% as of October 1, 1999, which 1mphes an annual nominal devaluation of less
than 5%.

As far as long term factors are concerned, developments in supply and demand contin-
ued to facilitate the disinflation process. Real growth of GDP accelerated in the third quarter
of 1999 — it was 4.5% according to our estimates. This higher growth rate was mainly due to a
pick-up in foreign demand (13.1%), whereas domestic absorption increased only moderately
(2.6%). The favourable composition of growth led to a significant improvement in the current
account in the third quarter of the year.

Economic growth was mostly influenced by the business cycle position of Hungary’s ma-
jor trading partners. Economic growth in the European Union is picking up, and import de-
mand also increased in this region, Domestic foreign trade data reflect partly these favourable
external developments and partly the capacity increasing effect of new investments. As far as
central and east European economies are concerned, there are signs that the recession is
coming to an end. Export both to CEFTA economies and to Russia increased in the third quar-
ter.

The slowdown in the growth of domestic demand can mainly be attributed to the cor-
porate sector. The growth rate of investment demand declined considerably as a result of
less favourable sales prospects. In private sector dominated industries, the growth rate of
fixed investment was 5.5% compared to the third quarter of 1998. In the second half of 1999,
higher economic growth is expected as a result of rising foreign demand and continuously in-
creasing domestic consumption, which encourages investment. Significantly rising aggre-
gate corporate profitability is also favourable for financing the higher growth in investment
demand. The first signs of this could be observed already in the third quarter. Although
growth indices still show a low rate of expansion compared to 1998’s extraordinarily high in-
vestment activity, there is already a clear expansion compared to the first two quarters of

1999. The demand growth of the corporate sector was also reduced by exceptionally high in--

ventories in the third and fourth quarters of 1998 following the collapse of eastern markets.
These inventories were gradually reduced, so inventory growth became negative due to the
base effect.

There are major changes in the adjustment of households to the business cycle. Al—
though household real income growth declined even further (2.2%) according to our esti-
mates, households are trying to maintain a relatively high consumption growth rate (5.3%).
This implies, on the one hand, that the reduction in real income growth, which was particu-
larly significant in the third quarter, is regarded partly as temporary by households, and, on
the other, that a large share of formerly liquidity-constrained households have now access to
consumer loans as a result of financial sector development. Hence, households can maintain
their desired consumption despite the lower income growth, which is regarded as temporary.
In the second and third quarters, loan-financed consumption made up 1% of income.

Along with the fast growth of lending activity, the gross savings of households declined
(to 10.6% of GDP, from 13.2% in the third quarter of 1998). There was a substantial change in
the composition of gross savings — partly due to the introduction of a VAT refund, housing in-
vestment postponed from last year increased household investment significantly, while the
high growth of investment led to a drop in the financial saving rate (to 3.2%). Compared to last
year’s financial saving rate fluctuating around 7%, this is a substantial decline, but we also
have to take into consideration that last year’s savings rate far exceeded that of the previous
years (around 5%) and this year’s development can be regarded as a correction. Nonetheless,
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percentage point in the third quarter. The sharp rise of the wage
index of the segment representing aimost 12 % of all persons em-
ployed in the market sector can be associated with transitional ef-
fects which cannot be concluded from our data, as well as with
the ongoing growth of the telecommunications sector. As this
sector requires a highly qualified intellectual and manual
workforce, the appearance of potential bottlenecks can be ex-
pected here as opposed to the recent growth of the demand for
labour seen in the commercial sector. Although we cannot as-
sume a clear picture until the wage indices for the next period are
released, we cannot exclude that the labour market bottlenecks
in this area of market services as well as certain manufacturing in-
dustries will result in relatively high wage indices.

We must pay attention not only to changes in the wage indices
of the market services, but also to those of the manufacturing in-
dustries. Although in the third quarter, as opposed to the previ-
ous periods, the average of the market sector was not dominated
by machine manufacturing industry wage indices or those of the
closely associated manufacturing industry of basic metals, the
wage index of these seciors, especially that of machine manufac-
turing, is still considered to be high. The question is to what ex-
tent the rise in productivity and the labour market bottlenecks are
the cause of the continuously high level of the wage index. Here,
we wilf, according to the method applied in our previous Report,
analyse the changes in the amount of work forming the basis of
the wages with the help of the average work-hour statistics com-
pleted by the fufl-time manual labour force. The length of the av-
erage working week can be considered as the appropriate index
of productivity forming the basis of (performance-refated) pay,
as the productivity change, traditionally measured on the basis of
per capita gross output or on that of added value, is partially the
result of work-hour changes. On the other hand, the increasing
intensity of workforce utilisation might imply bottlenecks, partic-
ularly when it is associated with an employment expansion.

If we consider working hours as the measurement units of the
productivity shift we face the problem that the original wage data
are not related to working hours, In this case the wage indices
can be later adjusted by assuming that all manufacturing industry
enterprises apply houtly wages in relation to the manual work
force, and by adjusting the annual wage inflation indices with the
annual average working hour indices. Our calculations suggest
that the working hours increase in the case of manufacturing in-
dustry accounts for some 1.1% out of the 17.7% manual wage in-
dex, while it does not cause significant changes in the manufac-
turing industry average.

If we consider the changes in working hours as the indicator
of intensity of workforce utilisation, it is again the machine man-
ufacturing industry that deserves our attention, as the recent in-
crease in the average working hours in machine manufacturing
was associated with a dynamic growth of the manual labour
force. The chart below illustrates that the increase in the average
waorking houts in the last iwo quarters in machine manufacturing
resulted from the fact that the growth of all working hours
steadily exceeded that of the workforce, which means that the
utilisation of the existing workforce continuously increased in
spite of the dynamic employment of new staff. We can also ob-
serve the trend that, despite the positive ecanomic situation, no
examples have been seen since 1995 of such an excessive accel-
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Changes in the unemployment rate*

Per cent
13
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1993 1994 1995 1996 1997 1998 1999

* Seasonally adiusted time series on the CSO publication “Labour Market Characieris-
lies™ caleuluted i manner compasable in time Unemployment interpreted in ac-
cordance with the 1LO definitlon..

Wage inflation by sectors of the natfenal economy *

Per cent
1983 1999

- ] 03 | ¢4 o304 0f | Q2 | @3
Agriculture, fisking, forestry 1684 | 16.1 [ 165|145 15.2| 138
Iining ' 51; b9|11.3]136|184]13.8
Manufagturing 1721166 [47.8|14.9 16,0/ 153
Electrisity, gas, heat and water supply | 18.7 | 17.7 | 19.3 1 15.6 | 16.4 | 17.3
Construction 15111411162 113.7 107 | 134
Retall, maintenance of road vehicles, ‘
repairs 186165 16.9[14.0(14.3]13.2

Accornmodation services, caterlng 13.0 126 1132|141 | 127 (127
Transpartation, siorags and lelecom-

munications 21412131214 114.3 [ 144 181
Financial activities and supplementary
services 2561252 |25.9119.8 (170173

Real estate and economic services 32.07231.9/304;21.8{17.6116.D
Public administration, social security

and defence 18.018.2/18.0|23.2|200(17.2
Education 19.6:169|21.4}227]19.0[ 183
Health and social services 1541 94 1162159123} 126
Other 16.7 | 14.3 [ 168 11.7}13.1 | 116
National economy total 18.2 | 17.0(18.7 | 168 | 15.9 15.5

* in the case of enterprises, the data In Ihe 1able for 1994 appiy to lhose employing over ten
persons, whereas the data for 1999 apply to those employing over five persons. The data
above represent the annual index caloufated from the seasonally adjusted wage data. After
the first quarter of 1933 they are calculated from the original data of somparable structurs. All
calculations ara made by the NBH.

Wage inflation in selected sectors *

Per cent

1998 01 1989 02 1999 03
National econamy, lotal 16.8 15.9 155
Market sector 153 15.3 15.4

Manufacturing 14.9 16.0 15.3

Commerce 14.0 14.3 13.2

Other market services 16.8 1563 16.8
_Public services 73 17.8 16.3

* Annual indices calculaled from the originaf data of comparable stracture. All calculations
made by the NBH,

vices sectors. The spectacular increase of employment in the
commercial sector was in harmony with the large-scale capacity
growth we saw in the sector, and this might also have a poten-
tially beneficial effect on the changes in the relationship between
wages and prices. This is due to the fact that, in accordance with
the statements of the Inflation Report issued in November 1998,
the competitive product market and the size of the relevant la-
bour reserves required for commerce will ensure that no wage or
price inflation dangers can be expected in spite of this year's en-
ergetic growth of employment in the commercial sector.

1.2 Unemployment

The unemployment rate published in the residential survey of
the CSO was 7.1% in the third quarter of 1999. The 0.6% decrease
compared to the same period of 1998 means, however, a slight in-
crease compared to the second quarter of 1999 (excluding sea-
sonal effects). This slow-down in the fall of the unemployment
rate seen since early 1998 can be considered a transitional phe-
nomenon as the other indicators of the labour market did not
point to any change in tendency. In fact, what we see is that the
rate of vacant posts (calculated within employment) has been
stagnating for a long time, and the similarly defined index of the
group lay-offs is slightly increasing, while the rate of recorded
unemployment continuously decreases, In spite of the interpre-
tation problems related to the recorded rate (see Inflation Report,
March 1999}, this implies that the decreasing trend of the unem-
ployment rate has not reversed. In addition, the stagnation of the
vacancy rates and the increasing level of the lay-offs will proba-
bly not increase unemployment, but signal the buoyancy of the
labour market flows and an increase of the fluctuation to a level
which is general in other countries.

1.3 Earnings

According to the wage figures published by the CSO within the
institution labour statistics, the third quarter saw gross nominal
wages increase by 15.9% compared to the same period of 1998,
which means, considering inflation, some 4.5% increase in gross
real wages. The average figure for the national economy was
produced, as we have seen in the previous periods, as the result
of a relatively higher wage index (16.7%) in the public sector and
a lower wage index (15.4%) in the private sector.

According to the wage inflation indices adjusted for the dis-
torting effects of the intersectoral and intrasectoral composition
shifts, the wage inflation rate of the market sector showed a slight
increase in the third quarter. Analysis of the wage indices of the
significant industries of the market sector reveals that the wage
index of the market sector was not increased by the slightly re-
duced wage index of the manufacturing industry, but by the
sharp increase of the other market services, whose definition ex-
cludes the commercial and vehicle repair sectors. Qur calcula-
tions imply that this is primarily associated with the sectors of
transportation, warehousing, post and telecommunications, as
the over four percentage point increase of the wage index of the
workforce employed in these industries was enough in itself to
raise the aggregated wage index of the market sector by 0.5 of a
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more active consumer lending and the prospective 1ise in housing credits may result in a fi-
nancial saving rate permanently lower than in previous years, which must be considered
when formulating economic policy ensuring macroeconomic equilibrium.

The demand-increasing effect of the budget in the first quarter was corrected in the sec-
ond and third quarters of 1999, and as a result the budget had a neutral demand effect in the
first three quarters of the year. This correction was partly due to the freezing of reserves in the
budget (0.4% of GDP) and to a reduction in public sector investment. Despite the
slower-than-expected economic growth and low inflation in the first half of the year, budget
revenues increased as expected, the surplus growth of personal income taxes offset
lower-than-expected VAT revenue. The pick-up of economic growth in the third quarter,
however, had a favourable effect on VAT revenues.

Asaresult of last year’s high investment activity, there was a significant expansion in do-
mestic supply and capacities. Along with the upswing of economic growth, capacity utili-
sation indices in the manufacturing industry are rising, following relatively low capacity utili-
sation in the first three quarters of the year. There was norise, however, in the share of compa-
nies with capacity shortages, and the share of companies with unutilised capacities further in-
creased, which indicates a significant polarisation of sales prospects in the corporate sector,
Potentla] workforce utilisation, however, increased asa lagged effect of last year’s boom — the
unemployment rate fell by 0.6% to 7.1% compared to the third quarter of 1998. This is a mi-
nor risein the unemployment rate compared to the 6.8% level of the previous quarter. How- -
ever, the halt in the declining trend of unemployment, observed since the beginning of 1998,
is only temporary, as other labour market indicators do not signal a turning point in the trend.

Wage inflation declined further compared to 1998 (15.5%). There was a slight in-
crease in the wage inflation rate of the private sector in the third quarter (from 15.3% in the
second quarter to 15.4%), which can mostly be explained by wage inflation in transportation,
storage, postal and telecommunication services. The more than 4 percentage point jump (to
18.1%) in these sectors’ wage inflation is mostly attributable to the expansion in telecommu-
nications services. As this industry requires highly qualified white and blue-collar workforce,
bottlenecks might emerge in the future. The growth rate of wages in manufacturing 1ndust1y '

- declined somewhat (to 15.3%) compared to the previous quarter, but wage inflation is still

above average (17.1%) in the machinery industry. The danger of a potential shortage of
skilled workers is confirmed by the fact that high wage growth was accompanied by increas-
ing hours worked, even with rising employment. Public sector wage growth (16.79%) is still

higher than the economy’s average, but the rate of growth declined further compared with

the second quarter. Public sector employment decreased by nearly 3%, which provides addi-
tional workforce for the private sector’s increasing labour demand.

There was a substantial improvement in the current account in the third quarter of 1999
due to the fast growth of net exports, the improvement is so significant that in the first three
quarters the current account deficit (EUR 1,198 million) calculated on the basis of balance of
payments statistics does not exceed the deficit recorded in the same period of 1998, Besides
improving real economic transactions, income transfers were also lower in 1999 than in the
previous year. As far as the composition of external financing requirement is concerned, the
trend observed in the previous quarter continued. Further increases in net savings of the cor-
porate sector offset the decreasing financing capacity of households, while there was a cor-
rection in the budget’s high financing requirement of the first quarter. The expected rise in in-
vestment activity, however, will lead to a decline in corporate financing capacity, which will
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only be partly offset by the fact that net household savings may increase compared to the
year’s unusually low level. When evaluating macroeconomic equilibrium prospects we also
have to take into consideration that inventory growth was negative in the third and four quar-
ters of the year due to the base effect. This is only a temporary phenomenon, as economic
growth brings about higher inventory investment. Therefore, further adjustment of the bud-
get is necessary in order to achieve high but sustainable economic growth.

The macroeconomic developments described above do not permit looser monetary
conditions. For example, the disinflationary process was jeopardised by the high rise of oil
prices and increasingly uncertain inflationary expectations, which may result in a potential
slowdown of disinflation. As the central bank’s interest rate steps can only influence future
economic decisions, we must take into account that despite this year’s favourable macroeco-
nomic indicators, the high economic growth projected for 2000 is expected to bring about a
fast rise in domestic demand, which makes it necessary to maintain monetary conditions sim-
ilar to those of 1999. The increased volatility of the euro/dollar exchange rate due to the Y2K
prablem could move the forint’s redl exchange rate by several percentages following the
change in the currency basket. This has to be taken into account when setting the exchange
rate path. Decisions about the exchange rate path for 2000 will be made after the law on next
year’s budget determining the macroeconomic framework is accepted. The real exchange
rate path consistent with the government’s inflation projections allows an annual 2-3% ap-
preciation on a CPI basis, which, in the NBH's view, is consistent with the permanent differ-
ences in the productivity growth of different sectors of the economy.

The real interest rate on three-month market instruments amounted to 4.5-5% in the
third quarter. Domestic interest rates were greatly influenced by the fact that foreign capital

flows were directed mainly to developed economies, and due to worries about the Y2K prob- -

lem short term investments became less and less attractive. Thus, the interest raie premium on
short-term yields stabilised at a high level, despite significant foreign exchange interventions
and a substantial drop in long-term vields. Therefore, because of the interest rate rise by bas-
ket currency countries, forint interest rates with maturities of 12-month and less fell only by
20-50 basis points, despite the cut in the monthly rate of devaluation.

As far as the interest rate policy of commercial banks is concerned, the spread between
market and commercial bank rates stabilised at a relatively low level as a result of the compe-
tition for household deposits and corporate loans. Consumer lending continued to expand
dynamically. The margin between lending and deposit rates is still very high, around 1T per-
centage points.

Expectations about long-term interest rates have reduced substanmally in the past few
months. This was mostly due to domestic factors, as the fall in yields can be linked to the pub-
lication of favourable macroeconomic data. The drop in long-term dollar and euro yields, as
well as the 150 basis point decline in the EMBI+ indicator, reflecting the perception of interna-
tional capital markets about emerging markets, also reduced domestic interest rates.

Both foreign and domestic investors have increased their forint investments in recent
months. Foreign capital inflow preferred non-interest-sensitive investment. Foreign direct
and portfolio investment was particularly substantial, which also led to higher central bank
intervention in the interbank foreign exchange market. The surplus liquidity created by capi-
tal inflows was sterilised by the rise in the stock of the NBH’s two-week deposit facility.
Agents of the domestic real economy further increased the share of forint denominated assets
in their portfolio. The growth rate of the narrow and wide monetary aggregates exceeded that
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1 Labour market trends

#¥7he changes in the labour force during the third quarter of

A 1999 were in accordance with the tendency we saw in the
previous periods, The strong growth of the employment and the
decrease of the unemployment level continued, which resulted
in a further increase of the activity rate. The picture is, however,
more shaded due to the instability we saw in the changes of the
unemployment rate in the third quarter, and to the positive dis-
torting effect of the shift in the demographic composition of the
population. As a result of the common effect of the economic re-
covery of the labour market and the demographic trends, the ac-
tivity rate had reached 53.5% by the third quarter, which corre-
sponds to value of early 1995,

1.1 Changes in employment

As was expected on the basis of the previous quarters, the spe-

- cially dynamic rate of the employment growth at the beginning of
the year reported in the household survey carried out by the CSO

became somewhat corrected by the third quarter. Compared to
the same period of 1998, the number of employees still shows a
3.1% increase. Consequently, the employment rate (the propor-
tion of the employed to the population aged 15-74 years) ap-
proached 50%, a value lfast scen in 1993. In the background of the
strong growth of employment there are demographic processes
(the increase of the weight of the age group of 25 to 39 having the
highest employment rates compared to the whole population) as
well as the revived demand for labour due to the positive eco-
nomic situation.

According to the institution labour statistics of the CSO for

their survey of the public sector and non-profit organisations as -

well as enterprises employing more than five persons, the aver-
age of the national economy did not change in the number of em-
ployees compared to the third quarter of 1998, Behind this, how-
ever, we can see a dynamic increase of the employment level in
the private sector and a nearly 3% decrease of employment in the
public sector. In the private sector manufacturing industries corr-
tinued to expand —as a result of a 7.7% increase of employment
in the machine manufacturing industry and a 1.9% increase in the
manufacturing of basic metals and metallurgy, employment in
the manufacturing industries increased by 0.8%. Behind the aver-
age annual 5% increase of employment in the market services
sector we find a 12% increase in the cominercial and repair sector
and an average 1.6% increase of employment in other market ser-

. Changes in the m!mb;::r of employed*®
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I, Demand factors

Contribution of the different product groups to
import growth
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Even though the trend of the trade of services was considered
to be favourable in the third quarter, the cumulative balance of
services exhibited a decrease of Euro 160 million compared to
the first three quarters of 1998,
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of nominal GDP, the real growth of M1 exceeded its growth rate in the third quarter of 1998 by
5.6%, while the real growth of M3 was 5% higher than in the same period a year earlier. Hence
the velocity of money continued to slow. :

The net financing requirement of enterprises decreased substantially during the year.
The stock of loans and financial assets both increased. As far as the composition of new loans
is concerned, there was a further shift towards foreign loans denominated in foreign cur-
rency; which can be explained by the interest rate premium stabilising at a high level.
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Main macreeconomic indicatars
' 1997 1938 1999
o - e | o | o [ w | w | wm as 02 03
Growth tate (at consiant prices) .
T Change over lhe same period of the previous year (%)
GOP* 22 45 55 5.5 45 5.1 5.6 5.2 33 38 4.5
.of this: demestic absorplion 38 44 3.5 b2 38 4.0 11.1 83 57 45 2.6
- = final consumptien 0.6 2.8 27 3.3 2.8 3.8 41 57 43 4.2 46
=househaid consumption -0.8 24 | .22 2.7 28 41 4.4 6.1 4.2 45 5.3
—invesiment - 22.0 9.8 5.6 87 6.7 26.1 305 13.0 9.2 5.3 -1.9
= fixed investment 44 14.6 14.3 5.3 7.0 12.7 18.1 8.2 6.4 6.8 4.2
export (GDP) 19.0 24.5 28.8 27.6 29.0 17.6 12.5 95 8.8 8.8 13.1
import (GDP) ) 226 24.4 245 254 25.1 25.5 245 16.1 12.9 9.8 90
Real effactive exchange rate index** ’ '
OnGPI basis . 4.7 -4.1 -4.3 -3.5 3.1 ~1.2 21 4.4 2.7 0.2 -3.6
On PPl basis {3 ~-55 -4.6 -1.9 0.3 23 5.6 74 4.8 2.0 -1.8
On unit labor ¢ost basis {on value-added hasis) -0.9 -1.4 0.2 0.3 29 6.6 8.1 8.9 6.8 3.7 3.8
On unit labor cost basis (on gross output basis) 1.8 27 48 38 5.9 8.5 9.0 103 76 4.5 5.1
Delficit As a perceniage of GDP
Balance of the budget {cash flow basis)*** 53 | -28 -6.0 —42 I -7.5 -2.8 ~-4.0 -4.7 -10.1 -4.6 -1.8
Primary balance of the budgst** * 4.5 3.3 1.2 34 1.9 2.6 1.8 0.6 0.2 0.7 3.8
) USD bitfior
Gurrent account balance -05 | 83 01 -0.3 -0.4 -0.5 -04 -1.0 -0.6 -0.6 -0.1
Fereign direct Investment (net) 0.5 0.3 0.3 0.6 0.3 0.5 0.2 0.4 03 0.3 0.4
Saving rate**** (%) 8.4 4.1 10.7 12,6 8.8 1.6 1.7 10.2 8.3 6.8 7.4
Unemploymantrate * (%) 83 9.1 a7 8.3 8.0 - 7.9 7.7 75 7.4 6.9 7.1
Gross average income per capita income * ’
{same period of the previous year = 104%} 257 214 21.2 211 21.2 182 181 185 16.7 16.0 16.0
Housshold refa income . '
(same period of the previous year = 160%) -1.7° 1.1 1.6 3.3 0.3 43 4.2 28 43 24 2.2

* NBH estimates.

** Posllive gures indicate total depreciation; nominal exchange rate indices are caloulated with market exchange rates from 1994; dellalors rofer to the manufacturing industry

*** Estimated values, as there ate no appropriate quasterly data for local governments -

**** Net financiat savirgs of households as & percentage of total housshold income. Netlinancial Sa\llngs dn nol includs the sum of revaluztions due te exchange rate changes and other faclors.

* Based on the lahour market survey of ihe Gentral Stalistical Oifice aceording 1o ILO standards; unempioyed persons as a persentage of the entire populatiorn; seasonatly adjusted data.

* Central Statistical OFise data, average income of [ull-time employees in the public sector aﬂd at businesses employing more than five persons untii 1998 and more than 10 persons from 1999, Therefore, the

1959 data can only be compared to earlior data to a Hmited extent.

Main monetary indicators

1998

Jeer 1989
o | e | & | w o ] o | wm | o @ |

Change over the same petiod of the previous year (%)
Inflation (consumer price index)* 18.8 18.7 8.0 184 16.4 14.2 125 10.3 9.3 9.1 i0.9
Producer price index* ’ 218 19.4 19,7 1495 135 116 104 71 49 43 4.8
Devaluation rate of tha forint’s central parity 15.7 153 4.7 14.0 12.9 izz2.| 114 10.3 9.4 8.4 75

Real growth of monelary aggregates™

Change over the same period of the previous year (%
MO -1.8 -1.2 &5 -2.2 1.7 3.3 37 5.8 8.5 79 9
M1 1.7 0.4 1.3 43 8.7 8.1 7.9 6.1 71 63 ¢ . 56
M3 -0.2 -1.0 6.0 1.8 23 4.0 4.6 44 8.0 71 5.0
2] 6.8 6.4 71 71 100 &8 9.4 9.4 9.1 9.0 77

Real growth of ioans extended by credit institutions*

. Change over the same period of the previous year (%)
Gorporate sectar forsigr + domastic 5.4 73 9.3 6.6 8.3 8.7 0.4 13.4 17.8 16.6 12.6
Corporate sector domestic 19,0 239 229 16.8 14.5 15.5 15.6 9.9 112 1.2 35
Housshold ~238 | <205 | -147 | 132 | 114 -24 24 0.8 10.7 140 | 172
: Inferast rates (%}
Reverse rapo/1 menth deposit™* . 215 | 2075 | 2028 19.75 18.75 18.0 18.0 16,75 16.0 16.25 14.75
84-day treasury bil} 20,76 | 2002 | 19.41 19.28 18.8 | 17.34 | 1927 | 16.21 i5.62 | 1471 14.00
12-month treasury bill 2007 | 19.77 | 1967 | 19.01 1913 | 1733 174 | 1608 | 1558 | 1472 | 14.18
3-year treasury hond 1673 | 1742 | 18.08 | 1797 | 1836 | 1656 [ 1623 148 ¢ 13.25 136 | 1364
BUX 5414 | 6,795 | 7593 | 7999 | 8856 | 7,806 | 4,571 | 6308 | 5490 | 6486 | 6,747
Interest rate premium (bsp)*** 376 338 257 459 | 363 363 674 533 530 551 {* 563
' Conversion forint demand

Conversior, USD million 471 799 1,816 330 2,448 929 | 2,307 ~208 358 250 1,260
Net foreign borrowing of the banking sector,”*** USD million 182 151 76 ~-115 452 -3 -632 -155 79 165 268
Net borrowing of the corporate sector*, USD million -B0 5 210 215 56 | & 128 81 | 17 98 08

* Atthe end of the period.

** The aturity of the passive depesit facility was redused frons ane monath Lo tve weeks from 8 January 1929,
< Interest rale prenyivin: excess yiekd on 3-month T-bill invesiment over ihe devaluation rate and foreign interast rates. The actuaf devaluation rale vzas modified wilh the official announcement af 1he change in the

rate.
s+ Excluging privatisation revenue.
* Including ovmer credil.
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1. Demand factors

tariffs, The growth rate of manufactured goods slightly de-
creased.

In accordance with the product group brealkkdown of imports
by usage, the growth rate of imports of investment goods slightly
decreased compared to the previous quarter. This might predict
a slower rate of investments in the next period.

The slow-down in imports of consumer durables can be asso-
ciated with the developments seen iri retail statistics, At the same
time, imports of non-durable consumer goods and intermediary
products showed a definite acceleration. Analysing the contribu-
tion of the different product groups to import growth, the in-
creasing role played by intermediary products is clear.

The strongly accelerated import growth rate in the third quar-
ter was explained by this product group, which, taking into ac-
count the extremely strong rate of industrial production and the
increasingly greater role of export sales, is expected to contribute
to export growth in the future,

This is reinforced by the fact that, as our previous observations
imply, when the contribution of the intermediary product group
to the total import growth has increased, it was followed by an
acceleration of exports with a slight delay.,

Trade of services in the third quarier showed an improving
trend in the case of both travel and non-travel services (actually,
this was primarily due to a decrease of expendmlres and not an
increase of revenues).

This development is important particularly in the case of
non-travel services, since with the exception of one quarter
(fourth quarter of 1997) this trend has been continucusly and
strongly declining. At the same time, the trend of the travel bal-
ance also stagnated for a relatively long time (in 1997 and almost
all of 1998), and a slight increase of the trend, naturally, does not
mean we can argue that the long-term trend has changed.

However, we must highlight that, apart from the deteriorating

effect of the Yugoslav events on the balance of services (espe-

cially regarding travel and transportation services), the first two
quarters already show an improving and not a deteriorating
trend. _

In'a seasonal comparison, the third quarter usually brings the
highest revenue in the travel services, and this was the case this
year as well, However, it is true that, despite certain events in the
period attracting significant incoming tourism (the total solar
eclipse and the Formula-1 race), it was decreasing expenditures
and not increasing revenues which explain the improving bal-
ance,

Regarding some of the other services, the tendencies of the
first half-year continued. In the case of construction services and
technical and cultural services the third quatter was similar to the
first two quarters, as regards both revenues and expenditures,
The balance of other services, however, was definitely more pos-
itive — the improving balance of merchantine and business ser-
vices was mainly the result of reduced expenditures, while the
improving balance of transportation, and government services
was caused by an increase of revenues.

Concerning the former services, it was the Yugoslav conflict
that was mainly responsible for low revenues in the first two
quarters (as {t was transit transportation, especially water and rail
transportation which suffered the most serious decline).

.6
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1. Demand factors

T: end of exports and imporis based on customs
statistics
(Annulized g1ow[h rates of trend in euro)
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The difference between the value and volume indices of ex-
portand the import growth rates can be explained by the deterio-
ration of the terms of trade resulting basically from ‘the sup-
pressed prices in machinary and the beginning of the increase of
energy prices.

The annualized quarterly growth rates of the value data show
astrong acceleration of the export and import growth rates in the
second quarter. No significant difference can be found between
the growth rates of the two variables.

In the third quarier of 1999 exports amounted to Eura 5,790
million (USD 6,072 million) and imports totalled Euro 6,502 mil-
lion (USD 6,819 million). As a result, the foreign trade balance,
according to customs statistics, closed with a deficit of Euro 712
million (USD 747 million), which was Euro 99 miltion (USD 68
mitlion) higher than in the same period of 1998,

The changes of exports by different country groups well re-

flected the changes in the external demand. The growth rate of -

exports to the developed countries showed a strong acceleration
compared to the previous quarter. Exports to the CEFTA coun-
tries showed a continuous growth of demand after the through
seen in the first quarter. The CIS countries, as was shown in the
previous report, were characterised by stagnation in the first
half-year, but the third quarter already saw signs pointing to im-
provement,

The product structure of exports shows that the growth rate of
durable consumer goods continues o be the strongest, and that
its rate accelerated significantly compared to the previous guar-

er. As our estimates imply that the demand for consumer
durables slowed down in the Euro zone, a significant part of the
Hungarian export is re-exported in this product category. In the

case-of investment goods, the turning point can be set between .

the second and the third quarters, since the growth rate of ex-
ports of investment goods, which had been continuously slower
until that point, began to increase.

This coincides with the fact that investments slowed down in
the Euro region in the second quarter. In the third quarter, how-
ever, demand for this product category is believed to have begun
to revive.

The growth rate of exports of intermediary products also
showed a slight increase compared to the previous quarter, The
growth rate of non-durable consumer goods, however, slightly
dropped. Despite the proportion (about 20%) of the export of the
durable consumer goods this accounted for the majority of the
export growth,

The second most important factor of the growth was provided

- by the intermediary goods.

The analysis of the product groups of exports by SITC break-
down feads to conclusions corresponding o the ones above.
Compared to the previous quaiter, there was an extremely high
increase in the growth rate of the group of machinery and equip-
ment (including durable consumer goods, investment goods and
some intermediary products). Although at a smaller pace, the
product group of food, beverages and tobacco continued to de-
crease,

This decrease took place despite the fact that the situation
consolidated in both the CEFTA and the CIS countries, which
might indicate the unfayourable consequences of the protective
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lf fter a temporary rise in the 1n1ddle of the year CPI inflation
AL %’Lhas been declining since August. CPI inflation was 10,5% in
October, while the average rate for the previous three months
was 10.7%. The slowdown in inflation is also indicated by the
core inflation rate: the NBH’s core inflation rate which filters out
the effect of changes in the pharmaceuticals subsidy system has
been declining since June, while the Central Statistical Office’s
core inflation measure, which includes this effect, has been de-
creasing since August. As a result of the reduction in the inflation
rate, the difference between domestic inflation and the inflation
rate in the EMU has decreased somewhat.

The latest developments confirm the explanation given in our
previous report about the reasons for the turnaround in headline
CPI inflation this year — the slowdown in the disinflation process
was caused mainty by factors independent of changes in aggre-
gate supply and demand.

Our analysis shows that the significant reduction in the infla-
tion rate last year was halted this year by rises in factors not
tnfluenced by monetary policy (the modification in the
pharmaceuticals subsidy system involved a substantial price in-

- crease), the increase of certain reguleted pricesand, as far as mar-

ket-determined factors are concerned, the rise in agricultural and
energy prices dominated by supply shocks.

When formulating exchange rate policy and making inflation
forecasts for this year the government and the NBH last year tock
into consideration that the significant reduction in inflation was
partly due to favourable supply-side shocks with temporary ef-
fects, which are not expected to reduce the inflation rate in 1999,
These favourable supply shocks mostly turned around this year,
To be consistent with last year’s evaluation, we have to separate
the administrative and supply shocks that cannot be influenced
by monetary policy from developments in aggregate supply and
demand when assessing current inflationary developments.
Therefore, the NBH considers its core inflation rate (filtering out
most of the effects resulting from temporary and supply-side
shocks) as the relevant and reliable inflation indicator for con-
ducting monetary policy.

Thus, it is crucial for monetary policy to separate temporary
and permanent as well as supply and demand-side shocks when
evaluating inflationary developments. Temporary and sup-
ply-side shocks in themselves can never induce a change in the
inflation rate in cconomic terms, as these shocks that lead to
one-offchanges in the general price level orrelative prices donot
imply a continons and general change in the price level, that is
price inflation. For example, a positive (i.e. inducing prices to
rise) temporary or supply-side shock can lead to a rise in inflation

Year-on-year CPI and core inflation rates
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* The intlation ratc of the euro region js mensured by the harmonised consumer
price index (FECP) of this region published by Burostit. To be comparable, dumestic
inflation is measured with (s Far as the consumer by usket is concerned) consislent
indicator, which was created by excluding those groups of products and services
from the Hungarizn CPI that are not inchided inthe TICE (drugs, medicaments,
owner-oceupied housing, health services, educationad services).
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1. [nflation

only if it is accommodated by monetary policy or i economic
agents raise their expectations regarding future inflation. That is
why the National Bank of Hungary, when evaluating the infla-

" tionary process, pays particular attention, in addition to the head-

line inflation rate, to the distinction between different types of
shocks influencing the price level and to the analysis of inflation-
ary expectations of economic agents as well as of possible eco-
nomic policy reactions. .

In this report, we will discuss the development of inflation in
the period between August and October 1999. Special attention
will be paid to questions left open in our previous report mainly
concerning the quantitative effects that the modification of the
pharmaceuticals subsidy systemn in the summer as well as food
prices and the world price of oil had on headline inflation. The
analysis stresses that inflation does not have a single indicator,
hence price developments should be analysed by using several,
complementary inflation indices at the same time - the consumer
price index, core inflation indicators and different averages. In
this report, there is 2 box included showing the differences be-
tween the new core inflation measure introduced by the Central
Statistical Office in the summer of 1999 and the core inflation in-
dicator used by the National Bank of Hungary.

1 Imported inflation

Fhe development of imported inflation is influenced both by
1L changes in the exchange rate of the forint and the prices of
imported goods.

The government and the National Bank of Hungary adjusted
the devaluation rate of the forint three times in 1999. The last
change in the crawl reduced the preannounced ex post annual
devaluation of the forint to 7.3% as of 1.October. -

In the third quarter of 1999, the decline of commodity prices
excluding energy slowed down further as the world economy
was picking up.

Among commodities, the price of metal increased by ®%6inthe
third quarter over the previous quarter following an approximate
4% rise in the second quarter. Oil prices have been rising fast
since March. _

The nearly 120% increase in il prices in the last eight months
can partly be attributed to supply restricting OPEC agreements
and partly to rising demand on the world market. Though the
short term development of oil prices is difficult to forecast, it must
be seen that the probability of a turnarcund in the trend increases
along with the drastic rise in the world price: on the one hand,

‘higher oil prices increase the instability of cartels like OPEC re-

stricting production in order to raise the price, and on the other,
they make alternative oil production profitable. Therefore, the
rise in oil prices can be thought of more like a process with natu-
ral limits, rather than an explosive process,

In the third quarter of 1999, the deflation of food prices has
continued in the world market — food products cost 6% less in
general than a year ago. This, however, had no direct effect on
domestic prices, as the 12-month inflation rate for domestic food
prices has accelerated recently (mostly due to non-import,
non-processed food).
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fore, the growth rate in the first nine months was lower than that
in the same period of 1998, An adjustment of pensions took place
in August 1998 and this year there has been no such adjustment,
the real value of pensions is expected to slow down in the fourth
quarter.

This also indicates that the strong growth of household
transfers in the first six months can be attributed to transitory rea-
sons which were offset by the positive tendencies in the third
quaster.

The decrease of the burden of the social security contribution
connected to wages also resuits in savings in the case of public
expenditure compared to previous years,

The number of public employees dropped by 2.1% at the and
of the third quarter relative to the level a year ago, which means
that decrease of public employment in the first half of the year
continued in the third quarter, indicating the implementation of
the envisaged annual staff reduction plans, which may result in
savings over the rest of the year.

The investment expenditures of the general government have
showed a significant drop, this trend characterised all three quar-
ters. In the third quarter the investment expenses of the local gov-

"ernments decreased significantly, the nominal value of these in-

vestments dropped to two-thirds of the third quarter of the base
year. In respect of local governments, the substantial drop in
privatisation revenues and revenues from asset sales were only
pattly offset by the increase in current revenues but the ex-
tremely dynamic growth in investment over the three quarters of
the last year proved impossible to repeat.

The institutions financed from the central budget were able to
overfulfill their investments by about 10% in real term, which
only partly offset the strong reduction of priotity investment pro-
jects.

4 External demand

F§ Yhe positive economic tendencies highlighted in our previous

,E. report continued to improve in the third quarter of 1999, The
growth rate of the Buro region, Hungary's most important export
market, accelerated compared to the previous quarter. In the

~ CEFTA countries the signs pointing to an end of the recession in-

tensified. In the CIS countries, primarily due to the favourable
price of raw materials, production and demand began to grow
again.

The recovery of external demand was also felt in the accelera-
tion of the Hungarian export growth rate. Value data suggest a
substantizl rise in the growth rate of impoits as well; the growth
rate here, however, was slightly lower than that of exports. Asa
consequence, the trend of the foreign trade balance, considered
stable early this year, did not essentially change’. Alf this took
place with the exportt volume growing ata higher rate than that of
impotts, and both strongly accelerating compared to the previ-
ous quarter,

*The data for the third quarter are preliminary; final data might change the re-
sults.

Main macroeconemic indices of the ewro region, |

(Percentage change over a year earlier; seasonally adjusted data)

e PerCEN
1998 ] 999
03 G4 o oo a3
Real GDP 2.6 19 | 16 16
Domastic absorption 35 30 | 28 25
Private consumption 3.4 31 2.7 | 22
Government consumption 1.1 1.8 1.0 1.2
Gross fixed capital formation 47 35 3.9 5.4 i
Changes in invenrtories™ 0.3 03 | 60 §-01
Exporis 47 18 | 03 0.6
Imports 7.7 58 | 3.2 3.4
Netexporis* 08 [ -10 |09 |-08
New passenger car registrations** | 6.7 6.1 7.1 8.3 6.3
Relail sales™™ 356 | 28 | 24 2.1
Source. ECB Monthly Bulletin, Kov. 1999,
* Asa conliibution e real GDP in pereentage points.
** Seasonally unadjusted data.
Main inacrogcenamic indices of the eurs reglon, 1l
{Quarierly rates; annualised seasonally adjusted data)
o Par cent
e 1EOE 189
02 | 03 04 al 02
Reai GDP 2.6 240 0.4 16 2.0
Domestic absorlion 20 32 2.8 2.4 1.6
Private consumption 32 3.2 2.4 2.0 0.8
Government consumption 0.0 00 | -D8 49 08
Gross fixed capital formatien -2.8 | 100 04 9.1 24
Changes in inventories™ 08 | 0.8 16 | -1.6 G4
Exports - o - 49 12 | 55 0.8 6.1
Imports 45 4.1 1.2 3.2 5.3
Net exporis” 04 | 08 | -24 | -08 0.4

Soorce; ECB Monthly Butietin, Nov. 1999,
* As a centriution fo real GOP in percentage points.
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Changes in the real value of VAT
* {Over the comparable period lasl year)

Per cent
4] Q2 a3 0303

Domestic VAT payments 1.1 6.5 8.0 52
VAT payments on imporis*® 3.2 -3.3 -59 -26
VAT refund** 4.8 3.2 ~-55 0.6
Net VAT revenue 1.4 0.0 7.2 2.2
* Adjusted by customs suraty.
** Based on the estimated acerual-hased seitflement.
Ehanges in selected public expendilures® in real terms**
{Over the comparable period last ysar)

Per cent

| 1998 1399
N ot | n jot-aal m | |01_—<_13

Wage and contribition expenses 1.5: #0.5! 38 2.4 —Ogr -2.3
Material expenses -2, —8_4‘ —2.7{ 01‘ —20 2.4
Consumer price squalisation -3 13 40 -69 —69 5.7
Communai and impuled consutaption l r ‘ r ‘
total 0.5 -3.2 1.4f —35‘ _351 -4.3
Pensions (incl. disability pensions) 43 5.4} B4 65 69 43
Sici banefi 4y 44 20 15 17i 14
Social expenses (central hudgst) -zai 2 —30 23 48 54 -
Socialexpenses (local authorities) | 260, 289 302 161' -03[ 94
Househeld transters total 38 4 f B. 9 § 3.9
investment (ceniral budget 41.5! 12[) 0f| 104 —124J 38
Investment (local authorilics) 250 27.> ?68 23 —02\ 188
Tolal gross expenses af invesi- r
meni*** | 86 20.0 140 ~3.8 -60—123

* Souree: Public sectcu stalistics, thersfore, It dilfers from lhe £50 figures.
“* Using the ptice indices concerning public consimplion and investments.
*** To allow comparison, exeluding the expenses of the Russian redemption.

In the second and third quarters the demand effect became
restrictive, therefore the demand effect of the general govern-
ment was neutral in the first nine months of 1999. In the third
quarter, in line with previous assumptions, the economic devel-
opment continued to exert a positive mfluence on the primary
balance.

The real value of the fiscal revenues and expenses of the gen-
eral government was reduced by the inflation of the third quarter,
which was higher than in the previous two quarters,

With lower fiscal revenues than the estimates, the balance of
the general government was deteriorated by inflation being
lower than considered in the plans and by economic growth that
did not meet the expectations. The effect of the positive turn in
VAT revenue seen in the second quarter became considerable in
the third quarter; in the first nine months the real value of net VAT
revenue grew by over 2%. The quarterly changes of the real value
of the three components of net VAT revenue are illustrated in the
table below.

The specially dynamic VAT refunding in the first quarter of the
year had considerably decreased by the third quarter, while the
trend of VAT payments related to domestic products and services
ran an opposite course. The positive effect of these two factors
was reduced by the decrease in the real value of the import VAT
revenue in the second and third quarters.

The appreciation® of the currency influencing the settiement
bases of the import VAT revenue, compared to the base period,
accounts for 3.5% of the strong real value decrease seen in the
third quarter.

The growth rate of revenues deriving from personal income
tax and social security contributions fell compared to the second
quarter (the nominal value of social security contributions also
decreased), but in the first nine months the real value of the reve-
nues deriving from personal income tax still grew by 8% due, toa
greater extent, to changes in real wages and, ta a smaller extent,

fo the increase of the tax burden. The revenue-decreasing effect

of the pension reform and the reduction of the rate of the social
security contribution would be a reason for a significant decrease
of the real value of all contribution revenues. However, due to
the growth rate of real wages, the total real value of social secu-
rity contributions decreased by only 2.8%. In the third quarter the
decrease of the real value was over 5% compared to the same
quarter of 1998,

The real value of expenditures would have increased by more
than desired as a result of lower-than-projected inflation. This,
however, was offset by blocking a rather broad range of expendi-
tures.

The real value of public consumption and wtansfers to
households in kind significantly decreased, and this tendency
continued in the third quarter. It is a positive change, however,
that the tendency seen last year did not occur again; and in the
second half of the year we can expect the continuation of the
trends (e.g. changes in the number of employees) of the first
half-year,

The real value of household transfers increased, but this
growth slowed down considerably in the third quarter, There-

* The effect of the Russian crisis in the third quarter of last year.
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The acceleration of imported inflation is indicated by the 5.1% _

growth in the import unit value index in the third quarter com-
pared to the same period of the previous year (the seasonally ad-
justed value is the same).

According to the 12-month indices, the growth rate of import
prices was still lower than the devaluation of the forint relative to
the currency basket, but the qu‘ntei ly changes indicate rising im-
port prices.

As the nominal effective exchange rate depreciated to a much
lesser extent than the exchange rate vis-a-vis the currency basket
(due to the more depreciated market exchange rate in the third
quarter of 1998), the imported inflation indicator calculated with
effective foreign prices declined.

The moderate increase in imported inflation was mainly expe-
rienced in the category of goods imported from central'and east-
ern Europe,

The price of products from developed countries increased by
6.6% in the third quarter, which shows no significant change
compared to the last quarter. However, the price of imported
goods from central and eastern Europe increased by 10.8% com-
pared to the same period of 1998, which can mainly be attributed
te the rise in oil prices.

In the EMU, which is regarded as Hungary’s most important
tracling partner, the 0.8% CPlI inflation rate measured at the end of
1998 had risen to 1.2% in September 1999 and to 1.4% in October.
The inflationary effect of the considerable increase in energy
prices was partly offset by increased competition in ‘certain in-
dustries, e.g. telecommunications.

At the end of the third quarter five countries experienced
higher consumer price inflation than the Furopean Central
Banl¢’s upper limit of 2%, while the lowest inflation rate was re-
ported from Germany and France,

- In the United States, the high economic growth rate experi-
enced for several years continued to rise, the annualised growth
rate of GDP reaching 5.5% in the third quarter of 1999, At the
same time, producer and consumer price inflation also increased

from 1.6% and 2% in June to 3.2% and 2.6%, respectively. The

moderate rise in the rate of inflation is more of a long-term risk
than an immediate problem due to high productivity gains and to
labour costs corresponding to expectations.

In Poland, the 6.5% inflation rate at the end of the second
quarter had risen to 8% by September. The higher-than-expected
rate of inflation is ascribed to rising oil prices, high tariffs im-
posed on the impott of food products and to unsolved structural
problems.

In the Czech Repubtic, which has been only slowly coming

out of recession, the 2.2% CPI inflation rate measured at the end
of the second quarter declined further — year-on-year inflation
was 1.2% in September,

In recent years, domestic consumer prices increased much
faster than in the Buropean Union even calculated in euto, In the
telecommunications, health, transportation and shipping indus-
tries the elimination of subsidies, the investment necessary for
providing these services and the introduction of cost-related
prices significantly reduced Hungary's relative lag behind world
prices. This process is mostly over and only minor corrections are
expected in relative prices in the future.

Chaages in werld prices in 1996-99*
{Compared o the average of 1995)

er ¥998__ 1409
s a4 o | 0z | 03 | Sept

Commodities excluding [

BRNBrgy sources 783 | 781 | 757 744 | 739 | 748
Foodstuffs 824 | 848 | 788 | 7385 | 719 | 742
Beverages 854 1 B29 | 789 | 734 | 653 | 643
Agricuitural raw i

materials 737 | 738 | 756 | 756 | 738 | 726
Metals 747 721 | 682 | 724 | 785 | 813
Q- 756 | 689 1 B85 ;951 41200 |131.9

Soume IF iFS.

* Worid prices In doliars,
International inflation data, 19¢8-99
(Compared ta the same month of the previous year)
Per cant
f December 1998 Jung 1999 l Seplember 1999
! e v
Pm[}mu-rl. __sCunu;r Producer sflﬁ?ér iProduce;. S?"”]';GL
. price changes

United States -3.2 1.6 16 2.0 3.2 2.6

Japan -2.0 06 | ~1.7 | -04 0.4

Germany -1:2 05 ] -13 04 -02 0.7

Czech Republic 22 5.8 0.4 2.2 1.5 1.2

Peland 5.8 2.6 53 6.5 i 8.0

Hungary 79 | 10.3 4.4 g1 46 | 105

DECD total 07 2.6 1.5 31 :

EU-11 -25 0.8 0.9 1.2

El-15 -1.7 14 | -10 1.1

G—? 1.9 13 01 1 13

Source: OECD Main Ecnnouuc In(hcatws 1999 October.
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I Inflation

Inflation rate of different componenis *
(Compared to the same month of the previous year}

Per cent
Weldhtt nee | July | Aug. | Sep. | Oat.
inibe | 1955 | fogd | 1985 | fao | 1998
Consumer Price ndex {CP) ~ [106.0 | 18.5| 10.2 "10.9] 10.8] 105
Industrial products 288:105| 92| 89) B6| 77
Fuel 50! 51202 234) 24.8| 249
Non-requlated energy 1.7 64110 1.3} 138 151
Foodstuffs 213 53| 06| 15| 24| 35
Ragulated prices 1851 13.8| 17.3 | 19.71 193] 181
Market services 1591 146 12.8| 12911191 114
Alcoholic beverages, tebaceo™* 891136 11.7] 1.9} 11.5( 103
Market-determinad inflatfiea 727 94| 82| 86| 86 86
Gore inflation (NBH) 6894|107 96| 95| 92 87
Nominal effective exchange rate 13.9| 68| 60| 30, 21
Preannounced nominal devaluatien
of the forint 104 83| 78] 76} 73

* in this report, 1he classification of the 160 products and services in ihe consumer basket
has been changed somewhat. The most important modHications are as follows:
~ owner-agcupled housing {he weight of this component is 9.3%}, forimerly included
among markel services, are now parl of indusirial products, see Box for more defails;
—gambling fwith a weight of 0,8%), formerly amnarket service, was reclassified as & regu-
lated service due to theoretical (as it is @ monopoly regutated by the state) and empirical
{price changes bn this calegory were not market determingd) raasons.
** The price of alcoholic beverages and tobacea is neither market-determined nor regulated,
a3 itis influenced by administrative decisions due to its high tax component, otherwise itis
alfecled by mazket faclors, ’

Total consumer price inflation and the inflation rate
of regulated as well as market determined goods and
services* (year-on-year indices)

Per cent
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= The consumer hasleet inctudes alcoholic beverages and tobacco which are not indi-
cated here,
Marlket-determined inflation and its components
(year-on-year indices)

Per cent
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Year-oft-year relative inflation of industrial products

compared to the 12-month devaluation of the forint
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2 Components of changes
in consumer pm’ces

F Eﬂhe halt in the decline of year-on-vear headline CPI inflation

1 in the middle of 1999 was mainly caused by developments in
regulated prices, marvkel-determined prices playing onfy a minor
part. As far as market-determined prices are concerned, the high
growth rate of fuel and food prices contributed to the rise of infla-
tion to a large extent, Among regulated prices, the accounting of
the change in the pharmaceuticals subsidy system (already dis-
cussed in our previous report) deserves special attention, be-
sides the high inflation of certain regulated services. Al in all, we
can concliude that the high headline inflation in the recent pe-
riod weis mainly due to factors beyond the scope of moneiary pol-
icy, the rise in certain regulated prices, as well as to increases in
market prices hit by cerlain supply shocks.

In the consumer basket, industrial products' have the highest
weight with market-determined” prices. In our previous report
we noted that as far as tradable industrial products are concerned
thiere has been a rise in their inflation rate relative to the devalua-
tion rate of the forint, However, we also demonstrated that this
does not imply that the role of the exchange rate as a nominal an-
chor has weakened.

The growth of this difference has stopped as a result of devel-
opments in recent months. Moreover, the discrepancy is ex-
pected to decline according to latest data. We also showed that
price changes of industrial products can be related to the infla-
tion rate of services due their high share as inputs in some cases.
The inflation of market services has been declining in recent
months, which is consistent with the above.

The second most imported category of products with mar-
ket-determined prices is foodstuffs. The chart shows that the
long-lasting decline in the year-on-year inflation of foodstuffs
turned atound in the second quarter of 1999, and since then ithas
been continuously increasing. According to our hypothesis, the
general rise of food prices in the last quatrter is not a temporary
phenomenon, but it is part of a “natural” correction mechanism
following a drastic deflationary period. This is confirmed by the
observation that the pick-up of inflation in the food category is
mainly due to the substantial rise in the inflation rate of
non-processed food (raw meat, vegetables and fruit, eggs, po-
tato). (This contradicts our previous hypothesis about the rising
inflation of pork due to government intervention). As mostly do-
mestic raw materials are used for processed foed, we can ob-
serve that the decline in the rate of inflation of processed food co-
incided with the turnaround in the deflation of non-processed
food.

'"'We included owner-oceupied housing in the categoty of industrial products (CSO
code: no. 611.) ; sce box on this issue.

% The category with market-determined prices in the Central Stalistical Office’s
clagsification of 160 products and services includes the following: foodstuffs,
so-called industrial products (clething articles, consumer durables and
non-durables excluding pharmaceuticals, fuel for vehicles, books, textbooks and
newspapers), non-regulated services (including the last three of the above ex-
cluded articles), fuel for vehicles and non-regulated household fuel. This covers
approximately 72% of the consumer basket.
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1. Demand factors

reflects the weak performance of 1998. We can, nevertheless,
draw the conclusion from the increasing number of issued build-
ing permits that a stronger rate can be expected in the field of
home building. Within household investment an increasingly
higher emphasis is laid on producer investments, and land and
propeity purchases. We can assume that some of the previous fi-
nancial savings, due to the crises of the capital and financial mar-
kets in the previous years and to the reduced level of interest, cur-
rently emerge in these fiekds.

In the third quarter, the change in the composition of the in-
vestments was characterised by the continuity of previous ten-
dencies; in this quarter investments in machinery grew by about
10% compared to the same quarter of 1998, while construction
investments practically stagnated. '

2.2 Inventory investments

T he inventory statistics, production and sales data published

A by the CSO allow us to monitor the changes in the proportion
of manufacturing inventories to sales. Our results show that, con-
sidering the average of manufacturing industry, in the second
and third quarters of 1999 the proportion of output and input in-
ventories in relation to sales continued to decrease, which is due
to the fact that the growth rate of sales in the sector continucusly
exceeded that of inventory investment. On the sectoral level, two
changes deserve our attention,

First of all, given its importance, enginiering, which domi-
nates manufacturing, saw its previously decreasing proportion
of inventory to sales rise sharply. Our data suggest that this im-
plies the continuity of expansion, as the increase of the inventory
rate took place simuitaneously with an accelerated sales. How-
ever, in the case of input inventories, our latest data make us re-
consider the picture — in the light of the somewhat more volatile
sequence of datas it now seems that the mid-1998 sharp increase
in the rate of input inventory was followed by a recovery period,
and by the second quarter of 1999 the inventory rate returned to
the level before the (probably unintended) inventory rise. Sec-
ond, the chemical industry seems to have recovered from iis re-
cession period of early 1999, The jatest data show that, as a result
of strongly accelerated sales and continued inventory invest-
ment, the previously seen growth of the inventory rate reversed
and started to decrease.

3 The fiscal stance

“E'n the first three quarters, the demand effect of the general gov-
HAernment was the result of the opposite effects of the quarters of
the year. In the first quarter, due to transitory factors®, the general
government increased the aggregated demand by 0.2% of GDP.

3 The revenues and expenses realised in the first three months caused the in-
terim fiscal deficit to significantly change compared to the wrend in 1998
Therefore, for example, In the first guarter of 1999 a large guarantee wus
called, and the revenues realised from the state claims (e.g. from the redemp-
tion of the Russian debt) government debt was higher in the first quarter of
1998 than in the same quarter of 1999.

OQutput inventories fo sales ratios *

Per ceni (=72~ Food T ~Textiles
105 = Chemical indusivy tachinery
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* The third quaster of 1999 invludes the inventary data corresponding Lo the vsti-
aates in the Report of [une 1999,
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Fixed investments by sectors

Per cent

III. Demand factors ‘
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5.6% volume growth was experienced in the third quarter com-
pared to the same period of 1998, which is relatively lower than
previously, but the base effect was even stronger in this industry
(in the third quarter of 1998 the volume index compared to the
same period of the previous year was 42.9%). The cumulative
volume index of 9% for investments in manufacturing in the first
three quarters is still higher than the international average, and
this rate could even improve before the end of the year, given the
favourable outlook for the Western European economiies.

The growth of demand is also accompanied by a strengthen-
ing of investment activity relating to market services. Growth in
accommodation and catering, and post and telecommunications
sectors was particularly fast in the third quarter (26.3% and 13.8%
compared to the same quarter of 1998).

In the third quarter of 1999, of the sectors dommated by pri-
vate investments, only a few showed a decrease compared to the
same petiod of last year. In the construction induistry, after a re-
markably high growth rate in the first half-year, no volume
growth was seen in the third quarter compared to the same pe-
riod of last year. On the one hand, this has demand reasons, as
the volume of home—bmldmg activity was significantly lower
than in the previous year”; on the other hand, however, a str ong
base effect was also exerted in the construction industry in the
third quarter. In the construction industry, the total volume
growth of cumulative investment performance in the first three
quarters was arocund 10%.

The third quarter saw a significant 13% fall in agriculture, and
the total volume growth of cummulative investments in this sec-
tor did not reach the level measured in the same period of 1998,
This sector s characterised by profitability and structural prolb>-
lems which hinder the development of investment activity.
Compared 1o the strong growth rate of 1998, the financial ser-
vices sector has shown stagnation almost throughout the whole
year. .

The unfavourable changes in the revenue and expenses of the
general government forced the government to restrain its invest-
ments, and this restriction is likely to characterise the rest of the
year. Hence, in the sectors dominated by pubic investment a de-
cline was felt in the third quarter compared to the same period of
1998, and even the annualized indices derived from the season-
ally adjusted data do not show any improvement. Within the sec-
tor, investments grew moderately (1.4%) in public administration
and somewhat strongly (7.2%) in education, while in public
health and in other communal, social and individual services a
significant drop (16% and 7%) was felt compared to the same
period of 1998, It is a significant aspect that some investments
financed by the general government (e.g. by loans with state
guarantee) appear among the investments of the private sector;
consequently state investments delayed in this way (e.g, road
construction) also deteriorate the performance of the private
sector.

Home-building investments, which form the keystone of
household investment, show an increase compared to the low
level of last year; the number of completed homes, however, still

? Situation and Short-term’ Outlooks of Construction Enterprises, Autumn
1999, Quarterly Fconomic Survey by Kapint-Datorg, October 1999,
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L Inflation

Merkel servicesmake up nearly 20% of the category with mar-
ket-determined prices. Similar to past developments, the infla-
tion rate of market services continues to exceed that of industrial
products and the devaluation rate of the forint. In recent months
this difference somewhat exceeded the value experienced in the
in the first half of 1999 by 3%. This, however, can simply be ex-
plained by the fact that in the first half of the year industrial prod-
uct prices increased faster, which reduced the difference be-
tween the growth rate of prices. In the long run we expect this
“equilibrium” deviation of inflation rates (mostly due to produc-
tivity differences) to prevail. In our previous report we noted that
real income growth experienced in the previous period might
preserve the high inflation rate of market services due to in-
creased demand for them. According to the latest data, though
this hypothesis can be accepted for certain market services
(mainly health and certain cultural services), all in all this rising
demand does not hinder the slow but continuous decline in the
average inflation rate of market services,

The part of the consumer basket with market-determined
prices also includes nor-regulated household fuel (coal, bri-

quette, coke, firewood, fuel oil and butane gas) as well as fuel for -

vehicles (petrol). Inflation accelerated fast in both categories in
recent months. The especially high growth of fuel prices can be

‘explained by several factors, Besides the 26% rise in the world

price of oil in the third quarter, there have been changes in the
regulatory environment and in market structure. The price of
crude oil represents only one-third of the domestic consumer
price of petrol. In addition to the mark-up, indirect taxes have a
high share in the remaining two-thirds of the price. Thus, the fall
in oil prices last year was offset by the tax increase in such a way
that domestic petrol prices did not follow the drop in world
prices, while in 1999 both the significant rise in oil prices and the
change in taxation had the same effect. Therefore, this year do-
mestic petrol prices were raised by more and in much more steps
than the usual one-two price increases per year.

Government regulated or influenced prices generally have a
significant effect on inflation in Hungary. This year they played a
crucial role in the halt of the disinflation of seadline CP1— at the
beginning of the year the jump in the inflation rate of regulated
services, while in the middle of the year the statistical accounting
of the change in the drug subsidy system as an extraordinarily
high rise in the price of pharmaceuticals played a considerable
partin the pick-up of headline CPI inflation. As we mentioned in
our previous report, the stagnation as well as the rise of
year-on-year headline CPI inflation can be attributed to both ap-
parent and temporary supply-side shocks. Therefore, in the pres-
ent situation we do no consider it as the sign of a turnaround in
the disinflation process,

We noted in our last report that an extraordinarily high infla-
tion rate was observed in the category of pharmaceuticalsin July
and August, according to the price statistics of the Central Statisti-
cal Office. The madification of the pharmaceuticals subsidy sys-
tem came into effect in the middle of July, and its (for the
above-mentioned reasons only apparent) inflationary effect was
observed mostly in August, increasing the headline rate by ap-
proximately one percentage point.

I the category of regulated non-energy prices exclusive of
pharmaceuticals (e.g. municipal rents, utilities, telephone and

0.9

Foodstuffs: year-on-year inflation of processed and
non-processed food
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Percent
Weioht | ot | otk | fass | g {29
Total 18.5 | 13.8 | 17.3 [ 197 | 10. ] 181
Reguiated energy prices 721103 | 1031103 94| &7
Regulated non-energy prices | 11.3 ¢ 1598 21.9| 26.0 | 26.0 | 25.8
of which:
nen-pharmaceuticals | 95| 16.3 | 19.6 | 185 ; 185 | 185
pharmaceulicals 1.8 138 328 | 63.6 | 63.71 635
Preannounced nominal
devaluation of the forint 104 | 83] 79 76| 78
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Average price level of energy and services with

regulated prices as well as of pharmaceuticals
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postal services, television fee, gambling) inflation reached 18.5%
in October as a result of price increases anticipated for the begin-
ning of the year, while it was on average below 17% in 1998. Be-
tween August and October rents increased substantially. Rents in
municipal housing were raised by 15% (more than last year) in
order to increase local revenues.

Energyprices (central and district heating, electricity, gas sup-
plied through pipes) represent the third group of regulated
prices, which follow world prices through a price formula. The
increase in world prices has not yet been reflected in consumer
prices following the July and October price revisions due toa de-
laying effect built into the formula and to cheaper supplies. Only
the change in the tariff system induced minor price corrections.
Thus, the year-on-year inflation rate of regulated energy prices
amounted to 6.7% in October.

In the past, the growth rate of regulated prices usually ex- |

ceeded the inflation of market-determined prices by 5-0%. The
reason for this was that costs were gradually built into prices,
subsidies were eliminated and productivity growth was slow.
The large, shocking relative price change in the summer was due
to the change in the pharmaceuticals subsicly system, therefore
its effect can be considered temporary. Furthermore, the price of
regulated services increased less than the price of services in the
CPI relevant for households. In certain sectors (telecommunica-
tions, the energy sector, transportation) households did not
pay for the real costs of the services. In these cases prices contin-
ved to approach expenses and cross-financing was further
reduced.

Core inflation: comparison of indicators computed
by the National Bank of Hungary and the Central
Statistical Office '

Since September 1999 not only the NBH, but the Central Statis-
tical Office, too, computes a core inflation indicator. Besides
comparing the two indices, it is worth discussing the eco-
nomic and methodological concepts behind them.

What is the purpose of computing and analysing core infla-
tion indicators along with the usual CP1 infiation? One goal is
to clean the CPI of volatile and hard-to-forecast components,
These components are typically non-processed food, raw ma-
terials and energy sources. Another goal is to be better able to
forecast the future development of CPT with the help of the
core inflation indicator, This statistically defined indicator is
useful for monetary policy since as a “smoother” price index it
is more efficient in coordinating inflationary expectations.

~With these “non-theoretical” indicators, we must take into ac-
count that they are not related to the concept of cost of living,
which serves as a base for consumer price index calculations,
since from a cost of living indicator it would be inappropriate
to exctude any product that a representative consumer effec-
tively consumes (see box on the problems of these indicators
in our previous Report). Thus it would not be a proper way of
ranking core inflation indicators by their coverage of the total
consumer basket.

Another theoretical motivation for computing core infla-,
tion indicators apart from statistical reasons is to separate a

so-called “monetary inflation”, which can be defined as the
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securities not issued by financial institutes, in the third quarter
households decided to place only 25% of their savings into bank
deposits and to place 27% of their savings into non-bank securi-
ties.

The majority of these latter investments were placed in
government securities, which can be explained by the continued
reduction of the share portfolio on the one hand, and the
decreased demand for investment into mutual funds on the
other. This phenomenon can be attributed to the regulation in
operation since this year which has significantly reduced the tax
allowance on mutual fund invéstments compared to earlier.
All this can be associated with the more conservative household
investment strategy due to the recent capital market crises, which
resulted, for reasons of confidence, in a slight decrease
of demand for the services provided by capital market intermedi-
aries. ‘ )

In the third quarter we witnessed the strong growth of house-
hold expenditure, which was associated with the continued in-
crease of consumer loans. In the future the household loan port-
folio is likely to become the dominating factor of the changes in
the net household savings position, the increasing effect of

which on the transmission of monetary policy and on welfare

might be felt in the medium term. In the third quarter household
horrowing was one per cent of household income, which com-
pletely explains the similar rate of decline of the savings rate.
From the external equilibrium point of view, the deterioration of
the household position took place at the same time as the spec-
tacular improvement in the savings position of the corporate sec-
tor. Consequently, the private sector did not jeopardise the cut-
rent account objectives so far.

2 Investments

2.1 Fixed investments

/%% fter the deterioration of the external conditions in the second
/"% half of 1998, investments grew at a significantly slower rate
than previously. In the second half-year of 1999 the increased
possibilities of external market sales and continuously strength-
ening consumption induced the acceleration of economic
growth, which, we hope, must exert a tangible effect on the
growth of investments as well. In the third quarter the growth
rate of fixed investments was around 4,2% compared to the same
period of last year, which is nearly 2.5 percentage point lower
than that of the previous two quarters. As in the third quarter, a
strong base effect was felt in the year-on-year indices due to the
outstanding performance in the third quarter of 1998. The sea-
sonally adjusted annualized indices can provide a clearer picture
about changes in fixed investment trends. The results of these
calculations support the expectations of investment activity be-
ing stronger than previously.

In the sectors dominated by private investments, the annual-
ized indices suggest a strong growth of the investments, which
form favourable base for more intense economic growth. This
tendency is, however, not reflected in the annual indices, due to
the high base of the previous year. In manufacturing industry a

Changes in fixed capital formation®

Ftbillions . _. . . Per cent
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11, Demand factors

Annual growth of household income
and consumption .
{Changa compared to the same period of the previous year)

Per cent
1999
1995 B e e
01 Q2 Q3
Income 28 4.3 24 2.2
Operational income 3.7 6.6 4.9 29
Gonsumation 4.0 4.2 45 53
Changes in the household savings rate
and its components*
Per cent Per cenl
14 10
12 9
10 8
7
g
. ]
6
5
4 S— 4

. S——
i Tota savings rate (left scale) |
H Tinancial savings rale ! 3
~~~~~~~~~ Houschold mvestments rate
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* Seasonally adiusted data as a percentags of disposable operational income.

Net borrowing of households*

Per cent
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* Seasonally adjusted data as a percentage of disposable oparationalincome,

tion of exports, while import growth remained relatively low,
partially due to changes in the domestic absorption structure,
which reduced the import requirements of the economy.,

1 Household
consumpition

””'E"“he growth rate of the real income of households (2.29%)

£ slowed down compared to the first half-year, although netla- -

bour incomes continued to increase dynamically, by nearly 4 %.
The difference is due to one-off effects as well as to capital in-
come being reduced simultaneously with falling inflation. Lower
inflation decreases that part of interest receipts which is compen-
sating for inflation this leads to lower interest income for house-
holds. In order to prevent this distorting effect, we have already
been using operational categories for the analysis of household
savings. Operational income can be calculated from total income
reduced by that part of interest receipts of household savings,
which compensates for inflation. In the economic sense, this fac-
tor cannot be considered as part of interest income; it only com-
pensates for the inflation-related value depreciation of the asset.
Therefore the deduction is justified from both the savings and the
income. The fast fall of inflation last year caused the growth rate
of operational income to be continuously higher than unadjusted
income.

The real value of social transfers did not reach the level of the
same period of last year, which was primarily due to the high
base of the one-off retroactive pension rise of August 1998. In ad-
dition, transfers related to unemployment benefits showed a
slower growth than last year, This year we have also seen a signif-

icant decrease of the foreign currency-related income of house-

holds.

The change in unrequited transfers for the household sector
cannot be explained by domestic income processes, as the
main forces of these income flows are not clear, and it is difficult
to decide whether we are facing long-lasting or temporary
changes.

‘The tendency for the growth rate of household expenses to
exceed the rate of income growth continued in the third quarter.
This explains the fall of the third-quarter financial savings rate’
from 3.1% to 2.6%. This decrease of financial savings could not
be compensated for by the continued dynamic growth of house-
hold investments, which caused the total savings rate to decrease
by an additional 1 percentage point compared to the previous
quatrter, and thus it fell behind the level of the third quarter of
1998 by 2.7 percentage points..

The third quarter saw a significant change in the composition
of financial assets compared to the first half-year, as households
preferred other forms’of savings than those offered by banking

institutions, the purchase of government securities being’ the

most favoured form, In the first six months, while 52% of total
savings transactions appeared in bank deposits and nearly 8% in

! The savings rates mentioned in this chapter are all operational categories and
are seasonally adjusted,
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general change of the price tevel in time which implies some
cost for society. This cost is usually due to the disturhance in
the coordination of economic agents, increased uncertainty,
as well as the deviation of money balances from the optimal
money balances required by transactions. Because of the
costs of this kind of inflation, monetary authorities aim at
providing price stability in some form, Inflationary processes
not implying real costs are not included in the core inflation
indicators computed this way. An alternative view about the
theoretical background of core inflation holds that “mone-
tary inflation” is simply what is considered when making
monetary policy decisions. If, for example, monetary policy
does not want to react to shocks considered as temporary,
core inflation is defined as the price index cleaned of these
shocks. ' : .

" Practically we can assume that price changes due to indi-
rect taxes (e.g. VAT or excise taxes), administrative deci-
sions influencing regulated prices or femporary shocks in
market-determined sectors (e.g. changes in energy or com-
modity prices, the price change of individual products) are
not relevant for monetary policy. Therefore, it is useful to fil-
ter these effects out of price changes. Since these shocks and
changes are by definition fndividuad, that is they affect only
one productata time, core inflation indices can be computed
by more refined statistical methods rather than simply ex-
cluding the usual product groups (e.g. regulated prices, en-
-ergy, ele). In this case, the goal is to separate the commaon
component of individual price changes from the individual
changes. Knowing the individual price changes, this con-
mon componentidentified as the core inflation indicator can
be estimated by the method of trimmed mean, factor analy-
sis, time series smocthing procedures or trend calculations,
Model-based procedures go even further, employving an eco-
nomic definition of monetary inflation to obtain core infla-
tion,

- Which criteria can we use to compare these different pro-
cedures in light of the diversity of possible interpretations and
calculations of the core inflation indicator? We would like o
draw attention only to two aspects. First, it is of primary impor-

Jtance that the core inflation indicator should be able to be
“computed with the shortest lag possible, and it should reflect
current developmentsas opposed to past ones, Although most
core inflation indicators meet the first requirenent, il is impor-
tant to note that the usual year-on-year indices show the aver-
age changes of the previous 12 months — in this respect they
have only limited information content about the present, The
transparency of the chosen indicator is also relevant, espe-
-cially if the monetary authority bases its decisions on core in-
flation. There is a compromise between transparency and the
stage ol methodological development, The simple exclusion
“method of computing the core inflation indicator is the only
really transparent solution, while other statistical or model-
based procedures can be considered more developed meth-
cdologically or theoretically,

-+ Let us turn now to the analysis of core inflation indicators
computed by the NBH and the CSO. In light of the above dis-
cussion, both indicators belong to care inflation indices de-
fined on the simple exclusion method; and both have a dual
concept for excluding goods from the indicators: products

with votatile inflation rates and those dominated by tempo-
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1. Inflation

rary supply-side shocks were both excluded from the core in-
flation indicators. The following table compares the group of
products omitted from the consumer price index to abtain the
core inflation indicator of the rwo institutions.

Comgarison of the items excfuded from the consumer basket tor the calculation

of the National Bank of Hungary's and the Central Statistical Office’s core inflation

indicators *

£s0

Pork

Beef and veal

Otirer meat

Ofal

Poultry

Fish

Patato

Eggs

Fresh vegetables

Fresh domastic and tmpma§ frust
Coal

Briguettes

Goke

Firewoed

sl oil

District-heating

Eiectricity

Gas supplied through pipes
Butane gas

Fuel for vehicies

Polato

Eggs

Fresh vegetables

Fresh domestic and tropical fruit
Goal

Briquetigs

Goke

Firewood

Fuel oil

Fusl for vehicles

Ceverage of the CPI:

80%

1%

* Dueto |helhodolugicat problems coagerning the accounting of Lhe changes in the pharmaceuticals subsidy
systemin July 1699, since January 1998 the NBH atso excludes the eategory of pharmaceuticals whose weight

int{he consumer basketis 1.8%.

As far as the criteria for core inflation indicators are con-
cerned, both Flungarian indicators give priority to franspar-
ency as opposed to methodological or theoretical consider-
ations. Both indicators can be computed simullaneously with
the consumer price index. The CSO indicator however meets
the criterion of up-to-dateness only with reservations, as jt
pubtishes only year-on-year and cumulated (from December
of the previous year) indices instead of (seasonally adjusted)
month-on-month changes; while the NBH's publishes this lat-
ter indicator in its Mondhly Repori. Comparing the two core in-
flation inclicators, we can see in an earlier chart that in recent
months the CSO's indicator has been above, while the NBIT's
indicator has been belowthe consumer price index. This phe-
nomenon can he explained by the different group of products

excluded from core inflation: the NBH's

the low-inflation

indicator includes
meat  category and  excludes

pharmaceuticals whose price experienced a high jump. These

differences reduce the NBIT's core inflation indicator,

Owner occupied housing: service

oy industrial produci?

Although the” Central Statistical Office classifies living in
owner-occupied housing (price statistical code: 611) as a
non-tradable service, in our report we define it as a tradable
good based on its past behaviour. The reason why this cate-
gory deserves special attention is that it has by far the highest,
nearly 6%, weight in'the consumer basket. This category is
hard to interpret and measure, which is indicated by the fact

that Fyrostal omils this item from its so-called harmonised
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T he third quarter of 1999 saw a significant acceleration of

_ growth in the Hungarian economy. Cur estimates suggest a
4.5% expansion compared to the same period of 1998, This ac-
celeration took place with a continued decrease of the contribu-
tion of domestic absorption, while net exports have after a long
titne positively contributed to GDP growth.

Within domestic absorption consumption growth shghtiy in-
tensified compared to the previous two quarters. The growth rate
of household disposable income, similarly to the previous quar-
ter, did not reach the rate of consumption growth (5.3% in the
third quarter); the gap between the two figures has become even
wider, Households are likely to regard the acceleration of infla-
tion and the fall of income growth rate as a temporary phenom-

“ena, and they follow an optimal consumption plan according to

their long-term income expectations.

In the third quarter gross capital formation, which is the other
large item of domestic absorption, reduced the growth of the
economy for the first time-after three years. Within gross capital
formation, the positive contribution of fixed investments to GDP
slightly decreased compared to the previous quarter. The exter-
nal envitonment, which became uncertain in late 1998, started to
consolidate in the second quarter of 1999, and this was accompa-
nied by a slight acceleration of private investment. The improv-

ing tendency of the external conditions continued in the third-

quarter and according to the annualized indices, private sector
investments continued to accelerate. However, this is not indi-
cated in the annual indices due to the high base of the previous
year. Due to this base effect and moderate government invest-
ments, the fixed capital formation increased at a rate slightly be-
hind that of the previous quarter, it was 4.2% in the third quarter
compared to the same period of 1998,

Inventories, and other unspecified fzctors that make up the
rest of gross capital formation tended to decrease GDP growth in
the third quarter. The high base effect also played a role here, as
in the third quarter of 1998, difficulties in foreign sales due to the
Russian crisis were accompanied by a significant increase of
stocks. In the third quarter of 1999, however, the available infor-
mation indicates a revival of the economy; sales of manufactur-
ing industry, for example, increased to a higher extent than the
production thereof.

‘The international economic environment continued to im-
prove in the third quarter. The economies in the Euro region saw
their growth rate to accelerate, the signs indicating the end of the
recession became stronger in the CEFTA countries, and produc-
tion and demand started to grow in the CIS countries as well. The
improvement of export demand also appeared in the accelera-

Contribution of net exports to GDP growth*

Per cent
10

QEEUARBUA Q2P RIQ Q2030401 Q203

1995 1996 1997 1998 1999
* As percentage of GDP.
Annual growti rate of GIP and ifs componenis™
(Same period of previous year = 100%) -
: IR Per cent
1908 5 3999
. o Tolal| @1 | G2 | Q3 | 04 § Q1 | 02 | @3
Final consumption 401 28| 38] 41} 57 43} 42| 46
Household consumption, 4.3] 28| 41| 441 6.1 42| 45 53
-Public consumption 26| 3.2 1.9) 221 397 43| 19| 0.7
Gross capital formation** 18.7 | 6.7 126.1[305113.01 921 53|-19
Fixed capltal formation 1114 701127181 8.2} 64| 6.8 4.2
Total domestic
absorption . 81| 3.6] 9.0(111} 83] 571 45| 28
Exports 16.0 2901761251 9,5 88| 838|133
imports 2221251(255(245116111291 98| 90
GoP 51| 45} 51} 56| 52 33] 38| 45

* The annual and quarterly GOP caiculaiions used in tha report are partly NBH estimales,
whick may difler fron: the officiaiy published data of the £50. Quarterly GDP calculations
have not been conducted for atong time in Hungary and the methodology applied is continu-
ously changing and Impraeving. The £50 data are avaifable relatively iate, therefore the NBH
currently also uses its own estimales which are consistent with its own analyses of the in-
come position of certain income holders,
*=.including the stalistical dilference, which represents the deviation of GDP determined by
the production of econemic sectars from the estimate of GDP by tategories of use,
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Seasonally adjusted change in the net position of the
corporate sector at constant prices
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Seasonally adjusted operational lending to the
corporate sector at constant prices
(threc-guarter moving average)
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Within the increasing demand for credit, forint-denominated
(mainly short-term) borrowing also increased in the second and
third quarters of 1999, while foreign exchange denominated bor-
rowing continued to be substantial. However, the relative cost of
foreign exchange financing is still low for those enterprises that
do not face credit rationing in international capital markets and
are in a natural hedge position against foreign exchange risk due
to their foreign exchange revenues, '
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consumer price index (FIICP).” As this item has a particularly
large weight in the consumer price index, its complete exclu-
sion would significantly divert the NBH’s and CSO’s consumer
price indices from each other. At the same time, however,
there are enough reasons to move this item from services to in-
dustrial products. This is confirmed by the observed behav-
iour of the given price index. If a possible future methodologi-
cal revision changes this original classification, we will recon-
sider this decision.

The reason for this reclassification is that in the past eight
years the co-movement of this price index with industrial
product prices was much stronger than that with the price of
services. The chart shows that the price level of industrial
products, defined without owner occupied housing, in-
creased fourfold, whereas the price level of services, defined
in the same'way, is six times higher than it was in 1991. Thus, it
is obvious that the price level of owner occupied housing
moved more strongly together with the price ol industrial
products than with the price of services, We can draw the same
conclusions from the analysis of pear-on-year indices, Since
this item “behaved” as an industrial product in the past, it is
more appropriate to put it into the category of indusirial prod-
ucts. The computation of the price index for owner occupied
housing helps us understand why this behaviour is not an ac-
cident (which is also suggested by the length of the sample ).
As this category cannot e ohserved directly, the CSO proxies
it with the help of other items. These items are made up of
goods, that is industrial products which are necessary for liv-
ing and for refurbishing, and of wages related o them, Since
“tliis latter Cassuming, for example, constant profit marging)
‘also depends on industrial product prices, it is not surprising
that the growth of this price index is correlated with the infla-
tion rate of industrial products,

- Year-on-year inflation rate of owner occupied housing
~and of the consumer price index excluding this item

_'_T’erccn;
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e
20
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— CPlexcl. owner occup. housing
| = Owner occupicd housing
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* Thereason for this is that as an imputed expense item it does not coincide with the

definition of HICP, which is intended te measure the final expenditure price index
of households at actual prices.and effected through monetary transactions, There is
a debate on this issue which is expected to be resolved by 2001. We afso have to
note that imputed consumption of living is not consistent with the definition
Hungarian CPI either, sinee, according fo the 1992 definition of the CS0, it is the
price index of the purchased consumption of households.
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1. Monetary policy

The slowdown in the real growth of monetaryaggregates con-
tinued in the third quarter. The share of government securities in-
creased substantially in the portfolio of both the household and
the corporate sectors, the real growth of government securities
holdings of residents outside the banking systemn increasing by
30% compared to the same period of 1998, The growth rate of
government securities in the portfolio of commercial banks was
more moderate, and the earlier trend of a shift towards more lig-
uid assets continued.

The household and corporate components of M3 were char-
acterised by different trends in the third quarter. While enter-
prises increased both their liquid and non-liquid assets along
with the rise in thejr income, in the case of households there was
a substantial shift from time deposits and foreign exchange de-
posits to non-bank investments.

The share of non-bank assets can be explained by the fact that
households are regaining confidence in non-bank investments
lost following the Russian crisis of 1998. After the crisis, house-
holds turned away from riskier investment funds towards safer
investment forms. This trend turned around in the second half
of the year, and investors prefer riskier assets in their portfolio
again,

The cash and demand deposit components (which can be
considered the most transactional type components) of house-
hold financial assets continued to grow quickly in real terms, al-
though their growth rate became somewhat lower in the third
quarter. Still, the growth rate of cash holdings and household M1
exceeded the growth rate of consumption and household in-
come, which led to a further decline in the velocity of money.
"This reduction in the velocity of money can be explained by the
decreasing opportunity cost of liquid money holding.

6 The demand for credit
#1"*he net financing requirement of the corporate sector was
A continuously declining in the first three quarters of the year,
indicating a significant improvement in corporate profitability
with increasing investment activity and decreasing inventories.
The accumulation of financial assets in the corporate sector sug-
gests a further rise in investment even compared to the high
growth of the second and third quarters.

The net saving position improved along with a simultaneous
rise in financial assets and in corporate lending, which indicates a
segmented corporate sector, The accumulation of forint-
denominated assets (both bank deposits and government securi-
ties) is likely to be due to large enterprises with high profitability.
It must be noted that government bonds held for investment pur-
poses had a larger share in the growth of forint-denominated as-
sets than treasury bills and bank deposits partly having
transactional and liquidity management purposes.

This means that enterprises (temporarily, in lieu of attractive
investment projects, as well as to exploit the high interest rate
premium of forint assets)-invest their profit in financtal assets,
which is allowed by tax regulation. Atthe same time, some enter-
prises continue to borrow to finance their investments and oper-
ations.

Household and corporaté componenis of the M3
(3-wonth moving average, real growth, same montl of the
previous year = 100%)
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II. Monetary policy

The consumer lending rate, the spread between

consumer lending rates and long term household
deposit rates, and the volume of new consumer loan

contracts
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rates and household deposit rates, which shows a significant rise
in the long-term spread. As far as short-term rates are concerned,
the rise of the spread observable in the first half of the year
stopped in June in the case of both the 3-month and 12-month
maturities. The 3-month spread was around 1.5 percentage
points, while the 12-month spread fluctuated around 2 percent-
age points during the year, which can be considered rather low,
indicating strengthening competition for household deposits.

The stability of the spread between corporate lending rates
and market rates for nearly three years (around 1.5 percentage
points) reflects the strong competition between commercial
banks in corporate lending, and no significant profitability in-
crease is expected in this field: Due to the increasing interest rate
sensitivity of houschold deposits and to the rising number of
banks entering the retail market, household deposits became rel-
atively more expensive than before. In order to improve their
profitability, commercial banks increasingly engage in consumer
lending, which has a large potential to expand. The chart shows
that the monthly volume of new consumer loan contracts more
than doubled since the beginning of 1998, and the growth rate of
the stock of loans accelerated in the second half of the year, As far
as the supply side is concerned, there are more and more differ-
ent types of loans available to consumers, but the interest rate
charged on consumer loans is still very high. Moreover, the
spread between consumer loans and long-term household de-
posit rates still has a rising trend, and was around 11-12 percent-
age points in 1999. This spread would be even higher if we only
considered loans for durables, as in this case banks charge other
fees in addition to the interest rate, which is expressed by the to-
tal loan charge indicator (this indicator is currently between 28%
and 53%). The consumer lending rate in the chart also includes
interest rates on overdrafts, which have lower interest rates. The
high interest rate can be explained by several factors, As faras the
demand side is concerned, the most important factor is that the
interest sensitivity of household consumer loan demand is not
too high.

On the supply side one of the reasons for the high spread is
that these types of loans are relatively costly and still rather risky.
Thus, not too many banks are engaged in lending for durables,
most of them lend only to their long-term clients in the form of
overdrafts. Another reason for the high lending rates is that the
matket is segmented, and shops usually offer the services of one
credit institution only, hence credit conditions are hard to com-
pare. Despite the high interest rates, the growth in the supply of
this credit type is beneficial, since it helps households approach
their desired consumption level appropriate for their life cycle
position, and it allows consumption smoothing,

5 Monetary aggregales

A /i oney demand is determined by the transactional money de-
..L%mand of economic agents on the one hand, and by the pref-
erences concerning the weight of different monetary assets in
their portfolio, on the other hand. The fluctuation in the growth
rate of monetary aggregates observed recently can be explained

“mainly by portfolio reallocation.
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i /Household consumption continued to grow at a high rate
and was coupled with improving external demand. The growth
of domestic absorption lagged behind the expansion of GDP,
and the current account deficit continued to improve, Inflation,
however, started to rise in July, mainly due to changes in the sys-
tem of medicine subsidies, but the rise in the world price of com-
modities and oil also played a part. Those components of the
consumer basket which can be influenced by monetary policy
declined further, in line with the preannounced exchange rate
path. _

Despite the declining trend of inflation the temporary rise in
the headline inflation rate might lead to a higher inflationary path
ifitis built into expectations. Therefore, a high priority was given
to the orientation of inflationary expectations in formulating eco-
nomic policy. '

In 2000, the government will strictly limit the rise of regulated
prices, which contributed most to inflation this vear. Also, pen-
sions and public sector wages are set to orient the economy to-
wards a lower inflation rate. ]

The central bank contributes to the disinflation process by

Ficonomic growth picked up in the third quarter of 1999,

. maintaining the exchange rale path determined jointly with the

government. The preannounced reduction of the crawl took ef-
fect on 1 October 1999, decreasing the monthly devaluation rate
to 0.4%, which is equivalent to an annual devaluation rate of less
than 5%.

Macroeconomic developments continue to require strict
monetary policy. When setting the exchange rate path, it must be
taken into account that the euro/dollar exchange rate on 1 Janu-
ary 2000 (when the new currency basket comes into effect) may
have a significant influence on the real exchange rate of the fo-
rint,

The euro/dollar exchange rate has been very volatile, be-
tween 1.01-1.18 — in 1999, which might change the real effective
exchange rate of the forint by 3-4%. The acceleration of eco-
nomic growth will bring about a rise in the growth rate of domes-
tic absorption, -

The development of financial institutions entails increasing
consumer lending. This makes consumption from future income
possible, that is it leads to a deterioration in household savings.
The high profitability of the corporate sector and favourable ex-
ternal and domestic demand stand in contrast to maintaining the
presentlow level of investment.
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Thus, along with the continuing substantial expansion of con-
sumption, corporate invesiment demand is expected to rise fur-
ther. The decline in the unemployment rate is a sign that bottle-
necks may emerge in the labour market, and capacity utilisation
is.also rising. As the fast growth of corporate profitability shows,
the disinflation process is not jeopardised by potential losses of
competitiveness.

In the recent period, the official interest rate was reduced by
25 basis points on 4 November (the preceding interest rate cut
was on 13 July). Short and long term yields have declined 20-50
basis points since the end of August.

Changes in the short-term real exchange rate and real interest
rate determining the monetary conditions index were deter-
mined by the correction of the significant decline in inflation re-
sulting from the Russian crisis and from the partly exogenous
shocks in the second half of 1998. 199%'s real appreciation can be

considered as a return to the medium-term real exchange rate-

path following 1998's CPI-based real depreciation. Moreover, the
temporary inflation shock (cleaned of the effect of the rise in
medicine prices) in the summer also led to real appreciation and
a decline in the interesi rate. As there isnosign of a turnaround in
the trend of the inflation process, this effect is expected to disap-
pear from the indices not including the July-August inflation rate
(that is from December).

2 Interest rates
and the exchange rate

“he recent months were characterised by high interest rate

premium on forint-denominated assets, significant non-
interest sensitive capital inflows and a strong position of the fo-
rint within the band. September was an exception, as the forint
deviated by 50-75 basis points from the strong edge of the band
and returned to it only in October.

The temporary weakening of the forint was not due to market
developments; it was caused by disputes about the operations of
the central bank in earlier years.

The reduction in the devaluation rate of the forint would have
justified a decline in interest rates. However, the interest rate rises
by basket currency central banks, as well as their anticipation led
to rising interest rates.,

The EMBI+ indicator reflecting the general perception of in-
ternational capital markets about emerging market risks de-
creased by neatly 150 basis points, and due to favourable Hun-
garian macroeconomic figures the judgement of country-specific
risk factors is also likely to have improved, although this is exten-
uated by the increase in uncertainty about future inflation. The
interest rate premium on 3 and 6-month instruments, however,
has still not declined; it has fluctuated around 540-550 basis
points since the beginning of the summer, despite the fact that
long-term rates fell by more than 200 basis points,

Meanwhile, the forint was continuously near the strong edge
of the band, and central bank intervention in the interbank for-
eign exchange market was substantial, though the capital inflow
exceeding the current account deficit was mainly the result of
foreign direct investments, as well as portfolio investment related
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10.5% year-on-year figure published by thé Central Statistical Of-
fice was lower than the average of market expectations (10.62%),
but not to such a large extent which could justify such a signifi-
cant drop in vields. As, however, in these two days no other do-
mestic news or data were published that would have potentially
influenced the yield curve, and foreign investors were not partic-
ulatly active, it is hard to explain this fall in yields by factors other
than a substantial decline in long-term inflationary expectations.
Though the 17 November survey conducted by Reuters among
macroeconomic analysts about the year-on-year CP1 inflation
rate expected for the end of 2000 showed only a minor change
(the average expected rate declined by 13 basis points to 7.51%),
we should_not forget that the really significant falls were indi-
cated by the implied forward rates mainly for 2001 and the fol-
lowing years. Thus, these developments might suggest a decline
in long-term (post-2000) inflationary expectations,

The spread of J.P. Morgan's EMBI bond portfolio index (ex-
pressing emerging market country risk) over US government
bonds followed a declining trend since July, and also decreased
by approximately 150 basis points in the third quarter. However,
the exact timing of the falls in forint yields suggests that the falls
were mainly caused by the fact that market participants realised
the favourable country-specific macroeconomic developments,
The improving confidence in emerging markets created a posi-
tive background, but it was only a factor of secondary impor-
rance in the bond market rallies,

In retrospect, changes of the yield curve in lhe 12 months prior
to November 1999 suggest the following story. The fast fall in the
rate of inflation in the last two months of 1998 induced extraordi-
nary optimism concerning fonger-term interest rate expectations
— by the middle of February 1999, implied forward rates for 2000
and 2001 had reached their lowest levels for two years, Less fa-

. vourable macroeconomic figures published after February, how-

ever, had 4 negative impact on market expectations about 1999,
Market analysts became more sceptical, first of all about the feasi-
bility of the projected budget deficit, and, as a consequence,
about the current account deficit anticipated by the government.
This shift in expectations, which was accompanied by higher-
than-expected inflation rates starting in the middle of the year, as
well as by a rise in long-term dollar and euro rates, also led to
continuously increasing interest rate expectations. In October
and November it became clear for the market that neither the
budget nor the current account deficits would be as adverse as
previously anticipated, which led to a fast correction in expecta-
tions, and implied forward rates fell close to their February levels.

4 Interest raie policy
of commevcial banks

A long with the decline in market rates, commercial bank rates
continued to decrease in the second half of 1999. The path of
short-term and -long-term household deposit rates were some-
what different in the third quarter than in the first six months of
the year. The fall of deposit rates with maturities over a year was
more substantial than the fall in short-term deposit rates. This is
illustrated by the chart of spreads between government securities
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The first significant drop in long-term vields occurred at the
beginning of October. Then the one-year rate expected for peri-
ods beginning after 1, 2 and 3 years decreased by 20-60 basis
points. This fall of yields can be explained by favourable macro-
economic figures released in this' petiod. The Q2 real GDP
growth (3.8% year-on-year) figure, released on 30 September,
and especially the preliminary current account figure for August
(a surplus of USD 140 million, as opposed to market expectations
of a zero balance) published on 4 October were both more fa-
vourable than market forecasts, which inducect optimism in the
government secyrities market leading to declining long-term in-
terest rate expectations. The FOMC of the Federal Reserve and
the ECB held meetings the same week. Both central banks left
their ofticial rates unchanged, which resulted in a maoderate rise
inlong-term dollar and euro yields, The fact that long-term forint
yields fell despite these international developments indicates
that the influence of favourable country-specific news on Hun-
garian yields was stronger,

The fall in long-term yields observed at the beginning of Octo-
ber was repeated in the first week of November. This time, how-
ever, the fall was much more substantial, Within just five days
(1-5 November) one-year impliec forward rates on the 1, 2 and
3-year horizons fell by 50, 120 and 130 basis points, respectively,
As at the beginning of October, the main cause of the drop in
long-term yields was the release of macroeconomic data, which
turnied out to be much more favourable than expected. On 29
October the international credit rating agency Fitch IBCA up-
graded Hungary’s foreign debt by one category. This announce-
merit had a positive effect in the forint-denominated government
securities market as well, and long-term vields started to fall, On
3 November three macroeconomic figures were published: the
preliminary figure for the September current account deficit was
USD 93 million (the average market consensus was USD 220 mii-
lion), and both the September industrial production growth rate
and the October budget deficit were much more favousable than
market forecasts, which resulted in a further drop in long-term
yields. Following the publication of these positive macroeco-
nomic figures, on 4 November the NBH reduced its 2-week de-
posit rate by 25 basis points to 14.5%, which reinforced the posi-
tive séntimenz on the government bond market. Later that day,
the ECB also changed its leading short-term rate, raising it by
50 basis points. Long-term euro yields, however, stightly de-
clined as the ECB'’s decision was regarded by the market as a
ctedible step to prevent a potential rise in inflation,

The behaviour of foreign investors showed an interesting pat-
tern during the period of falling yields at the beginning of No-
vember, Their forint-denominated bond holdings jumped up
by approximately Ft 10 billion in the first days of the fall. 'This in-
creased demand, however, turned out to be only temporaty,

as foreign investors started a small-scale profittaking in the mid- .

dle of the rally and their bond holdings fell back to their initial
fevel.

On 10-11 November there was u third fall in yields, which was
even more significant and concentrated than in the first two epi-
sodes. Over these two days the one-year implied forward rates
on the 1, 2 and 3-year horizons fell by 60, 140 and 100 basis
points, ‘respectively. The fall was particularly substantial on
11 November, when the October CPI figure was published. The
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to the privatisation of companies listed on the Budapest Stock
Exchange. As far as the short end of the yield curve is concerned,
there was no anticipation of interest rate cuts, which shows that
the demand for short-term government securities was low, most
likely because of the increased liquidity needs due to the Y2K
problem.

2.1 Monetary base

The growth rate of the monetary base had decreased to 15.3%
by the end of the third quarter of 1999, as the growth rate of both
cash outside the banking system (15.1%) and Labilities in
the banking system under reserve requirements (16.9%) de-
clined. N .

The expansion of the monetary base in the third quarter can
be explained mostly by heavy central bank intervention, as the
NBH purchased foreign exchange to a value of Ft 304 billion in
the third quarter, .

Due to this intervention, the arising excess Hquidity exceeded
the demand for the monetary base, which ended up increasing
the stock of sterilisation instruments of the central bank by Fti31
bhillion,

Besides these sterilisation instruments, a Ft 80 billion rise in
the balance of the government’s account with the central bank in
the third quarter also prevented excess money supply in the
economy. ‘

2.2 Components
of conversion
forint demand

Intervention (Ft 304 billion) was higher in the third quarter than’

in the first half of the year.

In the third quarter foreign direct investment was five times
higher than the current account deficit, and this jtem alone con-
tributed to conversion by almost Ft 90 billion, Net portolio in-
vestment of non-residents increased conversion forint demand
by approximately Ft 60 billion, though the demand for govern-
ment securities is still not significant in contrast to the previous
year’s demand.

Intervention of Ft 77 billion was due to the foreign borrowing
of the corporate sector in the third quarter, which almost reached
total corporate foreign borrowing in the first six months of the
year.

Commercial banks continued to maintain the neutrality
of their full open position (see also our previous report). They
tried to quickly reduce their long foreign exchange position aris-
ing from substantial capital inflows, as the continuing low liquid-
ity of futures markets prevented them from making opposite
deals,

Thus, in the third quarter. commercial banks contributed to
the excess foreign exchange supply by approximately Fr 42 hil-
lion. Due to the low liquidity of futures marlkets, eatlier short for-
eign exchange futures positions were reduced radically by the
end of September, which accounts for Ft 37 biltion of total inter-
vention in the third quatiter.
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Fthillions
a3

Sept.

1989
Aug.

July
-27.0
~32.8

5.9
53.8
11.1
36.2
-3.7
74,4
18.1
56.3
294

541,
24.0;

* Conwersion effect due 1o the change in commersial banks' iull ¢pen position, |.e. that part of open positions nat covered by derivative

transactions.
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1998,
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176.3

borrowing (1+2)
ics concerning stock purchases by foreigners are rather uncertain, therefore, this line of the table was cal-

1 effect ofthe changes in forward cantracts. With these two items, the negative sign indicates the closing of long forint posi-

a) Intervention in the interbank foreign exchange market

) Purchasas of the NBH from the budget

Sources of conversion (1 +...+ VIII)
2. Net foreign interest payments of the NBH

interast paymenis of the NBH{1+2)
1. Current agoount balanca
‘It Foreign direct investment
1. Government securities
2. Equity™ ™
VIl Corporate foreign exchange

1. Domestic
2. Foreign

0
| Currentaccount balance corrected with the net foreign

v [ntervention due to of demestic foreign exchange deposits |

11l intervention due to commerciai banks™
IV Effect of derivatives™™
V) Net porifolio investments (1+2)

** Conversio
tipns bl up earler.

Companents of the demand for ferints
*~* Balance of payment statist
culated following the residual principle.

A. Conversion

Activity of commercial banks in the foreign exchange
| futures market

There was no significant change in commercial banks' activity
in the foreign exchange futures market in the third period of
1999. Despite the high interest rate premium, the volume of
open positions was determined by the fact that commercial
bank customers converted their foreign exchange to forints.
Changes in the interest rate premium had no influence on the
opening and closing of positions. Priorto last year's crises, ex-
change rate risk was accepted at a much lower interest rate
premium level: at 2% last year as opposed to the recent 5%.
The following chart illustrates this.

Interest rate premium and foreign borrowing by credit
institutions™
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Commercial hanks did not want to hold the foreign ex-
change sold to them by their customers due to capitalinflows,
therefore they were continuously forced to reduce their long
positions or to ctose them. Thus, the banking system was con-
tinuousty selling foreign exchange in the interbank foreign
exchange market. Intheory, they could have closed their po-
sitions in the foreign exchange futures markets, but the de-
mand in these markets was too low, that is there were few
specuiators who would profit from a weakening of the forint
within the band.

The banking sectotr’s total on balance sheet and off balance sheet
foreign exchange open position between 4 Janwary and 15
November 1999 (Fi billion)
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[ Asaresult of the announced change in the official currency
basket, the composition of futures contracts has changed. As
of 1 January 2000, the currency basket will be composed of
100% euro as opposed to the recent 70% euro and 30% doilar
composition. Consequently, there are no contracts for the
German mark after Decernber this year. Although the German
‘mark was no longer in the currency basket this year, it lost its
former role only gradually with D-mark contracts not being
renewed after expiry. Mirroring these developments, the eurn
was introduced into futures markets only gradually, and at the
end of September already 34,000 contracls were regisiered on
the two exchanges. By 24 November the number of euro con-
tracts had reached 75,000, The number of US doliar contracts
increased from 48,000 to 77,000. Though nearly half of this
had a December expiry, the volume of contracts for January,
March and September 1999 is significant (more: than 10,000
conlracts eacn},

L.

3 Yield curve, interest rate
and inflation expectations

*he previous report analysed developments in the govern-
i ment securities markets up to the end of August. In the pe-
riod since then, the shape of the yield curve changed significantly
as a result of three episodes of fast falls in yields. The slope of the
implied forward yield curve reflecting future interest rate expec-
tations! increased substantially (in absolute terms) from the be-
ginning of September to the middle of November. Along with the
50 basis point decline in the one-year spot rate, the one-yearrates
expected for periods beginning after 1, 2 and 3 years fell by 160,
270 and 250 basis points respectively. These changes were
brought about mainly by drops of long-term yields. Short-term
(3-6 months) yields in this period decreased more or less
smoothly; their decline only slightly exceeded the 25 basis point
cut of the NBH’s 2-week official rate.

The sfope of the implied forward yield curve was still decreas-
ing in September following, albeit at a slower pace, the trend ob-
served in July and August. While the one-year spot rate remained
basically unchanged (in line with the unchanged 2-week official
rate), the one-year rates expected for periods beginning after 1,2
and 3 years increased by 0, 20 and 60 basis points respectively,
This can be explained on the one hand by a small risc in inflation-
ary expectations (the CP1 inflation rate in August was slightly
higher than expected by the marke0, and on the other by the
slight declines in the slopes of the dollar and euro yield curves.
Public disputes about past operations of the central bank might
also have had an effect on the rise in forint interest rates.

* The implied forward rates derived from the zero-coupon yield cusve do not
necessarily coincide with the market’s expected future interest rates (only if
the so-called Expectations Hypothesis holds). However, less restrictive as-
sumptions ate enough to establish a relationship between changesin implied

forward rates and changes in expected future interest rates. For more details-

on the derivation and interpretation of implied forward rates and the NBH's
practice of éstimating the zero-coupon yield curve see: “Zero-coupon yield
curve estimation from a central bank perspective”, NBH Working Papers
1998/2.

One-year implied forward curves
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