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V. External equilibrium

The fareiga currency denominated foreign detit and assels

_1 "Gmss forekgn debt (=1a+1h)

a) Portfolio debt
Medium- and long-term
Short-term

b) Other deht
Medium- and long-term
Shori-term

2 Gross toreign assels
(=2a+2b42¢)

a) International reserves

b} Portfolio assets
Medium- and long-term
Short-term

¢} Other debt
Medium- and lorg-term
Short-term

Nel foreign debt (=1-2)

USD millien
1998 Dec. | 1899 March Change
23.2 22.8 -0.4
11.0 10.7 -0.2
10.9 101 -0.7
&1 0.6 0.5
123 12,1 -03.2
8.6 83 ~0.2
3.7 a7 0.0
14.3 14.4 0.1
93 88 ~0.5
0.2 15 0.8
0.2 0.2 0.4
0.0 0.9 0.8
4.7 45 -0.2
1.3 1.4 04
34 3.1 0.3
8.9 8.3 -0.6

Tha foreign ctirrency dencminated forakgn debt by sectors

1998 1999 March Change
isD o usn " usp
hiltions bilfions biions
(1) Gross foraign debt
(=1a+1b) 23.2 100.0 22.8 11000 -0.4
(ta) NBH and goveramenti 13.3 56.6 128 56.3 ~0.3
Nationat Bark of Hungary 11.7 50.3 i0.9 47.8 -0.8
Government 15 6.3 1.9 8.4 0.4
{1h) Public secior 10.1 434 10.6 437 -01
Creditinstifutions 55 23.5 5.3 23.4 -01
Gorporate sector 4.6 19.8 4.6 203 0.0
(2) Net foreign debt
{=2a+2h} 8.9 !100.8 83 [100.0 | -D.6
2a) NBH and government 33 36.6 3.2 38.3 =01
National Bank of Hungary 2.3 25.8 1.8 2.3 -05
Gevernment 1.0 0.8 14 17.0 0.5
{2b) Public sector 5.7 63.4 51 61.7 -0.5
Credit Institutions 2.2 242 1.7 204 -0.5
Corporate sector 3.5 39.2 34 413 -0.1

generated on derivative positions. This is recorded in short-term
foreign assets.

It follows from the development of financing (see above) that

the sectoral composition of foreign debt did not change signifi-
cantly in the first quarter, It is true, however, that a relatively
long-lasting process has begun, namely public debt is gradually
taken over by the government from the NBH.
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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-
wlar basis about recent and expected developments in inflation, as
well as about the central bank’s assessment of the macroecornomic
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

Sfirst issue,” hence their detailed description is not given here.

EIR S

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




V. External equilibrium

The marginal improvement that is found in the income on non
debt-generating investments cannot yet be evaluated, since the
profit transfers which are the prime determinants of this ftem will
only take place following the compilation of annual balance
sheets in May. The improvement in the balance of incomes on
debt-generating investments can, however, be labelled as fa-
vourable, because usually there are higher-than-average interest
payments to foreign investors in the first quarter. The most con-
siderable saving in interest expenditures is on the part of the
NBH, while a smaller improvement can also be observed in the
private sector. Apart from this, no significant improvement is ex-
pected in the course of the year, taking into account the stock of
foreign debt which slightly increased at the end of last year.
Since, however, market conditions are still favourable we need
not expect a deterioration,

It is worth mentioning that forms of financing which do not
generate foreign debt (USD 462 million in direct investment in
equity and USD 185 million in portfolio investment in equity)
have jointly exceeded the deficit of the current account. Out-
flows are observed, however, in the item for intercompany loans.
The development of these (as intercompany loans are relatively
easter to liquidate) is to a certain degree a good indicator of the
short-term expectations of strategic foreign investors in Hun-
gary, 'The capital outflow through this channel therefore indi-
cates some short-term uncertainty among such investors con-
cerning balance of payments developments in Hungary, but the
significant net inflow in the direct investment and the portfolio
equity investment channel is the sign of their long-term involve-
ment and confidence in the Hungarian economy.

The NBH and the government were also significant contribu-
tors to the financing of the current account deficit, accounting for
some USD 300 million. Although the State Debt Management
Agency issued bonds of EUR 500 million in February, contempo-
raneous amortisations on part the of the NBH led to only USD 186
million net disbursement of foreign debt. The lower volume of
government securities’ purchases by foreign investors is again a
sign of their cautiousness fuelled by uncertain short-term expec-
tations. The level of international reserves has only declined to a
minor extent due to transactions and was mainly influenced by
cross exchange rate changes on international markets.

The private sector also seemed to be overly cautious in the
first quarter: their net financing from abroad in the credit channel
was negligible. Compared to this situation equity purchases by
foreigners can even be judged as being significant, although it is
true that the rather unfavourably-accepted current account data
for December were released only at the end of February and after
this —in March — net equity purchases by foreign investors indeed
declined.

Development of foreign currency denominated
foreign debt and assets

In the first quarter of 1999 both gross and net external debt
showed decreases, but to a large extent this can be attributed to
cross exchange rate changes, namely the appreciation of the US
dollar versus the euro. The only item that changed significantly
since the end of last year is the almost USD 1 billion claim that was
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V. External equilibrium

Trade balances based on customs and balance of
payments statistics
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increase in real income has also played a role.” Despite recovery
in housing investments, this did not lead to a considerable up-
swing in households’ demand, but could generate an extra finan-
cial requirement later in the year, On an a2nnual account we do
not expect the current high financial saving rate to remain, an in-
crease of demand atleast proportional to the growth of income is
considered,

2 Current account and its financing

T"he approximately USD 600 million deficit of the current ac-
count in the first quarter of 1999 is the result of a combined
USD 550 million deficit of goods and services, a USD 235 million
deficit of incomes and some USD 200 million surplus of current
transfers. Taking a look at seasonally adjusted data it can be seen
that both the current account and the trade deficit have improved
compared to the preceding two quarters. On the contrary, the
services balance, similar to the previous quarter, continued its
deterioration despite the improving balance of travel that per-
formed better than in any one of the four preceding quarters,
A slight improvement can be observed in the incomes balance
while practically no change has taken place in the balance of cur-
rent transfers.

W’hat explams the difference between trade balances

External n ade in. the baIan'

of pdyments statlstlcs is, dlffelent

from the one we saw. ealller based on the Ccustoms statistics. Ac-
cordmg to the former expotts amounted o USD 5,217 ‘million,

while ba __ed on the lattel they.-were USD.5,714 million. F1gures_
for.imports are USD.5 735 nlﬂhon and USD 6 ,348, mdhon 1e-
spectxvely Thus the tlade deﬁelt was USD 517 :mlhon m the bal-

ises due ﬁto tlme laga bet_ween slnpments and pay—'
ments and d]ff@l ent. 'eatment in the accounting of processmg
and repx ocessmg as well as m—kmd conmbunons To overcome
he development.
of the two_ types of stat15t1cs it 1s mo approprlate ! '

_0 types of staﬂstlcs wele' ndeed consxderably dlf—
feren but monthly data are more likely to reﬂect ‘unique effects
than quarte ta, Thus on the. chart below.we have plotted

quar] elIy d ta f01 the I:rade deﬁc1t accordmg to the two chfferent

ance of payments Stﬂ[lSthS in the fust quarter of 1999

* Following the CSO s practice we do not consider the amounts transferred to
private pension funds as income growth when interpreting the development
of households’ incomes. This amount is recorded in the households’ income
item of the investment-saving balance sheet, and in the first quarter of 1999 it
improves the households’ net position by 1% of GDP, Concomitantly, the posi-
tion of the general government is worse by the same amount. It is worth men-
tioning that it is only in one ltem, the proprietary income, that the dynamics of
nominal and inflation-filtered income of households is significantly different.

44

NATIONAL BANK OF HEUNGARY

Contents

L. DEVELOPMENT OFINFLATION . . . .. ... ...
lImportedinflation .. ..., ... ... ......

ILMONETARYPOLICY . .................
1 Monetary conditions . .. .. .............
2Interest rates and the exchangerate . . .. ... ..
3The yield curve, interest rate and inflation expectations
4 Commercial bankrates. . .. .. ... ........
5Monetaryaggregates . . . ... ... ...
6Creditdemand. . . ...................

ITt. COMPONENTS OF AGGREGATE DEMAND

T Household consumption. . . .. ... ........
2Investment . . . . ... ...
2.1 Fixed capital formation . . ... ... ......
22Inventories . .. ... ..
3Thefiscalstance . . ... ................
4Foreigndemand. .. ... ... ............

IV.SUPPLY SIDEFACTORS . .. ... . ... ......
1Thelabourmarket. , . ... .. ..... .......

13 Barningsgrowth . .. ...............
2Capacityutilisation . . . .. .. ... ... ..., ..
3Compelitiveness. . . .. ...

...................................

13
15
16

19
19
20
23
24
25
26

28
29
3
31
31
33
34

37
37
37
38
38
39
40

42
42
44

1999 » QUARTERLY REPORT ON INFLATION




V. External equilibrium

growth. Prolonged growth in the households’ financing require-
ment, on the other hand, however, cannot be expected. Thus, in
the event of acceleration of economic growth, the deterioration
of the external equilibrium can only be stopped by improving the
general government’s savings position. The net financing re-
quirement of the general government in the first quarter was
markedly worse (—6.9%) than the envisaged position in the bud-
get for the year (-2.2% of GDP operational deficit).> The commit-
ment o the deficit determined in the budget would ensure that
the general government generates significantly smaller external
financing requirement in the remaining period of the year and
thus the financing of the general government on a yearly basis
would involve external sources up to a similar level as last year.

The extra deterioration in the general government’s position
in the first quarter is reflected as an additional source for the pri-
vate sector — especially for enterprises, The transitory character
of the deteriorating position of the general government is con-
firmed by the observation, that despite the additional sources the
private sector has not modified its consumption and investment
targets, instead it has increased net savings. Thus the economy’s
external position was not influenced by rearrangement between
income owners.

The position of enterprises was also affected by the fact, that
no profit repatriation took place in the first quarter of 1999, thus
reinvested profit added to enterprises’ gross savings. This cannot
be considered a steady source,’ however. Taking into account
fast year's improving enterprise profitability in the whole year, at
least as high an amount of repatriated profits is expected as in
1998, .

Itis not easy to judge the development of business sector prof-
itability because it was influenced by the transitory factors men-
tioned above (extra sources from the general governmentand no
repatriation of profits). We foresee some deterioration in profit-
ability, as last year those companies, that are net exporters, were
able realise an additional profit because of a transitory real de-
preciation of the forint, which is not expected this year. Profit-
ability is also less favourably affected if sales opportunities turn
out to be weaker than assumed and enterprises cannot adjust
their current costs accordingly.

Investment activity increased again at a rate that exceeds GDP
growth, although it fell short of last year's unusually high level.
The decline in capacity utilisation and the expected deterioration
in profitability make a surge in investment demand unlikely even
if aggregate figures do not indicate that the market and income
positions of the economy’s sectors are different. In the remaining
period of the year those sectors that are less sensitive to the busi-
ness cycle may enjoy further increase in investment demand.

Households’ financing capacity increased by almost 2% of
GDP compared to the same period of the previous year. This is
partly atiributed to the effects of the pension reform in 1998
which initiated a reallocation between different forms of savings.
But the fact that the increase of consumption remained below the

3 The position of the general government (halance according lo GFS method-
ology less privatization receipts) is on a cash-flow base, This implies that shifts
and overlaps between quarters and yearly corrections can considerably alter
seasonally specific values,

4 The repatriation of dividend income has no clear seasonal pattern, therefore
we cannot filter out this effect,
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V. External equilibrium

_i_)é._v_eh_)pmen_t of net financing régui_l'gmént and the
Ll current account in p.c. of GDP (se_a_sonqlly adju_s_t_e_d)_ i

CS.DM IS P MIS DM
1998 D99

I Net savings position

#the current account is the indicator of the saving-investment
E balance of an economy. The saving-investment balance,
however, defines a theoretical current account; the gap between
domestic savings and investments is more appropriately called
net financing capacity or requirement.’ This figure is different
from the one compiled on the basis of balance of payments statis-
" tics® but better reflects the changes in the economic agents be-
haviour that determine the future development of the external
position, - :
The net financing requirement of the economy in the first
quarter of 1999 was equal to that of the same period last year.
Taking into account that the deterioration of the external posi-
tion became significant from the second quarter of the previous
year, the development of external financing this year indicates a
stabilisation of the external position, This is mainly attributed to
the private sector, the financing requirement of which has de-
creased. Meanwhile the position of the general government has
worsened. The development of these positions, however, was
influenced by unique factors which are not expected to occur
again this year: therefore, on an annual basis the sectoral compo-
sition of the external position will significantly differ from that
which resulted from a quarter with transitory effects. On the
grounds of the developments in the fitst quarter we conclude
that the increase of the external financing requirement did not
continue, due to a lower growth rate in the private sector. On the
one hand, the increase of the financing requirement on the part
of the business sector is a naturdl by-product of economic

' Similar to our previous Report on Inflation but in contrast to earlier NBH pub-
tications the positions of economic agents are now given in operational (1. e.
net of inflation) termsso they are now in more easily understandable connec-
tion with real economic decisions that determine the changes in them. While
earlier the compensation for inflationary depreciation on net financial wealth
was recorded as income or current saving, in the present setting only interest
revenues in excess of inflationary compensation are regarded as income, and
oniy the part of net financial wealth in excess of inflationary compensation is
regarded as saving, .

The difference between the published and the theoretical current account is
due to the fact that the Hungarian balance of payments statistics still uses the
cash-flow approach, Le. it does not record transactions between residents and
non-residents which do not involve actual payments, while there might be
cases, when it records flows that in economic terms should be labelled revalu-
ations. Inaddition, some difference can be attributed to time lags between real
transactions and concusrrent payments. The shorter the observed time interval
the greater the relative shift and difference between data compiled on accrual
and cash-flow basis, This is clearly shown in the quarterly data for the current
account from the balance of payments statistics and the net external financing
requirement which Is on accrual basis,
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Summary

The main goal of the National Bank of Hungary is toreduce inflation permanently 1o the level of
inflation in the European Union. In an environment characterised by low inflation, interestrates are
predictable and moderate. This facilitates long-term, rapid economic growth.

Inflation declined substantially in 1998. Economic growth accelerated, accompanied by a
deterioration in the current account. Over the first five months of 1999, the external imbalance
stabilised, while the reduction of inflation continued. This correction was caused by a slowdown
in the growth of private sector demand. Atthe same time, in the first quarter of the year public sec-
tor demand continued to grow. There was no shift towards a macroeconomic path which would
ensure sustainable external position even at a higher rate of economic growth. :

The rate of inflation continued to decline in the first quarter of 1999, Following 10.3% in
December 1998, the twelve-month growth rate of consumer prices averaged 9.5% in the first
quarter, and 8.9% in May. This was the first time that consumer price inflation reached single-digit
levels since 1987.

In the view of the National Bank of Hungary (NBH), there are three main factors that in-
fluence the inflation rate. These factors are continuously monitored by the Bank. Aggregate
demand and supply are among the most important factors for achieving sustainable disinfla-
tion. The second factor is inflationary expectations which play a significant role in pricing be-
haviour and nominal wage negotiations. The third component is imported inflation which is

the sum of foreign inflation and the change in the exchange rate of the forint, These three compo-

nents determine the trend of inflation. The inflation rate is, of course, influenced by idiosyncratic
factors as well, such as tax changes or supply shocks causing one-time shifts in the price level.
Among the determinants of inflation, #mported inflation, demand-supply conditions,
and supply shocks — considered as exogenous to monetary policy — supported the decline in the
growth rate of domestic prices in the first quarter. In the category of regulated prices, price in-
creases substantially exceeded the inflation rate, raising it by nearly 1 percentage point. The in-
crease in consumption taxes at the beginning of the year also had an unfavourable effect. The
scope of disinflationary monetary policy was restricted by slower adjustment of inflationary ex-
pectations to the significantly faster-than-expected decline of inflation last year. This was re-
flected in budget revenues which were lower than expected and in high nominal wage growth.
Due to the composition of demand and the significant expansion of capacities in the services sec-
tor, inflationary inertia resulted in a less favourable external position, and affected the path of in-
flation only to a minor extent. :
Imported inflation is influenced by three factors: changes in the inflation rate of Hungary’s
main trading partners, world prices and the reduction in the devaluation rate. The decline of for-
eign exchange import prices continued at the beginning of the year. As a result of the declining
prices of energy products and commodities ~ due to the slowdown of world growth — trading
partner countries were characterised by low inflation, Moreover, in several countries industrial
products prices declined. There was a break in this trend, however, in March, and along with the
rise in oil prices, inflation increased in the main trading partner countries of Hungary. The aver-
age rate of inflation in these economies is expected to be 1% higher by the end of 1999, Domestic
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Summary

inflation was also influenced by the increase in oil prices. The stronger growth of foreign ex-
change import prices also has an inflationary effect. This effect, however, will be offset by other
factors influencing domestic inflation, such as the decline in the growth of domestic demand and
the expansion of capacities in the services sector. All in all, the inflationary difference against the
country’s main trading partners has further declined in 1999 so far, and amounted to 7.9%ata 12
month basis in May. Along with the decrease in the inflationary difference, the rate of devaluation
was also reduced thereby decreasing imported inflation.

The exchange rate retained its role as a nominal anchor. In March and April, however, the in-
flation rate for industrial products, which are most strongly disciplined by the exchange rate,
somewhat exceeded the annual depreciation of the forint. This can be attributed mainly to the
rise in imported inflation, but increased exchange rate volatility may have also played a role. The
growth rate of prices of market services, which are not directly influenced by the nominal ex-
change rate path, moved closer to that of industrial products. This reflects favourable develop-
ments in aggregate demand and supply.

Developments in aggregate demand and supply were strongly influenced by the
slower-than-expected external demand. Uncertainty concerning prospects for future exports
also increased. Unfavourable export developments reduced domestic demand in the private sec-
tor as well. The change in the growth of domestic and foreign demand components (4.6% and
10.7%, respectively) led to slower GDP growth. According to our estimates, real GDP growth was
3.8% compared to the same period of 1998.

As far as the different sectors of the economy are concerned, the reduction in private sector
demand growth mostly happened in the corporate sector. Demand in the household sector in-
creased at a rate similar to last year, while there was a substantial rise in public sector demand.
Due to the fact that growth in household consumption and investment was lower than income
growth, the external position was at a similar level as in the first quarter of last year. Taking into ac-
count that the significant deterioration of the external equilibrium position of the country, which
started in the second quarter of 1998, external position figures in the first quarter of 1999 can be
considered as signs of stabilisation. However, we must be cautious, since developments in the
first quarter were influenced by one-time factors that cannot be counted on in the remaining part
of the year. Therefore, long-term tendencies of the economic process cannot be forecasted based
solely on the changes in the first quarter. The following conclusion, however, can already be
drawn: the signs of overheating which characterised the first three quarters of 1998 have become
less pronounced over the last two quarters. '

Macroeconomic developments were influenced most strongly by changes in economic
growth in Hungary’s trading partners, Demand grew slower in the European Union, and the
economy slipped into recession in the majority of Central and Eastern European countries. The
commodities and food markets were characterised by surplus supply. In addition to these devel-
opments, uncertainties concerning future economic growth also increased due to the war in
Kosovo and political changes in Russia. These unfavourable effects were mitigated by the fact
that the slowdown of economic growth in Western Europe has not been felt in private consump-
tion yet, i.e. it has not restricted Hungarian exports. The 10.7% export growth experienced in the
first quarter of 1999 continued to be the engine of economic growth.

The private economy reacted flexibly to changes in the business cycle position. In the corpo-
rate sector — unlike at other times in Hungarian economic history — current expenses rapidly ad-
justed to the expected growth in revenues. In the manufacturing industry inventory growth nor-
malised following the outburst of the Russian crisis (though government intervention also played
a role in this). Nominal wage growth (15.2%) in the private sector declined at a higher rate than
previously, along with the faster reduction in inflation. But even this lower rate of wage growth
may generate cost inflationary pressures due to less favourable sales prospects than expected.
Employment continued to grow at the aggregate level, which is a good indicator of the differ-
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IV, Supply side factors

can be observed in March. However, the real exchange rate re-
mained at a more depreciated level than it was in the first half of
1998, The fluctuations of this real exchange rate index can be
only partly explained by the movements of the forint within the
intervention band. It can be seen that the appreciating trend of
the index adjusted for the within-the-band movements broke in
the first half of 1998 and this index depreciated in the second half
of 1998 as well. This depreciation was reverted in the first quarter
of 1999 and the level of real exchange rate almost approached
the level of a year earlier.

The volatility of the index adjusted for both the cross ex-
change rate and the within-the-band movements is much smaller
than that of the other indices. A slight depreciation of this index
can also be seen in 1998. This reflects that the differential be-
tween the weighted average of our main trading partners infla-
tion and Hungarian inflation decreased at a faster pace than the
rate of devaluation. This phenomena did not change even after
the reduction of the rate of crawl in January this year.

The real effective exchange rate based on unit-labour costs®
presents a different picture of the competitiveness of the Hungar-
ian economy. The capital intensity of Hungarian manufacturing
is growing at a faster pace than that of our main trading partners
during the transition, Thus, the share of profit in income in-
creases continuously. Consequently, it is worth mentioning that
over the longer run a real depreciation is expected for the unit la-
bour cost based real exchange rate. However, evolution of capi-
tal intensity and hence the equilibrium depreciation of the
ULC-based real exchange rate can change year after year. Con-
trary to the CPI-based real exchange rate, the differential be-
tween the rate of crawl and relative unit labour cost was higher in
1998, but not significantly different (6%) than the average of
1996-97. Hence, nominal rigidities in wage formation reinforced
the policy of cautious reduction in the rate of crawl.

According to the evolution of the ULC-based real exchange
rate index adjusted for the within-band movements, competi-
tiveness remained stable in the first quarter of 1999. However, it is
worth mentioning that without the reduction in social security
contributions the stability of competitiveness would have turned
into a deterioration of competitiveness in manufacturing this
year.

% Unlike to our previcus Report we do not analyse the evolution of the unit la-
bour cost based real effective exchange rate calculated with gross output, be-
cause the two measures behaved very similarly in the latest period. The unitla-
bour cost based real exchange rate calculated with value added in manufactur-
ing is not as much biased when changes in vertical integration take place.

Real exchange arte of the forini based on uanit lsbor .
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IV. Suppiy side factors

Share of firms with a shortage of capacities in the
manufacturing*

Per cent
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ties, Our data show that these tendencies continued in the first
quarter of 1999 as well. Locking at short-term prospects, expec-
tations of the firms have deteriorated compared to the same pe-
riod in the previous years. This is supported by the observation
that, compared to the Iast quarter, there was a drop in the number
of firms indicating capacity limits as a constraint on their cutput
accompanied by a sharp jump in the number of those mention-
ing insufficient demand (from 58% in January 1999 to 71% by
April 1999). :

3 Competitiveness

~the real exchange rate of the forint was significantly affected
by the fluctuation of the nominal exchange rate in the first
quarter of 1999,

1. Although in March the forint depreciated to the central par-
ity of the intervention band, in May the forint reached the stron-
ger edge of the intervention band once again. Consequently, the
forint appreciated within the intervention band on average in the
first quarter of 1999. ‘

2. In the beginning of 1999 the euro depreciated by more than
10% against the dollar. Due to the fact that the weight of the dollar
in the currency basket is higher than in that of the weightin man-
ufacturers trade, this led to an appreciation of the real effective
exchange rate of the forint.

3. The depreciation of the forint following the Russian crisis
last autumn was a temporary phenomena and the correction of
this transitory real depreciation is expected to occur this year.
The real exchange rate would return to its 2-3% annual real ap-
preciation trend by the end of this year.

Because the movements of the real exchange rate were so
strongly influenced by the cross-exchange and the
within-the-band fluctuations, it is useful to analyse both the tradi-
tional real exchange rate indices and other two 1nd1ces calculated
with other methods;

— Since the fluctuations of the forint within the intervention
band do not affect the competitiveness of manufacturers in
the longer run, we have filtered out the effects of the move-
ments of the forint within the intervention band and calcu-
fated the adjusted real effective exchange rate indices.

— Although the NBH and the government take into account
the effect of cross-exchange rates when determining the
rate of crawl and exchange rate policy, movements of cross
exchange rates are not closely linked to monetary and ex-
change rate policy.! Thus, we have filtered out the effects of
the fluctuations of the forint within the intervention band
and the effects of the cross-exchange rate movemerits when
calculating the third type of real exchange rate indices.
These indices compare the relative inflation rates and the
rate of crawl,

The real effective exchange rate of the forint based on con-

sumer prices appreciated in January while a slight depreciation

* As of 1 January 2000 the curreacy basket will only contain euro, Hence, the
effect of cross-exchange rate fluctuations:will be diminished because this bas-
ket would be closer to the currency structure of the external trade of manufac-
turing.
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ences in the market position of different firms. On the whole, the profitability of the corporate
sector at the aggregate level deteriorated only to a small extent.

Investment demand growth also slowed in the corporate sector. Investment in the overall
economy grew by 6.4% compared to the first quaster of the previous year. The growth of corpo-
rate investment was only a few percentage points higher than this at most, which is a considerable
deceleration compared to the corporate investment growth of more than 20% seen last year.
Compared to the same period last year, investment activity stagnated in the manufacturing and
tangible services sector which represented the engine of investment last year, and even declined
relative to the peak investment period — the third quarter of last year. The future dynamics of in-
vestment activity are the most uncertain item in forecasting GDP-growth and the external posi-
tion. Investment demand is influenced by the fact that the ratio of investment expenses to GDY in-
creased in 1998, Despite its improving profitability the corporate sector was only able to finance
this high level of investment by further borrowing. The lower-than-expected growth of current
revenues may cause solvency problems for certain firms. Declining capacity utilisation due to de-
creasing demand also points towards reduced investment activity. The drop in investment due to
business cycle reasons may be partly offset by an increase in investment which is not sensitive to
business cycle influences, e.g. in the telecommunication and energy industries.

Household consumption growth also declined relative to the second half of last year. Al-
together household income increased by 3.5-4% in the first quarter of the year. In areas where the
adjustment to the decline of inflation in the second half of 1998 was slower, real income grew
faster (certain transfer income, wages in the public sector), while in the private sector the growth
of (net) real income was lower, The growth of household consumption was slower than that of
disposable income in the first quarter of the year, but was still a considerable 3.3% according to
our estimates.

The main reason for consumption growth bemg slowerthan income growth is the expansion
of household investment. Due to the introduction of VAT refund, household investment is ex-
pected to increase in 1999. The first signs of this were already seen in the first quarter of 1999: de-
spite the bad weather at the beginning of the year, household investment grew by approximately
10%. Changes in income distribution might also have contributed to the decline in the propensity
to consume. The introduction of the new family subsidy system led to a delay in the disbursement
of the new subsidies, and some low-income earners were negatively affected by the change in

“the tax system. The reduction in the demand of households with liquidity constraints was also re-

flected by the fact that in the first three months of 1999, demand for consumer durables fell con-
siderably. In the year as a whole, consumption is expected to grow at a similar rate to income.,
The public sector increased its demand by 2% of GDP in the first quarter of 1999 compared to
the same period of last year. This deterioration can be explained partly by temporary factors and
partly by the reduction in inflation and consumption growth. The loss of revenues due to lower
inflation, however, was partly offset by a reduction in government expenditure amounting to
0.4% of GDP, The fulfilment of the 4% deficit criterion stated in the budget would ensure a reduc-
tion in public sector demand for the rest of the year; thus, for the year as a whole, the public sector
would have no surplus demand effect exceeding the macroeconomic program.
~ Asa result of last year’s spectacular investment activity, domestic supply increased sub-
stantially, and capacities expanded as well. At the same time, the growth of industrial produc-
tion declined, hence the high capacity utilisation seen earlier in the manufacturing industry
showed a decreasing tendency over the last two quarters. Business sector surveys indicate that
the share of firms suffering from lack of capacity has also declined. The utilisation of potential
workforce, however, increased as a delayed effect of last year’s economic boom. Following the
jump in employment at the beginning of 1999, the unemployment rate fell close to 7%. Although
wage growth in the services sector excluding commerce, which produced wage inflation far ex-
ceeding average wage growth, declined (to 16.8%), the danger of bottlenecks in the supply of
white-collar workers still remained. Wage growth was outstandingly high in the public sector
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(21.7%). However, public sector wage growth will subside by the end of the year, since the cur-
rent indicator is distorted by the fact that pay rises were carried out in different periods of 1998
and 1999,

Growth in domestic demand, which has been lagging behind GDP growth only to a small ex-
tent — mainly by the reduction in investment demand growth — contributed to the stabilisation of
the external position. The current account deficit was similar to that in the first quarter of last
year, and an improvement can be observed compared to the lowest point after the beginning of
the Russian crisis. The external financing requirement was the result of private sector savings cov-
ering the increased financing requirement of the public sector, which was also supplemented by
the temporary reduction in profit repatriation. Over the remainder of the year, savings in both the
household and corporate sectors may decline. The increase in the private sector’s financing re-
quirement, however, may partly be offset by the decline in the public sector’s financing require-
ment compared to its position in the first quarter of the year.

Apart from temporary effects, the financing requirement of the private sector as a whole is
largely dependent on the rate of economic growth. As confirmed by the last two quarters, private
sector expenditure adjusts quickly to changes in revenues, therefore a substantial rise in the fi-
nancing requirement can be expected only in the event of a rapid improvement in the business
cycle position, which raises investment and — through wage growth — consumption demand. As-
suming constant expenditures, the position of the public sector experiences opposite changes:
faster economic growth increases buclget revenues and reduces the external financing require-
ment,

Ower the first months of 1999, monetary policy was influenced by the stabilisation of interna-
tional capital markets and the reduction in overheating characterising the economy in 1998.
Along with the further decline in inflation, several dangers emerged, e.g. the jump in the prices of
regulated services and the fast rise of oil prices, which may slow down the rate at which inflation
is declining. Accordingly, in 1999 so far the National Bank has implemented a cautious interest
policy allowing only a slower decline in interest rates than expected by market agents. The fo-
rint’s rate of devaluation has been reduced in line with the decline in inflation.

The most important change in monetary conditions in 1999 is the expected change in the real
exchange rate path. Reductions in the devaluation rate by the government and the NBH lagged
behind the faster-than-expected decline of inflation, Thus, the continuous appreciation of the
real exchange rate experienced over the last years became more moderate in the second quar-
ter of 1998, and turned into depreciation in the middle of 1998, Following the stabilisation of capi-
tal markets in the second half of 1998, the government and the NBH have reduced the monthly
rate of devaluation three times in 1999 by 0.1-0.1 percentage points in order to reduce inflation.
As a result of these measures, by the end of the year the real exchange rate will approach its path
of the previous years which was characterised by appreciation. The announced devaluation of
the forint’s exchange rate will be only 6.5% in 1999, as opposed to 10.5% in 1998.

- Caution with the reduction of the devaluation rate can be justified by inflationary expecta-
tions failing to follow the faster-than-expected decline in inflation. Higher wage growth arising
from higher inflationary expectations may lead to rising cost inflationary pressures and a further
deterioration of the external position. Hence, the stickiness of inflationary expectations may have
halted the disinflationary process. In order to prevent this, economic policy tried to be more ac-
tive in influencing inflationary expectations than before: the simultaneous announcement of the
two reductions in the rate of devaluation made it easier to predict the nominal path of the econ-
omy for a significantly longer period of time than previously was the case.

In a crawling exchange rate system, the forint interest rate level is determined by the sum of
the announced devaluation rate, expected intraband changes in the exchange rate, foreign inter-
est rates and by the required risk premium. Therefore, the real interest rate level is largely de-
pendent on the real exchange rate path determined as the difference between the inflation differ-
ence and the depreciation of the forint, Last year’s real depreciation led to outstandingly high do-
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EV. Supply side factors

A correction for the effect of deferred public sector
13 month payments

Although we do not know exactly how widespread it was in
_the public sector at the end of last year o defer bonus pay-
‘ments to the first months of this year, in what follows we try to
control for its effect on our wage inflation indices. The ratio-
nale behind this is that the demand effect of bonus payments
does not necessarily occur at the time employees actually re-
ceive them but when they take it for granted that these bonuses
will be paid ocut soon. That is, if public sector employees ex-
pectedthese bonus payments at the end of last year they might
have incorporated them into their consumption (or saving,
etc.) decisions — provided they had no tight liquidity con-
straints - even if those payments had not actually arrived be-
fore this January;:"
< Technically, we are ab!e to correct for this effect because of
the peculiarity of public sector wage adjustments: wage levels
_usually change only one or two times a year, so even aggregate
level quarterly data allows us to observe the average “deIC
monthly pay. With this at hand we know how much the 13"
‘month pay should have been, so we can calculate to what ex-
“tent it could have been deferr ed from the end of last yearto the
first quarter of this year. Our computations show that deferring
bonus . payments was relevant for the public administration,
- social security, defence and education branches of the pubhc
sector.” We “have ‘corrected wage growth indices in these
branches only by assuming that the bonus payments were
‘paid out in the fourth quarter of last year instead of this quariet.
“The resulting public sector and also national economy average
‘wage growth indices of our hypothetical couecﬁon are shown
'm the table beiow s :

A\lerage waue gruwlh Indices whan aonimilmu for deferred 13"
: mnnlh paymnms in two pubiin seclor branches -

o S Percent
U Publlcadmlnlslratlon soc;al securltyand defence L 1756
Eciucatlon R o Lot i 134
*-Public sectortotat - S 187
: Nationaleconomytotal IR N : 154

We see that correctmg for deferred bonus payments lowers
the 1999 first :quarter. average ‘wage growth index to 15.4%
“from its uncorrected 16.8%. What is more important, instead of
N t_he: extraord.m_ary o_:;gmal__ figure of above __20%_we_hav_e abetter
‘looking 15.7% average public sector wage growth index,

_Percent
o

1999 Indices have been simply attached to the end of the sevfes. The “Olier privite -
C.servicesT sector consists of private services exclsding retail and maintenance, Le.::

-'ldecmlmlumLltiuna anuil activities, real

2 Capacity utilisation

verage capacity utilisation showed a declining trend in the
l%ﬁrst quarter of 1999, similar to last year. This is due to the in-
terplay of many factors, Apart from an increase in capacity levels
there has been a stowdown in production since the last two quar-
ters of 1998, due to a decline in domestic and external demand.
Presumably, there is still a gap between the capacity utilisation of
domestic firms and those operating in customs-free zones due to
the better export performance and opportunities of the latter
group. (Note that these firms, apart from some, are not covered
by the Kopint-Datorg survey used in this section.)
In 1998, while average capacity utilisation declined, there was
a sharp drop in the share of firms facing a shortage of capacity
and a slight rise in the share of those indicating surplus capaci-

: _'Af_é_f_éigé: capacity l.;t:il__is'a'tioh in lhanﬁfac't}ii:irl:'g‘ :

.' ‘;easomll)

Wage inﬂation in the private and in ‘the public sector* l
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V. Supply side factors

Development of the unemployment rate*

Per cent
13
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Ql
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1959

! Seusonally adjusted series; unemployment accordding o the ILO definition in a

compurable structure,

Development o1 waga inflation by industry*

Per cent

1998 1099
) - ol L 62 ;03| 04 o104 O
Agriculture, fishing, forestry 16.8 1661164 16.1| 165|145
Miniag 2361106 51| 59111.3]13.6
Manufacturing 194[18.1(172|166{17.8: 158
Flactricity, gas, heat and water supply | 20.8 [ 19.9 | 18.7 1 17.7 [ 19.3 | 156
Construction 189|168 | 15.1 1 14.1}16.2{13.7
Retail, maintenance of road vehicles,
repairs 17.6:16.9}16.6:16.5{16.9|14.0
Accommodalion services, catering 13.9:13.3/13.0126; 13.2 | 141
Transportation, storage and telecom-
munications 21071215 (214|213 21.4 [ 14.1
Financial activities and supplementary,
services 67 1261(2561252(25,9}19.0
Real estate and business services 26.830.9(32.0:31.9]30421.8
Pubiic administration, secial sscurity
and defence 117.9:17.8  18.6]18.2 18.0(23.2
Education L. 12641238:19.6(158{214]22.7
Heaith and socizl care 2061957154 | 94 [16.2 159 -
Othes communal, sociat and personal : ‘ '
services ©oet 0 |116.6 ) 16.5 [ 5.7 [ 14.3 [ 168 11.7
National seonomy lotal 20.3 (194 {18.2[17.0[18.7 1 16.7 ¢

* NBH cateufation, For 1998 data refer to enterprises with over 10 employees. white tha 1999
viags inflaticn indices refar to enterprises vith over 5 emplovens. For 1998 Indices are based
on seasonally acjusted data. while for 1999_1l|ey are basad en original q‘ata. A

Development of wage inftation in selected sgctors o

in the first quarter of 1999

fthe economy -

Per cent.

16.7

Total national economy
Private secior 15.2
Manufacturing 150
Retafl and repairs 4.0
Other private services 16.8
Public sector 212

public administration, social security and defence sub-sector be-
hind the overall decline in employment. This employment
growth is mainly due to new hiring in the fields of public security,
and law and order.

1.2 Unemployment

The CSO household survey shows a continuing decline in unem-
ployment in the first quarter of 1999. The unemployment rate has
decreased to 7.1%

As we discussed in the first Report on Inflation (November
1998), labour market bottlenecks may emerge when there is an
insufficient labour pool in a growing economy. We, however,
have no data for the first quarter of 1999 to distinguish groups
within the unemployment stock that might form the so-called
“effective” unemployment category. Our latest data (for the last
quarter of 1998) show no change in the situation discussed in the
first Report: the unemployment rates for the short-term unem-
ployed or those with a higher education continue to fluctuate
around the frictional level.

1.3 Earnings growth

According to the CSO institutional survey, average gross nominal
wages increased by 16,8% year on year in the first quarter of 1999,
implying average real wage growth of a 6,7%. This surprisingly
high wage dynamic could partly be explained by very high pub-
lic sector wage growth due to one-off factors distorting our year-
on-year index upwards (see more on this in the box below). As
expected, earnings growth in private sector industries followed
the decline in the rate of inflation yvielding average nominal
wages indices in the range of 13-15%.

However, the methodological changes by the CSO in 1999 in
reporting wage data have made analysing earnings develop-
ments very complicated. Among other changes, probably most
significant change is that while last year we had wage data foren-
terprises with over fen employees, from January 1999 data are
published for enterprises with over five employees. That is,
though earnings indices are based on a consistent sample we
have no comparable wage level data for this year. As a result, at
the moment we are not able to seasonally adjust our wage level
data, so we have to rely on the simple year- on-year indices (with
composition effects still being controlled for in our wage infla-
tion measure). '

The wage inflation figures confirm our previous expectations:
apart from the public sector the steady decline in the pace of
nominal wage growth has continued. In the public sector, the
extraordinary year-on-year wage index is a resuit of an upward
bias due to longer-run payroil adjustments made in one step this
year and also to bonus payments deferred from 1998 to this
January.

As deferring bonus payments (especially 13™ month pay)
from December to the following January was more widespread
last year than in 1997 — especially for public administration, so-
cial security and defence employees — this induces an upward
bias in our year- on-year index (see box for a plausible correc-
tion).

38

NATIONAL BANK OF HUNGARY

Summary

mestic real interest rate levels in the second half of the year, As a result of the modification of the
exchange rate path this year, forint real interest rates decreased, and by the end of March real in-
terest rates calculated from three-month Treasury bill yields declined to a level of 6%. At the same
time, the risk premium required from forint investments stabilised at a higher level than before
the Russian crisis, at around 500 basis points. Some of the reasons for this were the uncertainties
related to the war in Kosovo and to the development of macroeconomic equilibrium.

Commercial bank lending rates have been following the decline in market interest rates only
slowly. Bank interest rates followed the changes in market rates with a lag in earlier periods as
well. At the same time, the spread between commercial bank lending and deposit rates has also
increased, which may be related to the deterioration in the quality of commercial banks’ loan
portfolio. .

Though there was substantial fluctuation in long-term interest rate expectations in money
and capital markets, they did not change compared to the end of last year. Although market
agents favourably changed their expectations regarding the future path of interest rates following
the end of the Brazilian crisis, less optimistic perceptions of the macroeconomic equilibrium po-
sition of the Hungarian economy and the Kosovo conflict induced a rise even in long-term inter-
est rates. In this period, there was increased uncertainty not only regarding future developments
in the exchange rate of the forint butalso in respect of the future path of interest rates as well.

An interesting phenomenon observed last year was that — while there was a significant fluc-
tuation in money and capital market agents’ demand for forint denominated assets -domestic real
economy participants further increased the share of forint denominated assets in their portfolio.
The growth of narrow and broad monetary aggregates exceeded nominal GDP growth. The real
value of the narrow monetary aggregate, M1, exceeded its value in the first quarter of 1998 by 7%,
while the real growth of the broader M3 aggregate was 8.1% for the same period.

The undesired growth of money demand may have an inflationary effect in the long run
through higher household expenditures directly or indirectly through the worsening of the exter-
nal position. Therefore, monetary policy is closely monitoring the growth of these aggregates.
Our analysis so far shows that desired components have had a more dominant effect in the
growth of money balances. The increase in the narrow monetary aggregate is justified by the
lower opportunity cost of money holdings, due to the decline in inflation, thus households de-
vote less energy to optimising their money holdings. Institutional changes have also contributed
to this process, as the introduction of cash withdrawal fees has led to higher cash holdings. The
growth in broader aggregates can also partly be attributed to a portfolio reallocation effect,
Households have shifted away from non-bank investments because of the increased uncertainty
of stock exchange yields and the higher real interest rate level of bank deposits. The demand for
monetary aggregates was also increased by this portfolio reallocation.

Total corporate credit demand was not influenced significantly by the slowdown of eco-
nomic growth and the higher real interest rate level of the last period. There was, however, a shift
in the composition of credit. The share of foreign borrowing increased, which can be explained
by the fact that a considerable part of the corporate sector is naturally hedged by its expected ex-
port revenues against the exchange rate risk of foreign exchange loans. The continuously high
growth rate of the credit stock may be related to a potential rise in the demand for working capital
loans by businesses facing financial problems due to the change in sales possibilities. At the same
time, investment credit demand could decline. In this case, however, there should be a shift in
credit demand towards shorter maturities, In reality, the shift in credit composition was exactly
the opposite: long-term loans continued to expand dynamically, while growth in working capital
loans declined. Thus, developments in corporate financing show no signs of a significant slow-

down in investment demand.
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. 1997 1998 ) 1399
o | @ 0z o Lo e | o o
. Growth rate (at consiant prices)
R ; ' Change over the same period of the previous year (%)
GDP* S . 2.2 45 | 55 55 45 51 5.6 5.2 38
of this: demestic absorption o ’ 39 44 5 5.2 36 9.0 11.1 83 4.6
il = tinal consurmption : : : 0.8 2.8 27 33 2.8 3.8 4.1 57 35
_.i- -=househald consumption ., . .. -0.8 24 2.2 .27 2.8 4.1 4.4 6.1 33
Clinvestment - ' 22.0 0.8 56 8.7 8.7 26.1 305 13.0 86
SRS fiked Tvestment S o i : 44 14.6 14.3 5.3 7.0 12.7 18.1 8.2 6.4
Coexpor (GDPY) L : 19.0 245 28.8 275 20.0 176 125 95 10.7
“import (GDP) 226 24.4 245 254 | 251 255 M5 | 161 118
Real effeetive exehange rale index** '
-0 producer price basis R ~8.2 -5.5 4.6 =20 0.6 2.4 5.2 71 5.3 ) 1 me labour
- Onunit labour cost basis (en value addsd basis) -1.5 2.0 -0.2 -0.4 23 6.1 9.2 9.0 6.0 market
- On unit lahour cost basis (on gross outpat basis) 1.3 2.1 43 32 5.5 77| 103 10.8 7.5
‘Defigit ~l : : ' asa % of GDP , g .
‘Balance of the budget (cash flowbasls)*** . 53 38 6.0 -42 7.8 29 40 47 | -119 Fﬂ a business cycle context, labour market developments, in
Primary balance of the budget* ** 45 [ 33 12 3.4 19 1.6 2.3 0.8 -1.5 Aparticular changes in stock figures, act as lagging indicators,
RS R ST . in bittion £SO i i i
' i tend to follow cyclical developments in GDP or
Currentaccount - - S 0.5 -0.3 0.1 ~0.3 -04 -0.5 -0.4 -8 -0.8 That S"‘.they . cyciica o P h h
Foreign diract investment {net) 05 0.3 03 06 03 05 0.2 0.4 03 production. In the light of this it is not surprising that we see the
Saving rate’ (%) R o 84 9.1 10.7 126 8.8 e | 17 10.2 94 favourable labour market developments of the last year acceler-
Unemployment rate ** (%) . - o 93 &1 8.7 83 8.0 7.9 7.7 75 71 ating in the first quarter of 1999. Over the first three months of
Gr_;(;ss avarage(ijlchoilrl‘le per capita *** '1 . . o ’12 v 1 1 n 181 155 s 1999 the significant drop in unemployment was accompanied
. (same period of the previous year = 100%) 257 . . . 21.2 ! . . k L
Net avarage Incorme per capita inreal terms" .- o _ !)ya sharp rise memploymelnt. ’.Ihesedeveloprpentslalje refie:cted
. (same perioct of the previous year = 160%) B.4 47 4.2 5.0 32 3.3 4.2 4.2 a in the 1.2% year-on-year rise in the economic activity ratio as
T well.

* MNB estimates. .

“** PosHive figures indicate real deprecialion; nemina! exchange rate irdices are caleulated with markel exchange rales [rom 1995; deflators refer o the manufactuzing industry.
~** Eslimated values, as there are no appropriate quarterly data for municipaiilies,

* Net financial savings of houssholds &s & percentage of tofal household income, (Net financial savings de not include the sum of revatuations dus to exchange rate changes and olher factors.) :
' Based on the labour marke? suivey of the Cenlral Statistics Office, according to 10 standard, unemployed parsons as a percentage of the aclive populalion, ssasonally adjusted data, 1 1 Em 10 ment
-t Central Statistics Office data, average Income of fali-time employees in 1he public sector and at businesses employing more than 5 persons untit 1998 and more than 19 persens front 1999, Therefore, tie 1339 . p Y

data can only he compared to earlier data o a limited extent,

The CSO household survey data show a remarkable gain in em-
ployment in the first quarter of 1999, Dueto the steady expansion

Main ﬁunetaw ndicaters
R ' of employment last year, employment has grown at an annual

1995 1 1397 | e rate of 3.4%. Even the seasonally adjusted employment data se-
m | e @ 4 IR o ries shows an extraordinary 2.6% rise in employment relative to
e e Change over e same period of the previous year (%) the last quarter of 1998, Technically, this is due to the fact that in
inflation (Consumar priceindex) ¢ . . 188 18.7 18.0 18.4 164, 14.2 12.5 16.3 93 ; . ; :
Producerpiiceindex s o 104 17 195 126 i1 104 b 19 1999 the season.al drop in empfoggmer?t usually seen in the first
Devaluation rate of the forint’s central parity ; - - : - 187 ¢ 153 14.7 14.0 12.9 2.2 114 10.3 9.4 quarter (usually in the range of 2-4%) did not take place. Thusthe
T R . ) ' Real growth of monelary aggregales* resulting extraordinary employment growth may partly be ex-
: . Change to the same period of the previous year (%) plained by the lagging nature of employment developments, but
“?‘? g‘i _ 33 ":g ;? gf gg g'; H also as a one-off positive employment shock,
02 40 | oo 10 | 23 | 40 46 Y a0 Due to the sharp rise in employment this quartet, the employ-
54 64 1 71 7.0 9.3 ai 91 | 80 9.8 ment ratio(for those aged 15-74 years) has reached 48.5%, a fig-
o ' 21 Real growth of banking Sector credit* ure not seen since 1994,
BRI O e e ., Change to the same period of the previous year (%) : , The CSO institutional labour market survey collects data for
-Corporate sector foreign + domestic .~ 5.5 7.4 9.5 6.7 8.2 8.5 9.1 13.3 7.9 . . ith - fi I dall publi .
Corporata sagtor domestic i Dy e ol 240 w1 | 70 | W2 | 161 | 182 97 | 13 , enterprises with over Hive employees and all public sector institu-
Hougehold ool chi T L T ) 988 | =206, | 147 | —132 - | ~114 -24 2.4 04 107 tions, These data also show strong 2.2% year-on-year employ-
e . C Interest rates (%)* . ment growth in the first quarter of 1999. Employment in the pub-
.-ggfrs_f"TfEP[! ‘?ﬂﬁbfﬁf)"“‘*.-_._-. T 231-5 4 2075 fgﬁ? . 12-25 18-1875 180 1;322 12-7? 1;[’;2 lic sector is falling slightly, while employment in the private sec-
290sgday Treasury bill -0t foe el s s a076 Y 20,02 ) 28 88 | 1734 ) 2 . , , o ' .
A2-month Treasury bt i | 007 | 1877 | 19s7 | 1901 | 1913 | 1733 | 174 | 1608 | 1558 tor is growing strongly (3.5%). Looking at the developments in
SyearTreasurybond © | 1673 17.42 18.08 17.97 18.35 16,56 16.23 14.8 3.5 industrial employment, it is again manufacturing that shows the
: Budapest Stock Exchange Index (BUX) 7 = 7a 0 | B4{4 Y| 6795 | 7603 7989 8BSG |- 7806 4571 6308 5490 most significant employment growth (2.7%), dominated by ris-
-Anterest ate premium (bep) ™+ - e 376 | %8 | .28 459 363 363 6rd, | 833 330 ing employment in machine and basic metals manufacturing
::"_: RTINS _ ) : Conversion ferint demand 0, ) i i
‘Conversion USD million - S o 799 | 1816 330 | 248 | 929 |-2s07 | —08 | 358 (above 6%). The 6.1% employment growth in the gnalierf rivate
Net fareign borrowing af the banking seclor *** USD million -182 151 7% | 115 452 8 | 612 | -155 79 services sector is mainly a result of the extraordinary 12% em-
gt corporate borrowing of the corperate secter USD miliicn 60 5 210 25 | 56 87 128 431 17 ployment growth in one of its largest sub-sectors, retail and re-
- Ehe maturly of the passive depost facility was reduced from one month to 2 weeks from January 8, 1939. pairs services, but there was a strong 6.1% employment growth
- ~* interest rate premium: Excess yield on 3-month T-kill invesiment aver the devaluation rate and foreign inlerest rales. The aclual devatuation rate was modified at the official annoancamsnt of the change in the . ) . — s
e, in financial activities and supplementary services as well. In
e eivalisalion reveILgs. ' terms of public sectoremployment there is a steadily expanding

* Including ovaner credit.
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1. Components of aggregate demand
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latter is not substantial, though expenses related to government
services increased by neatly 50% compared to last year, Techni-
cal and culturat services produced the highest deficit within ser-
vices, but revenues and expenses in this category were very simi-
lar to those of last year. As a result, the deterioration of the ser-
vices balance, which started in 1996, continued in the first quar-
ter of 1999.
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L DWeMpmeM of inflation

#he annual inflation rate was 8.9% in May 1999, which is 1.5

Em percentage points lower than the growth of prices in Decem-
ber 1998, The average inflation rate in the first quarter was 9.5%,
i.e. there was a substantial reduction relative to the 11.3% re-
corded for the last quarter of 1998. 1999 was the first year after
1987 when single-digit inflation was achieved.

Over the first months of 1999, the inflation rate of Hungary’s
most important trading pariners declined further. This also had a
favourable impact on domestic prices due to the reduction in im-
ported inflation. Domestic disinflation was further supported by
the development of world prices for commodities and energy
products over the first two months of the year, The increases in
the price of food and fuel, which have significant weight in the
consumer basket, were substantially lower than core inflation re-
flecting the trend of inflation. The rise in the price of crude oil
starting in March affected domestic fuel prices. The change in
commodity prices, however, had a similar influence on the infla-
tion rate of Hungary’s main trading partners as well. The conver-
gence of the inflation raie to that of the euro region continued: at
present the inflation rate in Hungary is 7.9 percentage points

" higher than inflation in the euro region (this discrepancy was still

9.5 percentage points in December 1998).

In line with the reduction in the inflation difference and taking
into account macroeconomic indicators and money market de-
velopments, in agreement with the National Bank of Hungary,
the government reduced the monthly rate of devaluation of the
forint to 0.6% as of January 1, 1999 and further cuts of 0.1 percent-
age points were announced which will take effect on July 1 and
Qctober 1. The annual depreciation of the forint decreased to
7.9% in May, and the rate of depreciation will decline to 6.5% by
the end of the year.

In the first quarter of 1999, the discrepancy between growth in
domestic demand and GDP narrowed. The growth of demand
for durables and investment goods experienced the most signifi-
cant fall, thus, the change was reflected mainly in the slowdown
of the deterioration in the external equilibrium. In the case of
market services, which are not disciplined directly by the nomi-
nal exchange rate, a higher-than-average price increase (12%)
was experienced. However, due to the new capacities intro-
duced last year, the difference in the price increase of this prod-
uct group and of tradable goods declined.

! "The NBH has measured price increases by a new index since July. This index
filters out the effect of changes in prices of seasonal produce (egg, potato, veg-
etables, fruit), solid and tquid fuel (coal, coke, firewood), as well as of petrol
from the consumer price index. The core inflaticn index calculated this way
covers 91% of the original consumer price index.
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Growth rate of prices comparad to the same month of the previous
year aceording to the new classkfication intreduced in 1998
Per cent

Dec. 1998 | Dec. 1998 | May1999 | May 1998,
Intheold | inthenew | infhecld | inthenew
) composition | composition | composition | composition
Cansumer price index 10.3 89
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without feod and fuet 1.3 10.9 10.6 104

Fusl 5.1 51 16.3 13.9
Market determined priced

household fuel - 6.4 - 8.8
Food 6.1 5.2 0.6 -09
Regalated prices 13.0 13.4 14.8 14.9
Services 15.0 13.9 12.6 12.6

Corg inflation 10.8 - 9.0 -

Development of non-regulated prices*
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* Growth rate compared to the same wonth of the previous year.

1. Development of inflation

In addition to aggregate demand, the government directly in-
fluences consumer price inflation through regulated prices as
well. Although the growth of regulated prices has continuously
exceeded the rise of market-determined prices since 1995, itisa
new phenomenon that the price increase of some regulated ser-
vices (e.g. telecommunication, postal services, TV subscription),
which comprise neatly 9% of the consumer basket, exceeded
previous year's value, This resulied in a 0.9 percentage point
higher inflation rate (the average price increase in the rest of the
consumer basket was 8.5%6). The growth rate of regulated fuel
prices was average, despite the slump in world prices, because
this rate includes the effects of price changes carried out !astyear.

The table presented above d1ffers from that in the prev10us
.Repox tinseveral regards “Using detalled data on the consumer
price mdex a new aggregation was mtroduced Wthh ‘in our
' opmlon is'more meanmgful in econonnc telrns and follows

pnce tendenc;es more accuxately : : : i
o Components ofthe difference are as follows
he change in the welghts is pattly duetothe fact that the_ '
enttal Statistics Office introduces hew welghts atthe be-
mmng of each year in order to account for: changes in-
consumer hablts Partly it is the Consequence of the new_'i
“classification’ we have mtroduced D :
_:In th consumer p1 1ce StdEL‘;[lCS pubhshed by the Cenual_

_:' emoved from the food category and placed in the ;
; ] ' £ 1% of the '_

.:w1th 1998 Weights

Cost inflationary pressures continued to be moderate, similar
to previous years. This was partly the consequence of a signifi-
cant decline itn the world price of food and of no change or a
moderate increase in various commodity prices. In the first four
months of the year, gross income increased by 15.3% in the pri-
vate sector. Wages increased to a smaller extent, as a result of in-
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tion —was gradually declining from the first quarter of 1998, fore-
shadowing the significant slowdown in economic growth in
1999, This, however, influenced domestic absorption only to a
lesser extent. Private consumption in the euro region was charac-
terised by an accelerating trend during the year along with a rise
in the consumer confidence index. These developments are
reflected in the retail trade and car registration figures of the euro
region. The reduction in investment activity and export, how-
ever, had a negative impact on economic growth in the region.
This deterioration led to the decline in import demand in the
second half of 1998 despite favourable developments in domes-
tic demand.

The growth rate of Hungarian exports to the euro region is still
high, but the trend is decreasing, In the first quarter of 1999, sea-
sonally adjusted Hungarian exports to the EU calculated in USD
increased by 14.7% relative to the same period of last year (the
rise of exports to developed economies was 16.2%),

Hungarian exports continued to be influenced by the 1998
Russian crisis and the resulting recession in CIS countries. The re-
duction of demand in most countries of the Central European re-
gion harmed the opportunities of Hungarian exporters as well.
Although Hungarian exports to CIS countries did not substan-
tially decline any further in the last six months, they dropped by
61.3% (in USD and seasonally adjusted) compared to the same
period of the preceding year.

Differences in external demand by regions had anasymmetric
effect on the product structure of exports as well. The import de-
mand of the euro region consists primarily of consumer durables
and investment goods.

Thus, the export of equipment and machinery increased dy-
namically, and the export of processed goods experienced only
minor decline, At the same time, however, the export of raw ma-
terials, food, tobacco and beverages decreased significantly be-
cause of the reduction in the demand for intermediary products
as a result of the Russian crisis and the slowdown of Western Eu-
ropean econoinic growth.

Following the slowdown in November-December 1998, the
growth rate of imports increased again in 1999, This was partly
the result of the imporl requirement of growing exports. In order
to distinguish imports related to domestic absorption, imports
have been broken down into product groups such as investment
goods, consumer durables, non-durable goods and other im-
potts.

As the chart of annualised growth rates shows, the accelera-
tion of imports in the first quarter of 1999 can be mostly ex-
plained by the recent increase in demand for investment goods
and durable consumption goods.

The balance of services continued the deterioration which
started recently, despite the fact that the performance of the tour-
ism industry was much better than expected in the first quarter of
the year. However, compared to the same period of last year, ex-
penses in construction services increased significantly, and there
is a considerable drop in the revenues of transportation services
because of the unusually high basis of last year.

'The balance of these two items reduced the balance of ser-
vices by nearly USD 100 million relative to the first quarter of
1998, The USD 50 million improvement in tourism was only able
to offset the deterioration in the balance of other services. The
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. Components of aggregate demand

Main macroeconomic indicators of the eura region
{change relative to the same pariod of the precading year)
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Financing

The SNA-type financing of the general government (including
APV Rt.) was nearly Ft 270 billion in the first quarter of the year.

Only 8% of financing (Ft 22.4 billion) came from selling shares
and other equities. Maturing forex-denominated liabilities and
accumulated interest were more than covered by new issues,
At the same time, forex assets declined by the equivalent of
Ft 9 billion. Thus, the balance of foreign exchange financing
(Ft 24.4 billion) covered another 9-10% of the financing require-
ment. Since consolidated, forint denominated assets hardly
changed (Ft 6-7 billion increase), more than 80% of the financing
requirement was financed by the rise in forint denominated pub-
lic debt.

4 External
demand

f}”“" wo opposite tendencies in foreign trade emerged in the first

quarter of 1999: (1) the growth of exports to developed
economies was still dynamic though less so than in 1998, (2) ex-
potts to the CIS region, which were seriously affected by the Rus-
sian crisis, as well as to CEFTA countries, seemed to stabilise,
though at a significantly lower level than before the crisis. ITm-
ports started to increase again ata higher rate at the beginning of
1999 after the low growth rate experienced at the end of the pre-
ceding year, but the growth rate did not reach the raie observed
in early 1998 due to slower export gr owth and moderate domes-
tic absorption.

In the first quarter of 1999, total customs statistics based ex-
ports amounted to USD 5,714 million, while total imports were
USD 6,348 million. As a consequence, the trade deficit reached
USD 634 million, which is USD 99 million higher than in the first
quarter of 1998.

In order to better understand short-term tendencies, the anal-
ysis here focuses on short-term indicators (month-on-month sea-
sonally adjusted indices), as in our previous Report. The growth
rate of the trend of exports calculated both in USD and in euro™®
exceeded the growth rate of imports over the first three months
of 1999, and the slowdown of exports and itnports at the end of
last year proved to be temporary. The trend of the trade balance
has showed signs of stabilisation since its lowest point in the au-
tumn of 1998.

In 1998 the business cycle position was more favourable than
expected in Hungary's main export market, the euro region (with
Germany as the most important trading partner), which is of cru-
cial importance as far as external demand is concerned, How-
ever, GDP growth — the main indicator of the business cycle posi-

! Figures for the first quarter of 1999 are preliminary, they may change in the
course of the continuous processing of customs declarations.

"* Taking the share of euro region countries in Hunga ry’s foreign trade into ac-
count, the currency basket of the forint will be made up of 100% euro from Jan-
uary 2000, A logical consequence of this step witl be to convert from the pres-
ent dollar-hased statistics to euro-based statistics. In order to make this con-
version easier, our figures will be presented both in USD and in euro.
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creasing employment and declining contribution on wages,
while the costs of employment rose by 21% last year, Taking into
account the development of corporate sales opportunities which
was less favourable than expected and the considerable rise in
oil prices, the danger of rising cost inflationary pressures exists,
despite the reduction in wage cost growth.

1 Imporited inflation

The significant decline of world prices in 1998 played a substan-
tial role in the reduction of the inflation rate in Hungary’s most
important trading partners. Commodity prices other than ofl con-
tinued to decrease as a result of stow growth of the world econ-
omy in the first quarter of 1999, The trend of declining prices is
not expected to continue In the rest of the year. Following their
fowest value in many years, oil prices stabilised at a higher level
in the first quarter, as a result of the supply restriction agreement
in March, as well as the improving prospects of the Asfan crisis re-
gion. In the future, prices for commodities other than oil are ex-
pected to stabilise and a small rise in manufactured product
prices is expected.

Consumer price inflation amounted to 0.8% at the end of 1998,
rising to 1.1% by April 1999 in the euro region. Despite a further
small increase mainly due to world price changes, consumer
price inflation will remain in the 0-2% target zone of the Euro-
pean Central Bank, and is expected to rise to 1.5% by the end of
the year. In economies characterised by slow growth (Germany
and Italy) the risk of inflation exceeding 2% in the foreseeable
future is low. In economies which are in a more advanced phase
of the business cycle (Spain, Portugal, Ireland and the Nether-
lands), however, the growth of consumer prices already reached
or exceeded the upper limit of the target zone by the end
of the first quarter. No significant inflationary pressure was
experienced in France despite the favourable economic expan-
sion. By the end of March, there was no sign of renewed inflation
in the American economy which continued to grow rapidly
(4.1% growth in the first quarter). However, as a result of changes
in external conditions and high production factor utilisation, in-
flationary pressures may arise later, The likelihood of this possi-
bility is increased by the high level of the inflation rate in April
and May. Continuing the trend of the second half of 1998, con-
sumer prices continued to decline in the Japanese economy,
which is still experiencing recession.

As a result of these developments, imported inflation also de-
clined in the first quarter of 1999. The 4.3% rise in the import unit
value index is considerably lower than both the change in the
nominal effective exchange rate index and the rate of devalua-
tion against the currency basket. The substantial decline of the
import unit value index in the first quarter of 1999 can be ex-
plained by the low level of oil prices, as well as by cheap imports
from Central Fastern Europe: the average price of import prod-
ucts from Central and Eastern European countries decreased by
7.2% in the first quarter. The price of imports from developed
economies rose by 6.8%,

Contrary to developments in the import unit value index, the
imported inflation indicator calculated from effective foreign
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I, Development of inflation
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prices® not reflecting the composition effects and the change in
the country group structure, as well as from the nominal effective
exchange rate continued to be similar to the nominal effective
exchange rate index and the rate of devaluation against the cur-
rency basket. The forint value of effective foreign prices in-
creased by 9.8% in the first quarter of 1999 relative to the first
quarter of 1998 which exceeded the domestic inflation rate.

2 Components of the change in
consumer prices

The preannounced, gradually declining devaluation of the nomi-
nal exchange rate — an intermediate target of monetary policy —
plays an important role in foriming expectations. It also ensures
the convergence of domestic prices to the inflation rate of the
trading partner countries. The disciplinary power of the ex-
change rate path is different for different product groups de-
pending on the strength of foreign competition in the market of
the given product.

The nominal exchange rate has a direct effect on the price of
tradable goods which we call industrial products for the sake
of simplicity. The disciplinary power of the exchange rate system
isreflected by the fact that the price of inchustrial products has fol-
lowed the nominal exchange rate over the last two years.

The reduction in the rate of inflation was 2 percentage points
in this product group, thus somewhat exceeding the deprecia-
tion of the forint. The deviation from the exchange rate path was
unusually high in April, which was the result of higher clothing
prices. As the chart also shows, growth in clothing prices has
continuously exceeded the average growth of other industrial
product prices. This phenomenon can partly be explained by the
difficulties of the measurement of quality change. Apart from
that, the development of clothing prices was also influenced by
the changing seasonality in this product group. This is shown by
the volatility of annual price growth rates at the end of the time
series which was not observable eatlier, Thus, the trend of the
price increase is sometimes overestimated and sometimes un-
derestimated by the indicators: this factor led to an approxi-
mately 0.5 percentage points higher price growth rate in April.

The price of petrol increased significantly over the Janu-
ary—April period in contrast to the previous year. The tax valori-
sation in January and rising world prices in March and April were
the main reasons for this. The world price of crude oil began o
increase quickly from March, but did not yet the reach its level of
the previous year. By May, however, the price of both crude oil
and petrol was 40% higher than at the beginning of the year. As
the tax content in the consumer price of domestic petrol is high,
the price of the raw material makes up only approximately 1/6 of
the total price, therefore the change in the world price was fol-
lowed by a 15-forint rise in the price of petrol.* Oil prices are ex-
pected to stabilise around 15 USD/barrel according to me-
dium-term forecasts, however, strong volatility is possible in the
short run,

? Bffective foreign prices were determined by averaging foreign producer
prices with the help of the weight systern of the nominal effective exchange
rate index.

? From March to May 25.
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III. Components of aggregate demand

3 The fiscal stance

VE‘"‘ he demand effect of the public sector — as measured by the

change in the (SNA) primary balance — increased by 0.7% of
GDP in the first quarter of 1999 relative to the same period of the
previous year.” The acceleration of public sector demand can
partly be considered as temporary,” as there were revenues and
expenses which changed the distribution of the budget deficit
within months compared to [ast year. Among these factors were,
for instance, the flood-related extra expenses, the guarantee re-
demption at the beginning of the year, the deferral of Russian
debt redemption, the effect of agricultural subsidies from last
year and the temporarily negative balance of central bank contri-
bution to the budget,” which are not expected to reoccur during
the rest of the year, Central budget deficit in the first quarter
seemed more favourable because of the partly delayed subsidies
to the Social Security Fund and the integration of extrabudgetary
funds into the central budget at the beginning of the year. Natu-
rally, these developments resulted in a less favourable financial
position of these subsystems at the same time.

In addition to temporary effects, the budget was influenced by
permanent factors as well, as the lower-than-expected economic
giowth, consumption and inflation resulied in lower tax reve-
nues. In the year as a whole, these lower revenues were only
partly offset by the freeze of expenses amounting to 0.4% of an-
nual GDP, reducing total expenses approximately by the amount
of the expected loss in revenues due to lower inflation, Net VAT
revenues declined by 8% in real terms in the first quarter com-
pared to the same period of last year. The real value of VAT re-
fund increased much faster (by 9%6) than domestic (0.6%) and im-
port-related (3%) VAT revenues. Income (ax revenues increased
by more than expected (10% in real terms) partly because of real
wage growth. The decline in social security contributions in real
terms was predetermined by the fact that revenues have been
lower since the beginning of the year due to the pension reform™
and the reduction in the rate. This would have caused a nearly
11% real reduction in itself, but due to the growth of real wages
andthe improvement in the collection of social security contribu-
tions, the decline was only 1-2% in real terms.

" The pﬂmary balance was lower by 1.4% of GDP compared to the same pe-
riod of the preceding year, but the rise in the deficit due to the pension reform
does not influence public sector demand, thus, the change in the primary bal-
ance was corrected by this factor.

# There were revenues and expenses which significantly changed the distribu-
tion of the deficit within the months of the year compared te last year. For ex-
ample, there was a guarantee redemption at the beginning of this year unlike
last year, and more revenues were collected from government claims in the
same period of last year than this year.

? Central bank profits are highly correlated with exchange rate movements
within the intervention band., The depreciation of the forint within the band
temporarily increases while its appreciation reduces the size of the central
bank’s profit. In the first quarter of the year, the forint appreciated compared
to its position at the end of last yeay, this is the reason for the temporary nega-
tive payment. In the long run, however, payment surpluses and deficits due to
exchange rate movements within the band offset each other.

**In 1998 a new multi-pillar pansion system, including a fully-funded pri-
vately-managed second pillar was established. The government balance was
deterioraied by the decrease in the contributions to the old pay-as-you-go sys-
tem,

The kudget defici {GDP %)

| 1997 £ 1997 | 1998 |1998*| 1999
- ol | fel | 01 ﬂﬂiﬁ;'r'y ol

1 Balance of the cenlral government

‘government excl. privatisation revenues | -6.5 -4.0; -9.0, -3.6-10.8
2 Primary bzlance (without the NBH} B 34 440 048 281 0.2
3 Netinterest expenditures . . S0, 5‘ -7.7-10.3] -6.8-10.3
4 NBH profits and losses o] osl 03 05 04 g3
5 Extrabudgetary funds excl. : 1

privatizatior: revenues o : 08 01 03 01 -1.6
8 Social Sscurity balance excl. . -

‘privatization ravenues -1.2) 0.6 1.1 -0.9 -2.3
7 Localauthorities excl.privatization revenues| 1.7 -030 1.9 -03 22
8 Balance of the general goverament

excl, privalization revenues - o | -6.3 -4.8 -7.8 -4.7-11.9
9 Outof this: primary balance - ..~~~ l

{without the NBH) * - B 45 30, 19 15 15
10 Balance of tite generat guuammenl l

in accrual approach : -4.6.-5.1] -5.3| -4.9-10.0
11 Correction for borrowings ) ‘

and debt assumption -0.6 -0.6, -1.4] 0.6 0.3
12 Deficit of APV Rt i 6. -0.7 0.7 -0.7] -0.3
13 SNA financing requiremet (

13=10+11+12line -6.0; -6.4; -7.8 -6.2-10.0
14 SNA primary halance ’

t4=0+11+12 ling 3.4 1.6 -0.1 0.2 -1.5

*The and 1998 figures do rot Include \he F1132 bilifen transler to Postabank and the Ft50 bil-

lion tiansfer lo APVRL

Change in cerlain expendiiure tems of the general governinent in real
ierms (compared 1o the sama period of the preceding year)

Parcant

R o 1998 (1 199904
Wage and contzibution expenses 10.9 538
Purchase of goods and services .~ -8.0 0.0
Cansumer price subsidiss . 4.0 11.2
Publlc consumplion 3.4 7.7
Pensions (inct uding dlsabllny pensaon) .48 6.0
Sick-pay .- ..=h2 -1.0
Social benefits (cenlral budget} - 2.2 2.3
Sacial benefits (lacal govt.) - 250 15.6
Household lransfess . - o - 4.0 5.4
Investmandt {central budget)_ L =48 1 =100
Invesiment ffocal govd} - oo 200,01 10
Inveslmenlexuendnure R 4.1 ~4.5

Ghangesin lhe ilnancial assais and Habilities of generai government A
--Ftbillions

A Stock Ofwilich
A:??éiiz%!g?{giis : 'D.. .3.1 Mﬂ.ﬂth Ghange T Revat
. B (2 P ransac- BVala-
pigeﬂeralgovernmenl 1908 1339 Jm:?ﬁ?]’ lion tion Im?;llﬂﬁfa .
: Ceniral government with extrabudgelary funds and APV Rt :
Fmanc:alasseis : 4e4. 1[ 541}4 43.4__ 21}2[ .23.3| -0.2
Forint =i 263.9 312, 423 423 . -00] 00
Fure|gnexchange 214 2288 14.0,_-_ =92 238 02
Shares, othar equities R _129 128 00 0.9 -
Liahilitles s iy 451 5 6788 4 336, 9 21237 64.6( 00
Forint -5t 32,0434 24,2003 2589 2568 . -00) 0.0
Foreign exchange - °| 2,508, 14 25881 80(]I ] -15_4' 6461 0.0
el financial assets.. 5, 9&7 3-6,248. ﬂ —293 8. 252,10 ~41.3  ~0.2°
NSRRI i Soc.'ar.S‘ecu.rerFunds R TP
Financiai assels -~ . 35 6 307 —1I39i : —1_!].9.1 R A N
Farint .0 356 30 F —49E. LA 000 00,0
Foreign exchange = 00 00 G_g' o U.q 008 0.0
Shares, othereqmnes | ' 407 ~80 -00] 00
Liahilities .« _101 g 147 4 45.6 . 45.6  0.0)70.0 -
Fount. o018 474 458 458 00) 00
Foreignexchange -~ o : IJD 0900 - 001 0.0 -
Net financal. asselsﬁm_-ﬁﬁz A16,7 -56,5° ~56.5 " 0.01 00 -
Losalgove,rnmenr T S
Fmannialasssts PR -2&8 2. -_273.0' 6.3 06.3.:.0.0f 0.0
Forini SR 95 ' 95 00| 00
Foreign exchange BRIV :-'1: 0303 00] 04 -
Shares, olherequmes L 3| . -35 '—3.5! =0 00
Liabiliflos. " | 1682 "1345 -336 333 . -0.4| 00
Forint .- RS I T 1079 -33. 3‘ ~33.3;. 0.0y DO
Forezgn exchange A | P.ﬁf 03 60 .-04) 00 -
ei man;;gl 559 5§ 1000 143, 4 © 398 3% 5 SR | It 1 S
2 General governmenl, total L )
Finanotal assets® " 606.2 5970 =305, —537’ 233 ~6.2
Liabilities =~ | 6,524.0 6,604, D - 280.0 7215, B 2] 0.0
lassels™ +5 QIB B««ﬁ 2[]7 D w31[l 6l -269 5 40 91-02

* Withaul shares, -5
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III. Components of aggregate demand

Developiment of the ratio of output stock of
inventories relative to sales*

Pereent & TEgad producis
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*The ratio was arrived at hy dividing the closing stock of inventories of the given
guarter by the average of sales of those months, which make up that panicular
quarter. The data used for the caleulations were scasonally adjusted.

Development of the ratio of input stock
of inventories relative to sales®

Per cent
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*The ratlo was amrived at by dividing the closing stock of inventories of the given
cquarter by the average of sales of tiose months, which make up that particular
quaner. The duta used for the caleslations were seasonally adjusted.

Actuzl and predicted manufacturing output
Inventory investment*

Tt billien

36 . =
50 000 g e Prcdlc(cd ]
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* Seasonally wei adfusted, nowinal Irventory investmenti daia. Actial data: puh-
lished CSO invenlory investment figures; predicied inv cntory investment: differ-
ence between production and sales,

ratios) to be a temporary, rather than a permanent phenomena,
That is, there was an unintentional inventory build-up in some in-
dustries caused by a sales drop due to the Russian crisis, but in
most cases production and sales have quickly adjusted to the
new conditions, implying stabilising inventory to sales ratios by
the end of last year. Though manufacturing-wide output inven-
tory levels were rising only in line with sales, there was a slight
rise in the inputinventory to sales ratio, implying positive expec-
tations about the sales prospects in manufacturing, and espe-
cially in machines.

Our first graph shows the contribution of the three largest
manufacturing  industries to the development of quar-
ter-on-quarter inventory investment. It is clear that machine
manufacturing dominates manufacturing-wide inventory in-
vestment developments, With the other industries supplement-
ing machines inventory investment, nominal inventory mvest—
ment dynamics reached 6% at the end of 1998.

Atan industrial level one can observe two new developments
in inventories. First, compared to our previous analysis the fex-
tiles industry has done remarkably well in terms of export sales
performance. This explains an upward change in the declining
trend both of its input and output inventory to sales ratio at the
fourth quarter of 1998 — enterprises in the textiles industry expect
the favourable sales tendencies to continue, Second, the chemi-
cal industry inventory to sales ratios show a sudden jump ac-
cording to our latest data. This can be explained as an unin-
tended inventory build-up due to weaker-than-expected sales
performance both in terms of domestic and export sales. As the
wortld-wide chermnicals recession finally hit the Hungarian chemi-
cals industry, already battered by the Russian crisis, Hungarian
chemicals companies seem to be stuck with high inventory
stocks. As far as the other manufacturing industries are con-
cerned, there has been no significant change in thelr situation
since our last Report

“refers to last year only

Forecasting output inventory investment

Although mventory mvestrnent is one. of rhe key bus ness cycle.
‘indicators woxld~w1de,_ the SO, p_ubljshes its mventory data

the first quarter of th1s year whﬂe the mpurmve* tO.I:Y data st:li
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1. Development of inflation

The decline in inflation was primarily due to the development
of food prices which account for 24% of the consumer basket.
Prices for agricultural products declined by approximately
10% in a year, while the price change of processed food products
was hardly more than one-third, 3%, of the December 1998
value.

Products and services with regulated prices have a large share
17.7%, in the consumer basket. In this group, prices are not deter-
mined by supply and demand; other, mainly cost-related consid-
erations are taken into account in determining the prices,

The growth rate of regulated prices, including household
energy products and medicine, declined further to 10.4% com-
pared to the end of last year (12.2%). Of this, the price increase
for medicine was substantially higher, 13%, than the rate desired
by the government, while energy prices grew at an average rate.
The growth of regulated prices has exceeded the rate of devalua-
tion at an increasing rate relative to the end of last year.

* Price regulation in the energy sector led to a high correlation
between the nominal exchange rate and energy prices. From this
year on prices are reviewed on an annual basis instead of quar-
terly. Only electricity prices increased this January. Even this
growth was differentiated, prices growing faster for households
than for industrial consumers. This change leads to a better re-
flection of costs and causes lower cost increases in the produc-
tion of other products. The rise in world energy prices wasnot re-
flected in domestic gas and electricity prices because of the price
regulation methodology.

The import price determined last year was higher than the ac-
tual price, thus after the nose-dive in energy prices last year, there
is enough ,reserve” in domestic energy prices to offset the extra
costs caused by the current price increase. In the first quarter, the
import price of energy products was still approximately 17%
lower than its level a year before. The tariff reform planned for
this year will result in a further differentiation of producer and
consumer energy prices.

Services with regulated prices fall into two main catego-
ries. One includes municipal housing, services related to hous-
ing and mass transportation. These fees grew more slowly than
last year, but were still 5-6 percentage points higher than average
inflation, It is most likely that those costs are also built intc prices
which could be reduced by an appropriate increase in efficiency.
The TV subscription fee remained unchanged over the last two
years, but a significant rise of 20% occurred this January (the con-
sumer price index does not include the monthly fee for cable
television),

The control of price setting by firms with significant market
share is the other important part of price regulation, The task of
the regulatory agency in this respect is to prevent abuse of mar-
ket power, encouraging these firms to operate efficiently. This
goal, however, was not entirely achieved neither last year nor this
year,

Higher price increases and efficiency together resulted in high
profits, which were shared with the employees by substantially
higher-than-average pay rises, In certain areas the increases in
fees for services affeciing households even exceeded last year’s
pr ice increases.

In 1999 services with regulated prices will be among the most
significant contributors to inflation.

‘Relative food price inflation” |
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L. Development of inflatlon

Annual growth rate of regulated energy prices, and
prices of preducis and services under regulation
relative to the devaluation of the forint*

Per cent
30
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Regulated energ;' ];
+ -+ Other regulated
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1997 1998 1999

Difference i the growth tte relutive 1o the same month of the previous year,

Annual inflafion of market services compared to the
devalnation of the forint and to tradable indusirial
producis®

Per cenl
[

E e Agarinst the cutrency basket ‘
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*Difference in tie growih e relative to the some month of the previous year,

~ Thetelecommunication tariff system operates based on the

“price cap’ principle according to which prices are allowed to

' :use by a maximum® of 10.5% in 1999. However, households

are paying 26% more for telephone services this year than last

year. This price increase is even higher than last year’s rise of
22%.

For instance, the subscription fee was raised by 10%, but
the 20 free impulse included in it was cancelled, thus the real
increase in the fee was 36%. The call connection fee is a new-
component of telephone tariffs: it is charged where billing has
been converted from impulse-based billing to minute-based
billing. '

This differentiation was allowed by the letter of law, and

the price regulation authority accepted this change.

Non-tradable market services account for 20.9% of con-
sumption. Due to differences in productivity, the difference in
the inflation rate of industrial products and market services is ex-
pected to continue over the long run. Itis favourable for the infla-
tion process that the difference in the growth of prices for trad-
able products and market services declined relative to the previ-
ous year, amounting to approximately 2-3%.

*The law states that the maximum price increase is calculaied by deducting
the 2% efficiency requirement from the annual inflation rate of September of
the previous year (this was 12.5% in 1998).
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HI. Components of aggregate demand

2 Investment

2.1 Fixed capital formation

““ompared to the same period of Iast year, the annual growth
@;J rate of fixed capital formation was 6.4% in the first quarter of
1999, This is a continuation of the slowdown of investment activ-
ity, which had already begun in the second half of 1998,

The volume of the corporate sector’s investment activity was
3.7% higher than a year ago.” There was no significant expansion
in the investment activity of the manufacturing sector and a range
of service branches of the economy, even though they were con-
sidered the most dynamic sectors during the last couple of quar-
ters. This phenomenon can be explained with the narrowing sale
prospects on the markets of Central and Bastern Europe, and the
unfavourable business cycle expectations of Western Europe.
The decline in the demand for inputs of exporting firms had 2
wealkening effect on the growth of aggregate demand as well. As
a result of lower-than-expected sales growth the rate of
unutilised capacities increased, which could indicate a long last-
ing decline in investment activity.

There was much faster expansion in the branches of construc-
tion, mining and energy (36.8%, 74.2% and 27.5%, respectively),
but investment in these sectors is much less dependent on the
state of the business cycle, unlike investment activity in manufac-
turing. After the significant sethback of last year, we can see a
weak improvement in the real estate sector, which can be ex-
plained by the dynamic growth of housing investments.

The growth of investment activity in the public sectorreached
25% in the first quarter of 1999, The expansion was strong espe-
cially in the sectors of education, public administration, defence
and social security. It must be mentioned though, that the invest-
ment activity of the public sector is not smooth during the year, so
we cannot expect this kind of dynamics for the rest of 1999,

2.2 Inventories

The CSO industrial statistics data® allow us to analyse the devel-
opment of manufacturing inventories (relative to sales) in detail.
Since our last Report on Inflation (March 1999) we have seen
only moderate changes in the development of inventories. In
general, the path of manufacturing inventories closely tracks the
development of machine manufacturing, which is the dominant
manufacturing industry with a weight over 40% (see our first

- graph). In light of the new data for the fourth quarter of 1998 we

now consider the inventory investment boom observed in the
third quarter of 1998 (as well as the rise in the inventory to sales

* The categorisation by investors was done by the use of CSO statistics, which
contain investment statistics classified by sectors of the economy, We consid-
ered as public investments the following branches of the economy: public ad-
ministration and defence; compulsory social security; education; health and
social work; other community, social and personal service activities, All other
sectors were categorised as private investment. Sometimes the investor and
the provider of the financial means for the investment is not the same entity. As
a consequence we considered some projects as private investinents, which ac-
tually were financed by the government (e.g. highway construction).

% The data source for inventories in the CSO or NBH GDP calculations is dif-
ferent from this,

Investment by hranches of the economy

Per cent
- .+ (Distribution| -Volume | Volume
Branches : .fateunent | Indices indices
’ pnnes 1998 1998 1995 1
Agrlcaliure hunung andferestry, NShmg 3 67 | 1118|1173
Mining - 0 . - 03 1076 1742
Manufacturmg S 2600 1232 1069
Electricity, gas, steam and water supply 7.16 173 127.5
Constructien . - 1.86 120.2 136.8
Total production of ma!enal geods 38.98 1206 107.8
Wholesale and retail trade; repair services A1y 12307 1106
Hotels aﬂd resta'uranls 0.99 113.7 B7.7
Transporﬁ storage and cummunlcatlor;s 18.851 109.7 96.9
Financial intermediation © 3371 477 907

Real estate, renting, business servicas and

housing invesiment . . 18.01 88.01 1005

Torai' pfodusﬁon of market services 4833 10371 1003
Total production of gands and market sar-

vices 87.32 110.6 103.7
Public adminisiration and defence; compul-

sory social security . 3.58 | 101.8] 1333
Education - . 1.85 95.0 | 189.2
Health and social work.  © 241 108.1 100.8
Othar cormimunity, social and personal ser-

vige activities . - 4751 171 119.3
Total production of publfc serwc:es 1268 107.2 1249

Tulal e W00 1102 1064

:Nomlnal uweutory investment in manufactur lug total SRS .
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+ Ouiput sl input iventories logether. These industries make up over 8% ol all
“manufactaning invenory stocks. Ourgmphs show the inventory investment of the .
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11T, Compenents of aggregate demand

Chahges in operational® household savings as a
percentage of the disposable income of households
(seasonally adjusted data)

Per cent
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4 Operational finpncial savings rate

2 - Operatianal gross savings rate** .
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** Gross savings = linzncial savings + households investments,

Changes in the financial wealth of houscholds as a
percentage of disposabie income
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other hand, the growth of household consumption slowed rela-
tive to the fourth quarter of 1998,

As can be derived from the retail sales statistics published by
the CSO, it was mainly the demand for durable goods which de-
creased during the first three months relative to the last quatrter of
1998. However, on the heels of weak figures for Janu-
ary-February, March already showed a significant expansion. On
the other hand, we did not register such an important decline in
the demand for non-durable goods in 1999, but the rate of
growth in the sales of these products was .'cxhreadyr moderate last
year. . .

The weakening demand for durables can be explained by the
significant increase in household investments, Furthermore, the
changes in the distribution of income also plays an important
role in the difference in intensity that was revealed in the demand
for the two types of goods. Aswe already described in ourlast Re-
port, the demand for durable goods deperids largely on the in-
come flow of liquidity-constrained households. According to our
estimates, the income of the liquidity-constrained households
grew ata lower-than-average rate, because of the delayed pay-
ments of child benefits and the occasional increase of tax bui-
dens. . )

These households may have rather postponed their demand
for durables, as the income elasticity of demand for these prod-
ucts is probably higher than it is for non-durable goods.",

The lower-than-expected inflation may have strongly affected
the saving behaviour of households, The decline in interest rates
did not follow the rate of fall in prices, as a result of which several
financial assets offered highier real interest rates. The strong
increase in household investments coupled with a stable finan-

cial savings rate meant an over 1% increase in the gross savmgs ,

rate,

As a consequence of the pension reform launched at the be-
ginning of 1998, about 43 billion forints wealth was managed in
private pension funds. Of this sum, 15 billion forints was new
funds during the first quarter of 1999. The chart above considers
these pension funds as part of household disposable income and
financial savings, which results in higher savings rates. In order
to be able to make a correct comparison with the savings rates of
former years, one has to subtract these pension savings from
both categories. After making these corrections, the increase of
the financial savings rate in the first quarter is not as steep as is de-
picted above,

In the evolution of household financial wealth, events on the
stock marlet play a significant role besides the flow of savings.
During the first quarter of 1999, households lost about 36 billion
forints due to the price movements on the stock exchange.
Households sought to compensate for this loss by channelling
their savings into less risky assets. Consequently, in spite of the
events on the stock market, the ratio of households’ financial

-agsets to the trend of disposable income remained con-

stant relative to the last quarter of 1998.

4 However, since interest rates on loans decreased much less than those on fi-
nancial clalms of households, interest income on net financial savings in the
first quarter was not higher than a year ago,
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I1. Monetary policy

1 Monetary conditions

@ ver the first months of 1999, the implementation of mone-
tary policy was influenced by the stabilisation of interna-
tional capital markets and the reduction in the overheating char-
acterising the economy in 1998. The economy came closer to its
previous export-led growth path prevailing prior to the Russian
crisis. Nevertheless, the correction was pattly the result of tempo-
rary factors and was not sufficient for achieving sustainable
external equilibrium in the long run. Inflation continued to de-
cline in the first quarter of 1999 as well, but several dangers
emetged, e.g. the jump in the prices of regulated services and the
rapid rise of oil prices which may slow down the rate of decline of
inflation.

Priorto 1998, the government and the NBH determined the re-
lationship of the inflation path and the devaluation rate in such a
way that the real exchange rate of the forint appreciated on a
consumer price basis. 'This appreciation was in line with the
faster productivity growth of tradable sectors compared to Hun-
gary's trading partners. Thus, the value-added-based real effec-
tive exchange rate index calculated using the unit labour cost,

. which better reflects the competitiveness of the manufacturing

indusiry, depreciated. In 1998, reductions in the devaluation rate
lagged behind the faster-than-expected decline of inflation, and
the real exchange rate of the forint depreciated even in CPI terms
to a small extent. However, when setting the exchange rate path
for 1999, the government and the NBH intended to restore the
earlier relationship between the inflation rate and the exchange
rate path in order to reduce the negative effects on inflation. Con-
sequently, the devaluation rate will be reduced three times in
1999.

The exchange rate decisions of the government and the NBH
were supported by the stabilisation of international capital mar-
kets, which was reflected in the strengthening of the forint within
the intervention band and in the development of the interest rate
premium required on forint investments, The slower adjustment
of inflationary expectations to the faster-than-expected decline
of inflation, however, continued to pose a danger, which could
have led to the further deterioration of external equilibrium due
to high nominal wage growth and a halt in the disinflation pro-
cess. In order to prevent this, economic policy attempted to be
more active in influencing inflationary expectations than before:
with the simultaneous announcement of the two reductions in
the rate of devaluation, it made the nominal path of the economy
easierto predict for a significantly longer period of time than be-
fore. Asa result of these measures, the announced devaluation of
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the forint’s exchange rate will be only 6,5% in 1999, as opposed
to 10.5% in 1998. '

Over the first five months of 1999, the interest rate premium
required on forint investments stabilised permanently above its
level prior to the Russian crisis, fluctuating between 480530 ba-
sis points. The country specific risk premium of Hungary was
only temporarily affected by the Brazilian crisis in January, then
the premium temporarily fell below its level in December. The
tise in the premium observed since March is partly the result of
the war in Yugoslavia, but uncertainties concerning the macro-
economic path, particularly economic equilibrium also played a
part.

In a crawling exchange rate system, the level of domestic real
interest rates is determined by the sum of expected changes in
the real exchange rate, foreign interest rates and by the premium
required for different kinds of risks. The high real interest rates
prevailing in the autumn of 1998 have declined so far in 1999,
which can primarily be attributed to the correction in the real ex-
change rate path of the forint. The decline in real interest rates
was also supported by the interest rate cut of 25 basis points by
the ECB in April. The risk premium decreased to its level follow-
ing the Russian crisis, but there was no major change relative to
the end of 1998. As a result of these factors, real interest rates cal-
culated from three-maonth Treasuty bill yields decreased to a
level of 5.5-6%.

Changes in monetary conditions were in line with develop-
ments inreal economic processes. On the aggregate level, the fa-
vourable profitability position of the corporate sector did not re-
quire the maintenance of the former, more depreciated real ex-
change rate, The deterioration in external equilibrium experi-
enced in 1998 had no direct relation to competitiveness factors: it
was the consequence of the deviation of domestic demand
growth from potential GDP growth, Though foreign export pos-
sibilities and the profitability of certain sectors (food processing,
metallurgy, chemical industry) worsened, these unfavourable
developments are not refated to the real exchange rate. Along
with the rise in total external demand, the specific demand for
the products of these sectors also decreased. The [evel of real ex-
change rates declined, but continues to be high, which is in line
with the stabilisation process of external equilibrium.

2 Interest rates
and the exchange rate

ver the first four months of the year, the interest rate and ex-
Ochange rate policies of the NBH were aimed at strengthen-
ing the intraband position of the exchange rate and at setting an
exchange rate path consistent with the inflation prognosis by re-
ducing the devaluation rate several times,

Favourable inflation figures in January, as well as the relative
immunity against contagion from the Brazilian crisis created a
positive environment in the capital market, which made it possi-
ble for the central bank to announce a significant 75 basis points
interest cut in line with the fall in yields as the Russian crisis sub-
sided. Capital inflows exceeded the current account deficit in
January, and as a result —aside from the Brazilian devaluation ep-
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sia or the cease fire agreement in Kosovo. The improvement of
foreign sale possibilities may increase GDP growth and the ex-
pected boom in investment demand may result in a faster expan-
sion of domestic absorption.

1 Household consumption

1e disposable income of households grew by 3.5-4% in the

first quarter of 1999 compared to the same period of last year,
which is about the same rate of increase as we experienced dur-
ing the last quarter of 1998. The evolution of the various compo-
nents of household disposable income was diverse, as the over
4% growth in wages and transfers was compensated by the
weaker growth of incomes originating from ownership and ven-
tures,

Due to the 3% increase in employment and the 6.5% growth in
average real wages, the gross real wage bill rose by 9.5%. House-
hold real income originating from enterprises probably in-
creased at 4 lower rate due to the weak returns of agricaltural
ventures. Although we do not have enough information on this
subject yet, the declining number of operating small enterprises
strengthens our hypothesis of lower household earnings from
this source. Due to the greater burden of social security contribu-
tions of employees (196)’ the net wage increase was smaller than
the growth of gross wages. The newly-introduced family trans-
fefs were only paid out with a delay in the first quarter,” which
also played a role in the widening gap between gross and net
earnings. The real earnings of households from transfers grew by
4-5%. As a result of falling inflation the capiial revenue of house-
holds was not much higher than a year ago, and yet a smaller part
of capital income could have been considered as a compensation
for inflation.

Compared to the same period last year the growth of house-
hold expenditure followed the development of income growth,
so the seasonally adjusted operational financial savings rate was
stabilised at about the same value as in the last quarter of 1998,
The development of the consumption and investment compo-
nents of household demand showed a different rate of growth
during the first quarter. The volume of household investment ex-
penditures grew by 6.2%, although housing investments were
about 10% higher than a year ago. This phenomenon was not
surprising 4s many housing projects were delayed from last year

“due to VAT refund promises. The winter was colder during the

first quarter of 1999 than last year, which did not provide a fa-
vourable environment for construction. The high number of
newly-authorised construction permits indicate a sxgmficant in-
crease in household investments for the rest of the year.® On the

! The social security burden of employers was diminished by a greateramount
than the increasing obligation of employees, so the ratio of total social security
contributions relative to wage costs became smaller.

? Eligibility for the newly-intraduced family aids had to be proved before
March 31, after which the payments of child benefits and family transfers for
January and February became possible. This delay in the payments of trans-
fers can be observed in the revenues from Personal Income Tax as well.

3 According to the figures of CSO, the number of authorised permits for con-
struction increased by 50%. The number of dwellings built by households
grew by 7% and the area of these dwellings was higher in general as well.
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[1I. Components of aggregate demand
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ccording to our estimates the Hungarian economy grew by

3.8% in the first quarter of 1999 as compared to the same pe-
riod of 1998. The decline in the rate of growth was already visible
in the last quarter of 1998, and this trend continued to be signifi-
cant over the first three months of this year. Although the rate of
growth diminished for both exports (10.7%) and domestic ab-
sorption (4.6%), the rate of expansion of the latter still surpassed
that of GDP. On the other hand, by examining seasonally ad-
justed data and comparing domestic absorption to the
fast-growing third quarter of 1998 instead of to the same period
of last year, we would rather see stagnation of domestic absorp-
tion than expansion. The same conclusion is reached after the
analysis of net exports from national accounts. The external posi-
tion of Hungary after the first quarter in 1999 is the same as it was
one year ago. Considering that from the second quarter of last
year the ratio of net expotts to GDP weakened significantly, the

" developments of the first three months of 1999 indicate the sta-

bilisation of the country's external position. .

The dynamics of foreign demand was markedly different ac-
cording to the various export regions and sectors of the econ-
omy. Hungary’s exports to Russia and CEFTA countries de-
creased, while they continued to increase to the developed
countries. The decline in the rate of growth of the euro region
was disadvantageous mainly for those exporters who did not es-
tablish strategic relations with foreign partners. All in all, foreign
demand was still the strongest component of aggregate demand
with a growth of 10.7% .

The worse-than-expected foreign sales possibilities weak-
ened the domestic demand of the private sector as well, Firms cut
both their current and investment expenditures, which is shown
in the decline in the rate of growth in industrial sales and in the
demand for imports. The rate of increase of nominal wages was
also lower than a year ago, and the real disposal income of
households was 3.6% higher relative to the same period of last
year, which is about the same rate of expansion as was expeti-
enced during the second half of 1998. The expansion of house-
hold consumption (3.3%) was somewhat slower than the rate of
increase of disposable income,

The development of GDP and its cornponents was signifi-
cantly affected by temporary shocks in the first quarter, therefore
neither the economic growth nor the country’s external position
can be reliable forecasted based on the economic indicators of
the first three months alone. In the following, we attempt to iden-
tify those shocks, which makes difficult analysing the state of the
economy. Purthermore, we may experience a favourable turn in
the business cycle as a result of the financial stabilisation of Rus-
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isode which lasted for a few days — the forint was mainly at the
stronger edge of the intervention band over the first weeks of the
year, and the ceniral bank intervened at the strong edge of the
band. Foreign direct investment and stock purchases were the
main components of capital inflow, and there was portfolio in-
vestment into long-term government securities as well. At the
same time, in the case of short-terim interest rate sensitive capital,
the outflow continued, which was mainly induced by the closing
of long forward forint positions built up earlier.

Following the cut in the leading interest rates on January 8,
further Interest rate cuts were expected, which was also indi-
cated by the substantial fall of yields in the government securities
matket. These expectations, however, were not fulfilled. Market
yields signalled that before the publication of the end-of-1998
balance of payments figures, capital market agents did not as-
cribe special importance to the deterioration in the external posi-
tion, though this was indicated by economic developments long
before. The interest rate policy of the central bank was also justi-
fied by the continuing lack of short-term interest rate sensitive
capital inflow. There was some intervention, but significant capi-
tal inflow was observed only for investment into long-term gov-
ernment securities, These investors try to achieve capital gains
from the convergence of Hungarian long-term interest rates to

‘the level of EU interest rates, and the size of this type of capital in-

flow depends much more on the schedule of the primary issue of
these securities than on the short-term forint premium,

In the framework of the modernisation of monetary policy
instruments as well as harmonisation with the instruments of the
Buropean Central Bank, the maturity of the one-month deposit
facility - the main instrument of monetary policy — was reduced
to two weeks as of March 1. The two-week deposit facility was
introduced at the interest rate of the original one-month facility,
which meant a small, 6 basis points effective increase in
the yield due to date conventions. This, however, had no observ-
able effect either on the forint or the government securities
market,

From the second half of March the forint was gradually
strengthening within' the intervention band and was perma-
nently fluctuating near the strong edge of the band by the begin-
ning of May, when minor intetvention was carried out, Macro-
economic figures published in the meantime revealed that the
overheating of the economy had reduced, and the external posi-
tion had not deteriorated further because of the slowdown of
economic growth. This made the cut in the rate of devaluation
from July 1 and October 1 possible.

In April, the National Bank of Hungary reduced its leading in-
terest rates in two steps in line with the expected exchange rate
path and the decline in domestic demand. The first 50 basis
points cut on April 8 coincided with the 25 basis points cut of the
European Central Bank, thus, it had only a minor effect on the in-
terest rate premium of the forint. The first cut was followed by an-
other cut of 25 basis points on Aptil 28. Market Yle]ds followed
the interest rate decisions of the central bank.

In the first quarter of 1999, changes in the total open position
and futures position of commercial banks were a significant
compenent of the demand for forint. As described in detail in our
previous Report, in the second half of 1998 the exchange rate
was already substantially influenced by the closing of long forint
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Open FX balance sheet position of cotnmercial banks,
FX futures contracts and off-balance sheet EX
derivative coniracts of banks (June 1998 — March 1999,
stocks al the end of the month, in Pt killion)*
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positions built up earlier. Then, however, the closing of these po-

- sitions resulted in the weakening of the exchange rate in the

band. The contraction of derivative markets continued at the be-
ginning of 1999; this time, however, the forint was at the strong
edge of the band. . _

Prior to the Russian crisis, commercial banks financed the ar-
hitrage activity provided by the higher yield of forint denomi-
nated financial assets (government securities, reverse repo, bank
loans) in their balance sheet by foreign exchange borrowing, and
the long forint balance sheet positions were hedged by buying
FX futures. :

This arbitrage opportunity ended due to the contraction: of
supply in derivative markets following the events in August.
Commercial banks closed their open FX balance sheet positions
as fast as they could: their stock at the end of September was half
of that at the end of August, and it reduced further until the end of
the accounting period. Due to the rise in perceived exchange rate
risk, banks wanted to close the formerly unhedged long forint
positions as well. In the futures market there was no supply of
opposite positions either.

These transactions — banks selling FX futures and speculators
opening long FX positions against the forint — have substantially
higher costs. Due to the interest rate premium, short positions are
already profitable for the speculator if the intraband position
of the forint remains unchanged, that is these contracts can
be concluded at neutral expectations as well. Moreover, broker-
age firms toughened the deposit and margin requirements for
derivative contracts based on the experiences of the Russian
crisis, -

As the FX futures market contracted, commercial banks facing
short supply were forced to close their balance sheet FX posi-
tions. . :

Although they continued to be in long position in the GTC de-
rivative market, in this market the counterparty is usually another
bank, thus, the banking system as 2 whole can only increase its
open position with off-balance sheet OTC transactions to a very
limited extent.

This means that if the total open position falls below the de-
sired level based on interest rate premium and exchange rate ex-

' pectations, the carrection can be carried out only by on-balance

sheet, spot transactions. .

This led to the situation that while commercial banks were
closing their long FX positions in the derivative market, they
were selling foreign exchange in the spot market due to the in-
crease in those components of the capital inflow that are inde-
pendent of banks (FDI, corporate borrowing, portfolio invest-
ment).

This led to the appreciation of the forint. This process does not
allow us to derive conclusions concerning the exchange rate ex-
pectations of commercial banks. _

The intraband fluctuation of the exchange rate and changes in
conversion demand for forint had no effect.on the monetary
base. Over the first three months of 1999, the monetary base in-
creased by 18.6% relative to the same period last year, thus ex-
ceeding the rate of inflation.

This growth rate was the result of a 21.6% rise in cash in circu-
lation as well as the 14.1% growth in the mandatory reserves of
credit institutions, :
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following the Russian crisis. These effects were no longer observ-
able in the first quarter of 1999, with total corporate borrowing
following the trend of the period before the crisis. In the compo-
sition of borrowing, a shift towards direct foreign borrowing can
be seen. This can be explained by the fact that the consistently
high interest premium has raised the relative price of forintloans,
and a considerable portion of the corporate sector is naturafly
hedged against the exchange rate risk of foreign exchange loans
by its expected expoit revenues,

The change in the banking system’s foreign position is the bal-
ance of the net external position of commercial banks and the
NBH. In January, commercial banks were still reducing their
open positions, which contributed to the decline of net foreign li-
abilities. Since January the open position of commercial banks
has increased somewhat, though it has not reached last year’s
level even in magnitude,

'The change in the NBH's foreign position was determined by
rising foreign exchange reserves due to net foreign borrowing by
the government and by conversion foreign exchange purchases
exceeding the central bank’s interest payments. The amount re-
cetved for bond issues is converted by the NBH to forint, and the
forint account of the Treasury held at the central bank is credited
with this.> This means that as a result of foreign bond issues the
net foreign position of the NBH — and thus that of the banking
system -improves by the amount of the rise in foreign exchange
reserves. At the same time the foreign exchange position of the
government worsens, while its forint position improves, Natu-
rally, the opposite is true for loan repayment.

3 with the exception of the case when the amount received is used immedi-

ately to repay a due foreign exchange liability.
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Chénges in the velocity of household transactional
money balances (first half of 1994 = 100)
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Camposition of money demand and the laan porticlio

- Par cent
] 1998 1988
Jan, March | June Sept. | Dec. Maech

o 1 31 30 30 31 31

Cash 1130 1164 114.8. 1184 | 1185 120.@7

Househeld deposits | 125.2 | 157.6 | 154.4 | 1536 | 1505 [ 121.8
~forint 1329 | 180.8 | 1736 | 1705 | 165.7 1233 -
~foreign exchange 1101 [ 1434 | 1156 | 119.0 | #17.8  117.4
Gorporate deposits 128.0 | 1306 | 1259 | 117.0 | 108.2 | 1098
~forint 132.0 ; 1384 | 1299 | 1226 | 111.7 | 113.0
—forefgn exchange N70 | 1124 } 1151 | 1025 | 976 | 1005
Deposits of local au-
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Domestic credit 107.0 | 110.3 | 110.8 | 116.1 | 112,9 | 114.3

Seasonally adjusted corporate borrowing from
domestic and foreign banks at constant prices
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rates paid on less liquid assets reduced the costs of liquid assets
holding. In addition to this, services attached to household de-
mand deposits as well as to current accounts — mainly the
bankcard services — were expanded significantly.

Apart from the above portfolio reallocations, transactional
money demand also increased. This suggests that mainly the
so-called transactional components (cash, household demand
deposits) of the monetary aggregates rose. The increase in liquid
money holdings is not surprising in an economic environment
characterised by slowing inflation and declining opportunity
costs for money holding. In a more predictable economic envi-
ronment, economic agents devote less time to continuous liquid-
ity management, as the cost of surplus liquidity holding is
smaller. This is reflected by the slowdown in the velocity of
money.

However, there may be other, structural reasons behind the
increase in liquid asset holding. Over recent years, the real in-
come of those people for whom the broadly defined costs of fi-
nancial services are still high increased, thus, they might hold
even their savings in liquid assets. It is worth noting in this regard
that the wages and salaries of public sector employees have been
transferred to bank accounts since last year, and fees are imposed
on cash withdrawals from current accounts. )

Hence the rise in transactional money balances is not neces-
sarily equivalent to an increase in future consumption, Nor can
any direct conclusions be drawn regarding the rise of future ag-
gregate demand based on the extraordinary growth of demand
deposits and current accounts, as transfers and bankeard pur-
chases are not yet widespread enough.

6 Credit demand

As far as the assets of the NBH and commercial banks are con-
cerned, there was a shift in the first quarter of the year in the
composition of loans extended by the domestic banking systern.
The decline in the stock of domestic credit can mostly be attrib-
uted to the deterioration of the banking system’s net position
against the government. This can be explained by the fact that
there was a substantial capital inflow into government bonds
over the first two months of the year, and the banking system re-
duced its government securities holdings, as 2 result of the in-
creasing foreign demand. The reduction in the NBH’s claims on
the government also played a role in the position change, though
to a lesser extent.

Household credit continued to grow dynamically following
the trend observed since the second half of last year, but its share
in credit growth is still very small due to the low basis.

Last year’s trend in corporate credit extension seems to be
continiuing. The apparent break in domestic forint credit exten-
sion in the last quarter of 1998 is partly the consequence of the ac-
counting of the Postabank consolidation.? Even after the correc-
tion for the Postabank effect there was a fall in the last quarter of
1998, which is likely related to the temporary liquidity shortage

? Reorg Rt. is regarded as partof the corporate sector, thus, loans transferred to
the balance sheet of Reorg Rt. cause a decline in the stock of corporate credit,
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3 The yield curve, interest rate
and inflation expectations

“he implied forward curve, which reflects expectations of fu-
ture interest rates,' has changed a great deal over during the
first five months of 1999, but by the end of May its shape and level
were almost the same as at the beginning of the year. The move-
ments of the implied forward curve during these five months
were induced mainly by changes in the currency risk premium of
the forint and expectations of the central bank’s future interest
rate and exchange rate policies, while changes in inflation ex-
pectations contributed to changes in implied forwards only to a
lesser extent. In the following section we try to analyse the main
driving forces behind yield changes in chronological order.

The announcement of the December — lower-than-expected —
CP1 inflation data on Janvary 11, which were lower than ex-
pected, data on January 11 was not followed by a decrease in
long bond yields in a similar fashion as in December, However,
the assessment of this is rather dif'ficult, since the Brazilian crisis
was in full swing became full-fledged during these days, The fo-
rint was could not able avoid this new wave of emerging market
confidence crisis;: the depreciation risk premium increased, the
currency weakened within the band and yields increased signifi-
cantly.

The impact of the Brazilian crisis on the Hungarian debt mar-
ket lasted only for only a week: by January 22, implied forward
rates were back up to at their pre-crisis levels. Beginning in with
mid-February, a number of market analysts had published re-
ports on the Hungarian economy emphasising some worrying
trends. In particular, they focused on the higher-than-expected
1998 current account deficit and the adverse figures of the Janu-
ary budget deficit. As a result, yields on all maturities started to in-

-crease. The implied forward curve shifted up by 100 basis points

by the beginning of March,

As a result of the preparations and the start of NATO's air
strikes against Yugoslavia both the risk premium of the forintand
the uncertainty regarding the future course of short interest rates
increased temporarily. Yields on all maturities had increased,
though in the case of longer rates, the increase was more signifi-
cant: 1-year implied forwards starting in 2 and 3 years time in-
creased by almost 200 basis points between March 16 and 25. By
the beginning of April, market uncertainty caused by the erup-
tion of the war had declined and the implied forwards starting in
2 and 3 years time decreased by approximately. 100 basis points.
It is worth noting that the upward shift of the yvield curve caused
by the Kosovo crisis was not accompanied by a decline in the Fo-
rint-denominated T-bond holdings of foreign investors, The fact
that domestic investors were not willing to buy T-bonds from for-
eigners at the higher yields after the yield curve shift, suggests

' The implied Forward rates derived from the zero-coupon yield curve not nec-
essarily coincide with the market’s expected future interest rates (only if the
so-called Expectations Hypothesis holds). However, less restrictive assunp-
tions are enough to establish a relationship between changes in implied for-
ward rates and changes in expected future interest rates, For more details on
the derivation and interpretation of implied forward rates and NBH's practice
of estimating the zero-coupon yield curve see: “Zero-coupon yield citrve esti-
mation from a central bank perspective”, NBH Working Papers 1908/2.
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‘Short-term lending rates, 3-month T-bilt yields and
the spread between them
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that not only the uncertainty of the future exchange rate but that
of the future course of the short rate had increased as well.

The NBH cut the interest rate on its main instrument (the
2-week reverse repo had replaced the 1-month instrument in this
role as of since March 1} by 50 basis points on April 8, after
3 months of unchanged repo rates. This monetary policy step
was taken as a surprise by the market; yields decreased by
roughly the same extent as the rate cut on every horizon.

On April 14, long zero-coupon yields increased significantly,
as a result of which implied forwards were back at their levels
preceding the central bank’s rate cut. The major cause of this
abrupt yield jump was the announcement of the March CPI infla-
tion figures on April 13. Inflation in March was had been lower
than in February but it was still above market expectations, As a
result, market participants had adjusted their long-term inflation
expectations and long yields increased.

The next event significantly influencing the yield curve was
the arnouncement of the cuts in the rate of crawl on April 20. As
opposed to previous practice, this time the NBH and the govern-
ment announced two consecutive 0.1% cuts in the rate of
monthly devaluation, the first due on July 1, and the next on Oc-
tober 1, 1999. One-year implied forwards starting at 2-3 yeats
time dropped by 50-70 basis points in a couple of days following
the announcement. Since the future path of monthly deprecia-
tion and that of short-term interest rates are connected through
uncovered interest rate parity, the market reaction suggests that
market participants adjusted their expectations of the lon-
ger-term path of the crawl downwards, i.e. they expect a stronger
forint on longer (2—3-year) horizons than before the announce-
ment. The expectation of a stronger forint did not appear in mar-
ket analysts’ forecasts of end-1999 inflation (on average, these
were revised upwardly revised in May), but their consensus fore-
cast on a slightly longer horizon, ie. that of the end-2000
year-on-year CPI inflation decreased by 12 ba51s pomts from
7.55 to 7.43 percent.

The next repo rate cut by the NBH on April 28, shortly after the
announcement of the crawl rate cut, did not take the market by
surprise, Market participants were anticipated such measures af-
ter the significant decrease in the crawl. Although short rates de-
creased slightly, expectations of short rates over on a longer run
were not influenced by this monetary policy step, which was re-
flected by unchanged implied forwards in 2-3 years time,

4 Commercial
bcmk rates

Following an unusually low value in September 1998, by Janu-
ary 1999 the spread between short-term corporate credit
rates and T-bill yields had increased to a level well above the av-
erage spread of the last two years. The reason for this was that
commercial banks were very cautious in following either the
September increase in market rates due to the Russian crisis or
their quick decline after the peak of the crisis. They changed their
credit rates to a smaller extent and with some lag compared to
market rate movements in this period. In February and March
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market rates decreased more slowly (in March they slightly in-
creased), asa result of which the spread shrank, reaching its aver-
age level in the last two years by March.

When pricing household time deposits, commercial banks did
not seem to take into account either the steady decrease in mar-
ket rates over in March—August 1998 or the abrupt increase in
these rates induced by the Russian crisis in September. Regard-
less of these movements in market rates, they seemed to follow
the trend 2 percent per annum decreased in deposit rates which
had prevailed since mid-1996. As a result, the spread between
household deposit rates and short market rates exhibited huge
swings during 1998. Following an extremely low level in Febru-
ary 1999, the spread had increased in March after an increase in
market rates, but it has not reached the 250 basis point level
which was characteristic of 1997.

Due to the changes in market rates and the spreads charged by
commercial banks, the real interest rates on loans to both house-
holds and corporate clients had decreased from the very high
levels prevailing after the Russian crisis. However, the current
levels are still approximately. 300 basis points higher than those
that could be observed in 1997, before the Asian crisis.

5 Monetary aggregates

Tle growth of monetary aggregates has continuously ex-
ceeded the inflation rate and the growth rate of nominal GDP
since April 1998. As the unintended increase of money balances
may cause inflationary pressures, the central bank monitors the
growth of these aggregates with special attention. Our analysis,
however, shows that changes in monetary aggregates in the re-
cent periods can be explained by factors changing the money de-
mand,

Monetary assets are held by economic agents partly for trans-
action purposes and partly as a store of wealth. The separation of
these two purposes is basically impossible in practice, though
only transactional money demand plays a part in future inflation-
ary developments. In Hungary factors influencing the composi-
tion of the wealth portfolio played a more dominant role in the
fast growth of monetary aggregates, though transactional money
demand increased as well,

Since 1993 the share of non-bank assets offering higher yields
than commercial bank deposit rates has continuously increased
within financial wealth. The 1998 autumn crisis and the increase
in capital market uncertainty in general, however, launched a re-
allocation process towards bank assets, which was further
strengthened by the fact that the expected yields of bank and
non-bank investment came closer to each other because of
higher real interest rates. This change in the composition of
wealth is reflected by the decline in the growth rate differences of
the M4 (including the stock of non-monetary government securi-
ties as well) and M3 monetary aggregates. Household investment
in mutual funds and shares also decreased.

‘There is another reallocation process observable within bank
assets, namely, the share of liquid monetary assets —demand de-
posits belonging to the narrow monetary aggregate -increased at
the expense of time deposits. The decline of inflation and interest
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