QUARTERLY
REPORT
- ON INFLATION

1999
- March




Prepared by the Economics and Research Department
of the National Bank of Hungary
H-1850 Budapest, V., Szabadsig tér 8-9.
Head: Judit Neményi, Managing Director
Phone: 36-1-312-2469
Fax: 36-1-2690-753
Published by the Secretariat of the National Bank of Hungary
Head: dr. J6zsef Kajdi, Managing Director
Mailing: Miklos Molndr
Phone: 36-1-312-4484
Fax: 36-1-302-3714
Internet: http: //www.mnb.hu

TSSN 1419-2926

V. External equilibrium

radical change. 1998 was a successful year as regards Hungary’s
economic performance and this coincided with Hungarian affili-
ate enterprises arriving at their mature stage of opetation, with
their profitability rising at the same time. 'This latter in itself would
have led to increased net income transfer abroad in the current
account compared to 1997, However, the economic crisis origi-
nating in Russia is likely to have had its effect as well.

Net current transfers in the second half of 1998 were a bit
lower than in the same period of 1997, but taking into account the
whole year they hardly changed.

The deficit of the current account in the third quarter of 1998
(at the slump of the Russian crisis) was maihly financed by the
NBH through a decrease in international reserves. This period
was also characterised by significant net government securities
sales by foreign investors. The shrinking of credit institutions’
foreign position generated an additional demand for foreign cur-
rency which more than offset the broadening of the corporate
sector’s foreign position. Thus the private sector’s foreign posi-
tion improved, which was principally reflected in the increase of
short-term deposits of credit institutions held by non-resident
banks, and a reduction in the stock of loans. Net equity pur-
chases of foreign investors virtually reached zero contemporane-
ously, but this is to be evaluated against other contaminated
countries’ experience, from where net equity sales by foreigners
were reported. Net foreign direct investment inflow was also re-
duced in the third quarter, which can partly be attributed to
higher outward direct investment by resident enterprises.

The fourth quarter brought changes. With pressures on the
forint easing considerably, the NBH's interventions supporting
the national currency could have been stopped, and with inter-
national financial markets calming down, the central bank was
able to issue debt and fill international reserves up to secure lev-
els. Simultaneously, foreign investors returned to government
secutities markets and effected significant net purchases of Hun-
garian government papers. The main source of financing, how-
ever, was again non-debt-generating flows — i.e, direct invest-
ment and portfolio equity investments. Nevertheless it should be
kept in mind, that intercompany loans have reached quite a sig-
nificant share among direct investment inflows, Thus relatively
more mobile components are gaining space in capital inflows. As
the private sector’s confidence in the forint quite rapidly re-
sumed, outflows turned to inflows on the debt-flows channel of
the commercial banks and the corporate sector as well.
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V. External equilibﬂum

Main components of the current account

USD mitlior
1907 1997 | 1997 | 430 | 1005 | 1008
1. Gools, net -346) -429 1,734 -687| —739)-2,124
Gredit (Export) 4,775) 5,4821 19,637; 4,944} 6,021 20,740
Debit (Import) 5,121y 5,912) 21,371) 5,630, 6,761 22,870
2, Services a4 28 1,177 328 55| 678
Travel, net 5300 339 1,428 516 254 1,208
Other services, nat =5 ~121] -251] -187| -199) -621
3. Inceme 418 354} -1,421] -372| -558) 1,872
Income on debt, net ~-280) —178] -942 -204) 183 -9i1
Income on non-deht ~-138] —176] -478] -168 -371] -961
4, Curren transier 376, 2700 096 299 274 1,018
Cuerent account balance
{1+2+3+4) 77 ~206) -981 -432 -961;-2,293

creased corporate profits in an unanticipated manner through
both a decline in (real) wage costs and a temporary real ex-
change rate depreciation, In 1997 economic agents underesti-
mated the rate of GDP growth, which is reflected in the month-
by-month decrease in the net financing requirement of the cor-
porate sector. Paradoxically, the improving net financing capac-
ity of enterprises was significantly supported by a parallel dete-
rioration in the state budget, as under given investment decisions
the additional spending by the budget have fanded in the corpo-
rate sector, 1998 partly was a year of correction. Growing invest-
ment demand well increased the net financing requirement of
enterprises.

Taking a look at the general government’s net financing re-
quirement we can see that in both 1997 and 1998 this figure ex-
hibited a decline of 1,2% of GDP,

The increase in private households’ net financing capacity si-
multaneously with the decline in the general government’s and
the corporate sector’s net financing position led to a 2.3% (of
GDP) rise in total net external financing requirement. The in-
crease in government’s net financing requirement could have
caused a deterioration of the current account already in 1997, but
this was offset by the temporary decrease (due to the higher than
expected GDP growth) in the corporate sector’s financing re-
quirement. In 1998 however, in accord with the expected devel-
opments of the business cycle, enterprises made a correction by
increasing their financing requirement which was only partly
balanced by the decrease in households’ financing capacity
(which in fact can be attributed to temporary phenomena). The
decline in external equilibrium could have only been avoided by
an improvement in the government’s financing position which
could have compensated for the autonomous fall in the private
sector’s position. However, on the contrary, the government’s fi-
nancing positions also worsened. ' :

2 The current account
and its financing '

Acaording to balance of payments statistics, in the third quar-
ter of 1998 approximately $450 million, while in the fourth
quarter more than $950 million deficit was generated in the cur-
rentaccount, Balance of payments fi gures point to the worsening
balance on goods and services flows as the main source of the
growing current account deficit compared to the same periods in
1997. This reflects a decline in the balance of real transactions
which began already in 1997, but which, partly to the time lag be-
tween shipments and payments, appeared in the balance of pay-
ments data only in 1998.

Besides that, the decline can be traced back to an increase in
net income transfers to non-residents. Income on non-debt-
generating investments (especially on foreign direct invest-
ments) increased sharply, which was not offset by a minor de-
cline in income on debt-generating investments, Although the
figure that represents profit repatriation on the part of foreign di-
rect investors more than doubled in 1998 compared to the pre-
ceding vear, this increase does not mean that foreign direct inves-
tors’ treatment of their Hungarian affiliate enterprises exhibited a

38

NATIONAL BANK OF IUNGARY

' The first issue
(www,.mnb.hu).

The “Quaﬁerly Report on Inflation” is a publication of the Na-
tional Bank of Hungary, which aims to inform the public on a
regular basis about recent and expected developments in infla-
tion, as well as about the central bank’s assessment of the mac-
roeconomic process determining inflation. The aim is for the goals
of monetary policy to reach a wider public than before, such thai
the central bank’s actions become easier to follow and interpret.
This publication focuses essentially on the description and analy-
sis of current developments of a given period. The economic and fi-
nancial concepts and relationships determining future develop-
menis in ‘inﬂan’on and considered relevant by the central bank
were presented in our first issue,’ hence their detailed description
is not given here. '

of the "Quaterly Report on Inflation” (November 1998) is available on the home page of the National Bank of Hungafy




V. External equilibrium

1 Net savings position

he current account is the difference between an economy’s

gross savings and gross domestic investment. The savings-
investment balance, however, defines a “theoretical” current ac-
count that is different from the one compiled on the basis of bal-
ance of payments statistics.”

The savings-investment position of the whole economy is
computed as the sum of individual positions of resident eco-
nomic agents (general government, the corporate sector and pri-
vate households). In contrast to our previous report and other
earlier NBH. publications, the positions of economic agents are
now given in operational terms so their interrelations with real
economic decisions are easiet to interpret. While earlier the com-
pensation for inflationary depreciation on net financial wealth
was recorded as both income and saving, from now on it is only
interest revenues in excess of inflationary compensation is re-
garded as income and saving.

The difference between GDP and disposable income ex-
panded further in 1998 as a consequence of increased profit re-
patriation® on the part of foreign owned enterprises.

The financing capacity of private households in 1998 in-
-creased by 0.5% of GDP. This is not to be attributed to changes in
households’ propensity to consume/save, but instead to two
temporary factors. Pension reform itself increased households’
savings by 0.3% of GDP. The remaining amount reflects a reduc-
tion in households’ investments, which can be tied to the reintro-
duction of a tax refund on housing investments effective from
January 1999, Making a correction for these two factors it turns
out that in fact private households’ financing capacity exhibited a
minor decline.

The financing requirement of the corporate sector devel-
oped in line with the cyclical position of the economy. Invest-
ment expenditures increased in excess of profits, which in-
creased external financing requirements. The stabilisation meas-
ures in 1995 caused a slowdown in GDP growth, though they in-

! 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, i.e. it does not record transactions between residents and
non-residents which do not invelve actual paymeénts, while it records flows
that in Fact (at least in economic terms) should be labelled revaluations. In ad-
dition, some difference is to be atiributed to time lags between real transac-
tions and concurrent payments.
% Repatriated profits are on accrual basis in the table above, meaning that they
are recorded not in the year of actual repatriation, but in the year when they
were generated. The figure applying to 1998 is an NBH estimate onthe baqls of
after-tax profit of foreign owned enterprises,
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IV. Supply side factors

Average capacity utilisation in manufacturing*
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* Seasonally adjusted data, Source: Kopint-Datorg.

Real effective exchange rates of the forint based on
consumer prices and domestic wholesale prices in
manufacturing, 1994=100 (seasonally adjusted data)
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2 Capacity utilisation

”E”he second half of 1998 saw a decline in the average capacity
utilisation in manufacturing. There were two factors behind
this. First, investment and employment data reveal that there had
been a significant rise in productive capacity, Second, parts of the
manufacturing sector were badly hit by the crisis in Russia.
While the average level of capacity utilisation slightly de-
clined, the share of firms with capacity shortages did not change
much. This implies that it was not the firms hit by the Russian c1i-
sis that originally had a shortage of capaciiies. Moreover, a sig-

nificant number of firms still reporting capacity shortages also

implies that they expect both the general and the investment
booin to continue. ‘

3 Competitiveness

En the second half of 1998 the real depreciation of the forint con-
tinned and accelerated. The CPl-based and the domestic-
manufacturing-sales-prices-based real effective exchange rate
index of the forint depreciated by 3.3% and 6.3% respectively,
Unit-labour-cost-based real exchange rate indices based on
gross output and value added in manufacturing showed a depre-
ciation of 10% and 6.5% respectively.

In assessing competitiveness one has to take into considera-
tion that the market position of selected export sectors has
changed aswell, These special sectors suffered substantial losses
in their market shares and profitability, though the competitive-
ness of the export sector did not worsen on an aggregate level,
The real depreciation of the forint ameliorated the negative prof-
itability impact of declining world prices in sectors which be-
came more exposed to third market competition, namely metal-
lurgy and the chemical industry, With the help of depreciation
these sectors were able to accommodate to lower wotld prices
with a smaller loss of their profitability. The depreciation has also
alleviated the negative effects of the Russian crisis in special sec-
tors which now face the necessary need for changing their direc-
tion of trade. -

While the real depreciation helped handling the above-
mentioned structural problems, this was not the main aspect
which the National Bank of Hungary considered in determining
its targeted nominal exchange rate path. Due to the fact that ag-
gregate profitability in the corporate sector as a whole and espe-
cially in the export sector improved further, competitiveness
questions solely would not have implied real devaluation. The
expotts of sectors at the level of low-processing were subdued.
However, this decline was in accordance with the deceleration of
world demand and the position of these sectors did not deterio-
rate relative to their main competitors.
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IV. Supply side factors

tutes a 3.8% real growth for the last quarter and 3.6% for the
whole year. The wage inflation index net of composition effects
shows slightly higher earnings growth,

The increasing employment share of manufacturing, charac-
terised by a high and rising share of blue-collar workforce, im-
plies that the share of blue-collar employees had started risingin
the private sector and the whole economy by the end of 1998,
This is why our wage inflation index shows an earnings growth
above the index of the average wage increase.

Following the large gap in 1995, public sector wage inflation
not only reached the level of the private sector, butin 1997-98 it
was above it. Our latest data suggest that this relatively strong
public sector earnings growth has not become a permanent fea-
ture,

Like private sector wage growth, it seems to follow the declin-
ing trend of inflation. However, the surprisingly low public sec-
tor earnings growth experienced in the last quarter of 1998 is
partly due to one-off factors. Decomposing earnings into regular
versus irregular (bonus) components we see that a nominal fall
in the irregular component explains the low growth rate of the to-
tal, especially in the education, health and social work sectors.
This also explains the relatively high public sector wage inflation
during the first half of 1998 — part of the irregular component usu-
ally paid at the end of the year was already paid out earlier in
1698,

On the other hand, the fall in the irregular component at the
end of 1998 implies higher earmngs growth later, i.e. in the first
months of 1999, _

We have already discussed the undetlying factors behind the
sectoral differences in wage inflation developments in our 1998
November inflation report. Wage inflation in the expanding
manufactiring secior continued to decline, reaching 17% rela-
tive to the same period in 1997 by the end of last year. Again, we
observe different developments in the retail sector and in the
other sub-sectors of the services sector.

The fierce competition among retailersand the easy substitut-
ability of retail employees implies a rapid adjustment of retail
sectorwage inflation to the falling rate of inflation. Wage inflation
is still much above the average in the private services sector ex-
cluding retail, as these services face a tighter labour market.
Even our latest data shows no sign of nominal adjustment in this
sector, which may imply that botilenecks have already emerged.

Although employment expansion in 1998 was based on growth
© inmanufacturing employment, in the long run we expect to see
expansion in private sector services, Labour shortages revealed
by cur figures imply inflationary pressures. Unless there is an in-
crease in the size of the relevant labour pool, we do not expect
nominal adjustment in this sector in the long run either.

Allin all, most sectors of the economy show no sign of nominal
inertia in wages, We expect these favourable trends to continue
in 1999 as well, earnings growth in most sectors will adjust to the
declining rate of inflation.

Although monetary policy is ineffective against the wage in-
flation permanently stuck at high levels in some private services
sectors, but shrinking the size of public sector employment (the
weight of which is dominant in the case of white-collar work-
force) and enhancing the effectiveness of general education
would help by creating the needed labour reserves,
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IV. Supply side factors

The published vs. the methodologically consistent
registered unemployment rate*

Per cent
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What ltes behz'nd the receﬂt rise inthe clmman E

There.are two deflnmons of the unemployment rate, often _con»
fused by the public. In this Report we use the standardlsed ILO
unemployment rate published by-the CSO, but many analysts
focus'on thefigure based on the number of people registered as
unemployed ‘with the local unemployment offices - (usually
named the claimant.count, but we will refer to it as the regis-
tered unemployment ﬁgure) 1t is very difficult to analyse the
development of the reglstered unemployment rate for two rea-
‘sons, First, it is based on not the number.of “real” jobseekers
withouta ]ob but on the number of people registered by the of-
fices. Survey data reveal that these two.do not always: overlap:
Approximately half of those 1eglstered with the office: are not
unemployed but. employed or-not in the labour force a ofd~
ing 10 the TLO efinition. S0 the reglstered unemployment fig-
alte is partly determined by changes in its-administrative back::
‘ground,the 7ules of unemployment bendfiis eligibility, etci Sec-
ondly, the defmmon of: the 1eg15tered unemployment rate is

' Recently the eg1stered rate showed an unemployment trend
dlfferent ﬁom that revealed'by the CSO figure. While the latter
showsa steady declinein unemployment the registered unem-
ployment rate. ]umped from.8,5% in November 1998 to 10, 3%,
by this January. In what follows ‘we show that this apparent
-unemployment 'nly due to methodologxcal prob-

; explams nearly two thlrds of the appare 1 5% nse in the regls—
tered unemploymentlate Se ndly, there as a__ chom

1.3 Earnings growth

Relative to the same period of 1997, in the last quarter of 1998
gross nominal wages rose at an average rate of 15.5%, implying
an average growth rate of 18.3% for 1998 as a whole. This consti-
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Summary

¥ nflation continued to decline in the second half of 1998, the rate of inflation for the previous
L twelve months fell from 18.4% at the end of 1997 to 10.3% by the end of 1998 and to 9.4% by
February 1999. The extent of this reduction exceeded the prognosis of the National Bank of Hun-
gary prepared at the end of 1997, according to which the inflation rate was forecast to reach
13.5-14% by December 1998. The faster than expected disinflation can be atiributed mostly to a
decline of imported inflation, but the reduction in the growth rate of non-tradable prices also
played an important role.

Lower depreciation of the forint and the decline in import prices calculated on a foreign ex-
change basis also contributed to the decrease of imported inflation.

The pre-announced rate of devaluation was modified twice in 1998. As a result the annual
depreciation of the forint against the currency basket decreased to 10.3%, which is 3.7 percentage
points lower than the 1997 figure. Despite a larger fluctuation in the intervention band during re-
cent months, the exchange rate has proved to be an efficient nominal anchor, prices of tradable
goods and services following imported inflation.,

Inflation rates in Hungary’s most important trading partners declined further in 1998, and as
far as prices for industrial products are considered, several countries experienced deflation. The
decrease in the world prices for food, fuel and certain commodities also had a favourable impact
on the domestic price level. All in all, favourable changes in foreign prices led to a 3 percentage
point decline in domestic inflation. The extent of reduction in the inflation rate was substantial
even apart from these imported, one-time factors. As a result of domestic developments the
growth rate of prices declined by 5 percentage points.

Reduction in the rate of inflation is also significant in those areas where the disciplinary
power of the nominal exchange rate is less efficient. Expanding domestic demand contributed to
the fact that inflation exceeded the depreciation of the forint' by 4 percentage points in the non-
regulated services sector. However, the difference in the growth rate of prices did not widen
further, indicating that the supply of these services kept pace with the expansion of demand.
Moderate growth of regulated prices also had a favourable impact on inflation.

The disinflation process was also supported by a lower growth of production costs. Real
wages grew by 3.5% on average in 1998. Considering improvements in productivity, this real
wage growth made further gains in corporate profitability possible on the aggregate level. Cost
inflationary pressures were further mitigated by lower wortld prices for food and several com-
modities.

The scope of monetaly policy is sxgmﬁcantly restrained by the fact that inflationary expec-
tations adjust to last year's fall of inflation, which substantially exceeded earlier forecasts, only
with a lag. The slower adjustment of inﬂationary expectations can be observed in the develop—
ment of nominal wages and certain services’ prices. The annual growth of gross average income
(18.3%) exceeded the upper limit (16%) of the band agreed by the interest Reconciliation Coun-
cil, which (due to the unexpected extent of disinflation) resulted in a higher than planned real in-
crease, contributing to the expansion of domestic demand, especially for services.

The aforementioned mechanism —a (nominal and real) wage growth exceeding the rate cor-
responding to the inflation target —is the greatest hazard to further disinflation. Namely, increased
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Summary

nominal rigidity raises the costs of disinflation. If higher nominal wage growth is accompanied
with a lower than expected inflation rate, then higher real wage growth can lead to the deteriora-
tion of the current account. Higher than intended real wage growth can harm corporate profit-
ability as well, which can be accommodated by companies only by reducing output and employ-
ment. Therefore, in order to reduce the costs of disinflation, monetary authorities scheduled only
a moderate decline in inflation for 1999 accompanied by a reduction in the rate of devaluation in
small steps.

Future developments in disinflation will be determined by the relationship between im-
ported inflation and domestic demand as well as supply. Within domestic demand components,
public sector demand deserves special attention.

The decline of inflation is expected to continue in Hungary’s most important trading partner
countries. However, as far as commodity prices are concerned, they are not expected to change
as radically as in the past period. Demand and supply changes determining the prices of these
goods are likely to remain stable, the growth of the world economy is slowing down, thus only a
slow turnaround is anticipated at most. In 1999 imported inflation is again expected to have a
favourable impact on domestic prices.

Among the domestic factors of the disinflation process, the expansion of aggregate de-
mand exceeding production capacities should be pointed out. Due to new capacities resulting
from last years’ investment, the growth of potential GDP accelerated in 1998. However, the ex-
pansion of domestic demand was even faster, which led to the deterioration of the current ac-
count,

Fixed investment has been the most dynamically increasing component of domestic de-
mand.’ The dynamic expansion of investment experienced in the first three quarters of 1998
slowed down in the last quarter of the year. The decline in the growth rate, however, was mainly
caused by the temporary postponement of housing investment by households, which was ac-
companied by a significant cut in public investment spending in the second half of the year.

A smaller fall in the growth rate of investment demand was observable in the corporate sec-
tor as well, which can be attributed to the increased uncertainty following the international capi-
tal market crisis and to the loss of market share of firms exporting to Russia. Based on the favour-
able profit prospects of the corporate sector as a whole, a further expansion of domestic demand
and the expected increase of consumer demand in western Europe, further growth of corporate
investment is expected for 1999, which will be accompanied by a growth of household invest-
ment. The growth of consumer demand also accelerated in 1998 compared to the previous year.
According to our estimates the annual growth of household consumption was 4.5%, which ex-
ceeded the expansion of real income. Nevertheless, there was an increase in household financial
savings. However, this can be partly attributed to the fact that houschold investment fell by 10%in
real terms, The growth in consumer demand was particularly strong in the durables category,
while the growth rate of current consumption including the demand for services was much
slower, around 2.5%. As there was a demand reallocation in favour of tradable goods, the effect of
consumption growth on inflation was moderate, the expansion of demand exceeding domestic
capacities leading to a deterioration of the current account.

Income growth in 1998 and 1999 is less polarised compared to the previous years and it is ob-
servable in social groups with a high propensity to consume. Therefore household propensity to
save is expected to decline on the aggregate level, This expectation is reinforced by the fact that
~ corrected for the temporary effect of housing investment — the propensity to save already de-
creased somewhat in 1998.

Itis of vital importance for further disinflation that the effect of expansion in public sector de-
mand, which started in 1997, continued to strengthen last year: the primary surplus (the balance
of the budget excluding interest payments) declined further by approximately 1:4% of GDP (to

!'The annual and quarterly GDP calculations in the report are estimates of the National Bank of Hungary and may not correspond to data published
officially by the Central Statistical Office.
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IV. Supply side factors

1 The labour market

n the last quarters of 1998 the favourable labour market devel-
Iopments became stronger thus more apparent. The activity ra-
tio twas steadily rising. It climbed up to 51.8% by the end of 1998,
implying an average rate of 51.7% for the whole year, which is
close to the 1997 figure. Moreover, it is very promising that it is
the decline in unemployment and the rise in employment that
has been driving the activity ratic upwards. We should be aware
of the fact that demographic developments also move the activity
ratio — changes in the age structure of the population alone wiil
significantly increasethe activity ratio in the coming years.

1.1 Employment

According to the CSO household survey data, last year employ-
ment increased by 0.7%. The ratio of the employed to the popula-
tion aged 15-74 years also increased to just aver 47.9%, a figure
[ast seen early in 1995.

The CSO institutional survey collects data for enterprises with
over five employees and public sector institutions, These data re-
veal 0.7% employment growth for the last quarter of 1998, mean-
ing a 0.4% average growth rate for the whole year. At the sectoral
level the 1998 data show strong employment growth in manu-
Jacturing (1,5%) including especially machine (6.1%) and basic
metals (4.9%) manufacturing, In services, we see larger employ-
ment increases in financial activities and supplementary services
(2.3%). Public sector employment did not change significantly,
but its public administration, defence and social security sub-
sector showed a surprisingly high employment growth (3.2%).
According to our information, this is mainly due to new hiring in
public security, law and order, and also to the substitution of
drafted by professional soldiers in defence,

1.2 Unemployment

The unemployment rate had fallen to 7.5% by the last quarter of
1998, implying an average of 7.8% for the whole year.

As we discussed in our first Report on'Inflation (November
1998), labour market shortages (or bottlenecks) may emerge
when there is an insufficient labour pool in a growing economy.
Our latest data show no change in the situation since then ~ the
unemployment rates for the short-term unemployed or those
with a higher education continue to fluctuate around the fric-
tional level.
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1. Components of aggregate demand

of durables and capital goods drives the cycle and the role of
non-durables and intermediate inputs is much smaller. The op-
posite movement of short term indices.of durables and capital
goods can lead to ambivalent conclusion about the state of the
business cycle. The decrease in the growth rate of durables indi-
cates a downturn in the cycle. On the other hand, according to
the accelerating investment import dynamics, the turning point
of the cycle is not yet due.

In 1998 the breakdown of imports by trading partners
changed substantially. Asian imports increased much faster than
the total (45.4%). During this period the share of imports from
this region increased by 2 percentage points to 12.1%. This Asian
expansion was supported by the real depreciation of the curren-
cies of the countries concerned. A considerable amount of the
import increase involved machinery and equipment. The de-
mand for these is more determined by the domestic business cy-
cle than by the price of these products. As there are only a few
close Hungarian substitutes for these products, changes in rela-
tive prices changed the country structure of imports, rather than
increasing the total,
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Summary

1.6%). This decline was coupled with significantly increasing transfers, while the share of public
investment fell to the level of the adjustment years due to a substantial decrease in the second half
of the year, At the same time budget revenues were reduced by measures to mitigate the tax bur-
den and by further tariff cuts, which also contributed to the expansion of aggregate demand by in-
creasing the discretionary income of the private sector. _

In 1998, as in previous years, the growth rate of foreign demand exceeded that of the do-
mestic component of aggregate demand. Although export growth was lower than the 29.9% rate
of 1997, the 22.1% growth rate was still high. Export dynamics were regionally different. While
payment difficulties in Russia resulted in a significant fall in turnover, exports to developed coun-
tries continued to grow rapidly. Overall lower export growth can be partially attributed to the fact
that the slowdown of growth in the world economy restrained sales opportunities for less proc-
essed products.

As far as trade with Russia is concerned, exports seem to be stabilising at the current level af-
ter the substantial fall following the financial crisis. However, no significant expansion of exports
can be expected in this region. Future export demand depends mainly on growth prospects in
western Europe. The growth rate of GDP is forecast to decline in Hungary’s main export markets,
but consumption demand, which is more relevant for export prospects, is expected to increase
further.

Although there was a considerable expansion in domestic supply due to strong investment
activity in the previous years, there are no substantial free capacities in the Hungarian economy.
In manufacturing industry, both the average capacity utilisation and the share of enterprises
struggling with scarce capacities have stabilised at a high level, despite the fact that certain firms
in this sector were sensitively hit by the Russian crisis. The effect of demand growth on inflation is
mitigated by the fact that in the last two years a considerable share of investment was imple-
mented in the services sector, which will curb attempts to increase prices due to stronger compe-
tition and rising productivity. '

The rate of unemployment fell well below the European average: according to the labour
market survey of the Central Statistical Office, the annual average rate was 7.8%. The labour re-
serve of the Hungarian economy is larger than that, as the activity rate falls behind the typical
European rate. Helping the workforce that left the labour supply during the years of economic
transition to re-enter the labour market, however, requires active labour market measures. In
the labour market, short supply is expected especially in the category of white-collar workers,
which is reflected by the fact that in the services sector excluding commerce (where the share of
white-collar workers is the highest) wage inflation exceeded the average rate of 18.7% (amount-
ing to 23%). Due to the scarcity of highly-qualified workforce, high wage growth may spill over to
other sectors and branches as well. This effect, however, is mitigated by the tendency of growing
demand for blue-collar workforce in manufacturing industry and commerce.

The worsening of the external balance in 1998 can be attributed to lower export demand
due to the Russian crisis and the expansion of domestic absorption exceeding free capacities. The
deterioration of the trade balance starting in the second quarter came to a halt around the end of
the year, and primarily as a result of increased exports to western Europe, the growth rate of ex-
ports exceeded that of imports, Forecasts of export growth, however, are uncertain because of
the danger of further slowing of economic growth in western Europe. The increasing financing
needs of the public and business sectors were responsible for last year’s current account worsen-
ing of 2.3% of GDP ($1.3 billion) to the same extent. Due to the expected growth in the private
sector’s financing need, a further worsening of the current account is anticipated. In view of the
business cycle, a further growth in the financing need of businesses is expected in 1999, albeitata
lower rate than.in 1998, As far as households are concerned, the higher than planned real wage
growth and the expected decline in the propensity to save are the factors that may have a negative

impact on the current account.
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Summary

Based on anticipated developments in demand and supply, the reduction of the imbalance
requires coordinated action by monetary and fiscal authorities to influence demand. These
measures are expected to harmonise the expansion of domestic demand and potential GDP. As
the firstand important step towards this goal, the government decreased public spending by 0.5%
of GDP.

Changes in domestic monetary conditions have also been leading to the reduction of do-
mestic demand. The real depreciation of the forint experienced recently increased the profitabil-
ity of exporting firms ceteris paribus, and it encouraged the consumption of domestic products by
raising the relative prices of imported goods. At the same time, real interest rates rose as well,
which is expected to reduce corporate sector investment demand

Although monetary conditions changed as required by domestic macroeconomic
developments in the past period, it must be taken into account when evaluating monetary
policy that the restrictive changes in monetary conditions were primarily induced by changes in
the behaviour of money and capital markets. In the last two years, substantial exchange rate de-
preciation was experienced by several countries which compete with Hungarian exports in third
markets, and investors were not able to accurately assess the direct and indirect effects of the Rus-
sian crisis on the Hungarian economy. Due to uncertainty concerning foreign trade develop-
ments, investors held the opinion that a weaker forint is more reasonable in this situation. Al-
though domestic inflation declined following the Russian crisis, the exchange rate departed from
the stronger edge of the intervention band f01 alonger period of time, despite higher real interest
rates.

In a crawling exchange rate System the level of the domestic interest rate is determined by
the announced devaluation rate, the expected intra-band change of the exchange rate, foreign in-
terest rates and by the required risk premium. The general mistrust in emerging markets after the
Russian crisis induced a long-lasting increase in the risk premium required by investors. The sig-
nificant increase in domestic real interest rates was the result of the real depreciation of the
forint and the higher risk premium.

Inthe period following the outbreak of the Russian crisis monetary policy was aimed at curb-
ing the rise in interest rates not justifiable by domestic fundamentals. The decline of liquidity in
the economy resulting from capital outflow was replaced by withdrawing central bank deposits
which were accumulated earlier (at the time of the sterilisation of capital inflow). Although the
central bank cannot permanently divert the domestic interest rate from interest rates required by
money markets to preserve the credibility of the exchange rate, it was able to curb the rise in inter-
est rates caused by the panic reaction of markets, By sterilising the liquidity effect of the capital
outflows, the central bank was able to prevent a drastic credit crunch that would have had serious
consequences for the economy. Money supply (M) increased along with economic growth,
while even with relatively high real interest rates domestic credit continued to growth.

The macroeconomic imbalance was due to the acceleration of domestic demand and notto a
deterioration in export competitiveness. The real depreciation of the forint may bring about a
temporary inflationary loss. This effect, however, is mitigated by the long-term advantages of pre-
serving the credibility of the exchange rate band. Nevertheless, the announced exchange rate
path is in line with inflation prognosis declared in the economic programme.

¢ < <

In the first part of the report the main characteristics of inflationary developments of the re-
cent period are described, then the most important factors influencing the inflaionary path are
presented. The second part gives an account of monetary developments and of important meas-
ures of monetary policy. There follows an analysis of supply-demand factors as well as of equilib-
rium factors which determine inflationary developments and monetary policy actions.
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I, Components of aggregate demand

imports. After August the growth rate of exports reached that of
the imports and in a few months it was even higher, As a conse-
quence, from the third quarter the trade balance started to stabi-
lise."

The slowdown in exports in the first half of the year was
caused by the continuous and substantial decrease of exports to
the CIS region. The growth rate of exports to other regions also
declined during the year, but the annual increase still exceeded
20%. It is worth noting that exports to the CIS region declined al-
ready in the first half of the year, before the Russian crisis had
started. This can be considered evidence for the fact, that Hun-
garian exporters to some extent had already foreseen the finan-
cial problems in Russia before the crisis began. The crisis in
August-September was just a last impulse for the export decline.
Overall exports to Russia in 1998 were $308 million less than in
1997.

Analysing the evolution of exports by commodity groups, the
acceleration of turnover can be attributed to a large extent to in-
creased machinery exports. The transitory decline in export dy-
namnics in the second quatter of the year was caused by a decline
in bus exports. In the second half of the year, as a result of the in-
creasing demand for durables in the EU markets, automobile ex-
potts increased sharply. The excess revenue from automobile
exports balanced the effect of the Russian crisis.

Among other commodity groups export of food, semi-
finished goods and energy declined substantially, while proc-
essed goods stagnated. In the processed goods category chemi-
cals decreased, the wood, paper and plastic industries stagnated,
while the export of textiles increased. The declining exports in
light industries, commodities, and food can be explained to large
extent by increased third market competition due 1o the Asian
crisis, and the effect of the Russian crisis,

The increase in imports in 1998 was a consequence of the in-
creased domestic absorption, i.e. the strengthened investment

_activity and the increased demand for durable goods. ™ Parallel to

the acceleration of domestic consumption, the most dynamic in-
crease inimport demand was seen with durables, although in the
second half of the year this decreased substantially, The growth
rate of investment goods imports decreased temporarily in the
second and third quarter of the year, increasing thereafter in the
last quarter. On the other hand, the growth rate of consumption
of non-durables and other products was substantially lower than
that of durables,

In the case of imports observations reinforce the conclusion
drawn in international business cycle literature that the volatility

¥The volume indices showed to some extent a different picture than the
value indices. This difference can be explained by the improvement in the
terms of trade and movements in international prices. In the first three quar-
ters the volume of exports and imports increased by 25.9% and 27.7% respec-
tively. The dynamics of export volume declined in the second half of the year,
after a dynamic first half. (At the same time, the value data for the second half
indicated strengthening export activity.) In assessing the volume data one
should take into account thai they are calculated from unit value indices
which are distortive in cases of marked changes in quality and product struc-
ture. That is why we thinls that analysing value data is more reliable, especially
in a transition economy. We have done the analysis in both USD and ECU. As
the different denomiriation of trade did not gave qualitatively different results,
asa matter of convention we publish the US dollar value data.

 The categorisation of imports for durables, non-durabies and investment
goods was accomplished at the NBH, based on the HS 4 digit data.
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III. Components of aggregate demand Summary

level hides some significant structural changes, in particular the
decline of public consumption in favour of transfers. The main
factor behind the growing transfers was an increase of transfers
to households €0.6% of GDP). This was caused by the system of
pension indexation,” since pensions were determined by the
wage increase of the previous year.® Within public consumption,
the weight of purchasing goods and services fell, while that of
wages remained unchanged.

+‘Main masreesenomic Indicators
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he main short-terim determinants of foreign trade were slow-
downin the eurc zone, enduring crisis in Russia, and increas-
ing demand on the domestic markets,

GDP growth in the main Hungarian export markets has de-
creased. This deceleration was observable mainly as a result of a
slow-down in export and investment activity in the Euro region
that caused aggregate import demand to decrease as well, How-
ever, the behaviour of the components of private consumption
showed a markedly different picture, the growth rate of sales in
refail trade and automobiles accelerated in the second half of
1998. This helped Hungarian expoits to recover as a large part of
these are consumption goods.

After a decline in Russian relations due to the crisis, exports
seem to be stabilising, but we cannot expect recovery in the fu-
ture here. _

Increasing domestic demand projects a fusther increase in the
imports of consumption and investment goods.

"According to the national account statistics, in 1998 the dy-
namics of both export and import volumes decreased, the annual
growth rates being 16.9% and 23.2% respectively.

In the following analysis of foreign trade we deviate from the
use of annual indices. These indices cannot capture quick
changes in the dynamics of the series, that is why we base our
analysis on annualised short term indices, which reflect changes
from the previous period.”

Main macroecansmic indicators of the EURD region The service balance continuously deteriorated during 1998,
(Parcentage change on a year earlier) the surplus being $500 million less than in the previous year. The
Pezseil  revenues, contrary to the increase in previous years, stagnated,
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7 The system was changed in 1999.
8 The rate of inflation and wage increase has declined significantly since 1997

? The short term indices were calculated from the trend of seasonally adjusted
dollar values. For the sake of comparison with long term indices {which we
used earlier} monthly changes are annualised, These indices capture the dy-
namics which would take place if the monthly movements endured fora year.

cliiding owaner credit,
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1L Development of inflation

v December 1998, the year-on-year inflation rate had de-

clined to 10.3%, which is an 8.1 percentage point improve-
ment compared to the 18.4% rate of December 1997. Annual av-
erage inflation decreased somewhat less, after the 18.3% infla-
tion rate in 1997, 1998 experienced a 14.3% rise in consumer
prices. In 1999 the decline of inflation has continued and one-
digit CPI inflation was achieved.

The growth rate of prices declined for all components of the
consumer basket. Reflecting developments in world prices, the
increase in food and fuel prices was significantly smaller than
core inflation, which indicates the trend of the inflaticnary pro-
cess. The highest inflation rate was experienced for services and
regulated prices, which are not directly disciplined by the nomi-
nal exchange rate. Inflation rates in Hungary’s most important
trading partner countries fell further in 1998, having a favourable
effect on domestic prices through the decline of imported infla-
tion,

The Ministry of Finance forecasts an inflation rate of 9% for the
end of 1999, thus the rate of decline in inflation will be signifi-
cantly lower this year than last year. Favourable tendencies in
world prices are expected 1o continue. However, the expected
high nominal growth of domestic demand will slow down the
decline of inflation.

Monetary policy affects domestic prices by setting the long-
term path of the exchange rate and by influencing inflationary
expectations. On 1 October and 1 January monetary authorities
reduced the monthly rate of devaluation taking into considera-
tion macroeconomic indicators and developments in money and
capital markets. While in 1998 the forint depreciated by 10.8%
against the currency basket, the monthly devaluation rate of 0.6%
in effect since 1 January 1999 yields an annual depreciation of
7.4%, as long as there are no further changes in the pre-

announced rate during the course of the year. In contrast with the

policy of the previous years which allowed for a real apprecia-
tion of 2-3% (calculated on a CPI basis), last year the nominal de-
preciation of the forint corresponded to the rise in consumer
prices.

The modification in the path of the real exchange rate was not
justified by domestic economic developments.

! The NBH has measured price increases by a new index since July. This index
cleans the consumer price index of the effect of changes in prices of seasonal
produce (egg, potato, vegetables, fruit), solid and liquid fuel {coal, coke, fire-
wood), as well as of petrol. The core inflation index calculated this way covers
91% of the original consumer price index,
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111. Components of aggregate demand

ing 1996-97, which diminished the stock of inventories to a
suboptimal level, and the intended ratio of inventories to sales
was partially restored in 1998.

In contrast, we can observe the opposite scenario in the textile
industry. Here the ratio of stock of inventories to sales has been
decreasing for four years, which indicates pessimistic expecta-
tions concerning sales. In case of the food processing industry,
the long lasting increase of the ratio of inventoriesto sales is con-
nected to the unintentional increase in the level of agricultural in-
ventories.

3 The fiscal stance

"[‘he demand effect of general government was similar to that
of in 1997. The change of the primary surplus (after adjust-
ment for the revenue loss caused by the pension reform)® con-
tributed to the growth of domestic demand by 1.2 % of GDP. The
primary surplus of general government.was 1.6 % of GDP in
1998.% Gross debt as a percentage of GDP still declined, mainly
because of rapid economic growth and cyclical and non-
structural components of primary surplus (e.g. revenues from re-
payments), however the structural primary surplus declined to
the level which is sufficient only to stabilise the long run
debt/GDP ratio.

According to preliminary data, the deterioration in the pri-
mary position of general government was caused by a bigger de-
crease in primary revenues than In primary expenditures
(2-2.2% and 0.8-1% of GDP, respectively)

Capital revenues were lower than in 1997, by 0.7 % of GDP.*
Among current revenues there was a sharp drop (0.6% of GDP)
in custotns revenue’ (due to Hungary’s international obligations
to reduce tariffs). Other measures aimed at reducing the tax bur-
den and the pension reform also reduced revenues (by 0.2%and
0.3% of GDP, respectively). Collected fines and surcharges de-
creased by 0.2 % of GDP. - .

The reduction in primary expenditures was concentrated on
capital spending, mainly investments® and housing subsidies.
Current expenditures; which are supposed to be more structural,
remained at the same level (i.e, ratio to GDP). This unchanged

2in 1998 a new multi-pillar pension system, including a fully-funded
privately-managed second pillar was established. The government balance
was deteriorated by the decrease in the contributions of the old pay-as-you-go
system. However, it had no fiscal impact because the savings of the new fully-
funded pillar automatically financed it. The loss of the contribution to the first
{pay-as-vou-go) pillar was 0.3% of GDP in 1998.

¥ For local authorities only projections are available yet. Our figures differ
from the official ones because of methodological differences. We classify the
sale of securities as revenue from privatisation. Therefore, primary deficit of
the Sacial Security, which excludes privatisation revenue, was higherby Fr 10
billion (0.1% of GDP). The deficit figures above also excludes extracrdinary
expenditures, such as capital transfers to cover losses of two banks (Ft 170 bil-
lion for Postabank and MFB) and to the APV Rt (state holding company).
These expenditures had no effect on demand and the structural level of pri-
mary surplus required to reduce the debt/GDP ratio.

4 Repayments were lower and local authorities had fewer real assets to sell.

? The import surcharge was abolished in 1997, so its full-year impact affected
the revenues of 1998,

% The investment/GDP ratio {(after the high tevel in 1997) decreased to levels
prevailing during the 1995-96 fiscal adjustment.

1969 « QUARTERLY REPORT ON INFLATION




1II. Components of aggregate demand

Investment by brarehes of the economy

ment

rity

Total

Dislribution | Distibution Volume index
atcurrant | atcurrent
priees 1997 |prices 19881 1997 1998
Agriculture, hunting
and forestry, fishing 36 37 16.3 11.6
Mining 0.3 03 6.2 7.6
Manufasturing 23.2 26.0 9.0 232
Electricity, gas, steam and water
supply 6.7 72 3.2 17.3
Construction 1.7 1.9 -10.7 202
Wholesale and retail {rade;
repair of motor vehicles,
motorcycies and personal and
household goods 6.4 7.1 -114 23.0
Hotels and restaurants 1.0 1.0 31.5 13.7
Transport, storage and commu-
nications 18.9 18.9 7.3 9.7
Financial intermediation 25 3.4 -16.3 47.7
Real estate, renting, business
activities and housing tnvest-
22.6 8.0 -0.2 -12.0
Public administration and de-
fence; compulsory social sscu-
3.9 38 38.5 1.9
Educalion 21 1.8 7.2 5.0
Heallh an¢l social wark 2.5 25 17.9 8.1
Gther community, social and
personal service activities 4.5 4.7 257 174
100.0 100.0 8.5 10.2

Development of the ratio of output stock of
inventories relative to sales®
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The corporate sectorwas very anxious to invest in 1998 — the
rate of growth of their investments compared to the previous
year reached 20%. However, on account of the unfavourable cir-
cumstances in the world economy (the Russian crisis and moder-
ate business activity in western Europe) the rate of expansion of
firms’ investments slowed down during the last three months of
the year.

Prospects concerning the business cycle still remained prom-
ising for the majority of enterprises, since besides strong domes-
tic demand, there was also a great boost in the sales of consumer
goods inwestern Europe, Asa consequence, we expect to see ro-
bust investment activity this year as well, although the rate of
growth might not reach that of 1998. This hypothesis is backed
by the development of machinery and equipment impost, which
accelerated again rapidly after the slow down of August and Sep-
tember.

The public investment growth exceeded 4%, though the dy-
namics of the government’s investment activity was quite differ-
ent in the two halves of the year. While it continued to expand
quickly during the first six months, in the second half the public
investments declined even in nominal terms,

The annual growth rate of the {nvestment of households de-
creased by around 10% compared to 1997. This contraction can-
not be explained by cyclical factors, since, according to retail sta-
tistics, the demand for consumer durables rose by 30%. ‘The un-
willingness to invest is presumably only a transitory feature,
since the reintroduction of a VAT refund on housing expendi-
tures motivated people to postpone their construction plans,
Consequently, we expect household investment to expand in
1999,

Examining investment in the branches of the economy, the
12% decline of real estate, renting and business activities is re-
markable. If we adjusted for the 25% decrease of housing invest-
ment, we would observe some growth with the rest of the com-
ponents of this branch.

The dynamic development of the manufacturing sector con-
tinued in 1998, in particular machinery and equipment saw a re-
markable growth.

In 1998, as in 1997, approximately 40% of investment projects
were aimed at broadening the range of service sector. Particu-
farly impressive is the development of financial intermediation,
since after a 16% decline in 1997, its annual growth rate rose to
47.7% in 1998.

2.2 Inventories

The accumulation of inventories was one of the most important
factors of aggregate demand during the last two years. Detailed
data on inventories are only available for the manufacturing sec-
tor, so we will examine only this segment below.

The development of inventories in the manufacturing
branches is dominated by the machinery and equipment sector.
In 1998, the stock of ouiput inventories (semi-finished and fin-
ished products) and the stock of input inventories (fuel and raw
materials) continuously increased in the machinery sector. The
more intensive accumulation in inventories is in line with the
evolution of sales. There was an unanticipated boom in sales dur-
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Changes in the behaviour of money and capital market agents
due to the international financial crisis did not allow the slope of
the exchange rate path to decline further.*

As far as domestic factors influencing inflation are concerned,
dynamic domestic demand potentially increases inflation. Along
with the growth of private consumption and investment de-
mand, public sector demand also increased in 1998, which re-
sulted in a growth of domestic demand higher than the expan-
sion of production capacities.

Rising domestic demand led primarily to the deterioration of
the trade balance, thus price increases were restrained by import
competition.

As far as non-tradable goods are concerned, new capacities
resulting from last years’ investments partly mitigated the infla-
tionary effects of expanding demand, but the growth rate of
non-tradable prices was still 4% higher than that of tradable
goods prices,

In addition to public sector demand, the government directly
influences CPI inflation through regulated prices, While in the
second month of 1998 inflation in the regulated price category
wias 23.2%, this rate was only 13.3% in February 1999, which re-
duced the total inflation rate by 2% in itself and also contributed
to lower inflation in other categories through lower production
costs.

This favourable effect was due to the lower growth of fuel
prices, regulated prices of services increasing significantly more
than average inflation.

The moderate cost inflationary pressure was a result of contra-
dictory developments. In the final quarter of 1998 real wagesrose
by 3.8% on average in the economy as a whole, which, taking im-
provements in productivity into consideration, also made possi-
ble modest improvements in corporate profitability.

It was a positive development that wage inflation decreased
substantially in manufacturing industry and commerce com-
pared to 1997 {(manufacturing industry Q4 1997: 22.7%, Q4 1998:
16.6%). In the services sector excluding commerce, where the
share of white-collar workers (the category in shortest supply) is
the highest, wage inflation has stabilised at a high level (34 1998:
23%). Due to the scarcity of highly-qualified workforce, high
wage growth may spill over to other sectors and branches.

The effect of real wage growth on profitability was partly miti-
gated by the increasing efficiency of human resource utilisation
resulting from investment in the previous years, but in the other
setvices sector higher real wage growth also led to higher than
average inflation. Cost inflationary pressure was further reduced
by declining world prices of food, energy and other commeaodi-
ties. As a result of all these factors, the growth rate of prices de-
creased even for those products that are not directly disciplined
by the nominal exchange rate.

% Factors determining the exchange rate path are analysed in Chapter 2, which
describes monetary developments.

velopments in regulated ma;_‘két_detei‘miﬁéd ;

components of the consumer price index*
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Changes inwortd prices 1997-98
{annual percentage change, December/December)
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-13.7

Source: IMF IFS.

Growth of consumer prices in 1996-38
(annual percenlage change)

1986 1997 1998
Producer Consumeri Producer Consumer| Producar jConsumer

price changes price changes price changes
usa 28 33 -0.6 1.8 -3.2 1.8
Japan ~{+4 0.6 13 21 | 20 0:6
Germany 0.2 1.4 1.0 19 | ~1.2 0.5
Gzach Repubfic 4.4 26 57 | 106 2.2 6.8
Pafand 1.2 18.5 11.5 13.2 5.8 8.6
Hungary 201 19.8 19.5 184 79 10.3
Siovakia 47 54 4.4 6.4 . 8.0
OECD tetal 8.2 47 2.7 43 0.7 2.0
EU-15 02 | 22| 14 214 {171 14
67 . 1.1 24 0.3 1.9 -0.9 1.3

Source: IMF World Ezonomic Outlook, 1998 Dec.
EBRD Transiticn Report, 1998,
OECD Main Economic Indicators, 1999 Feb,
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1 Imported inflation

P1inflation in Hungary’s most important trading partners de-
screased further in 1998. This was mostly due to declining
world prices of commodities 2nd energy, which was the conse-
quence of falling demand resulting from the southeast Astan and
Russian crises, as well as of the rising supply from countries
forced to increase their export revenues,

In addition to the international developments, domestic cost
factors influencing the price level also contributed to low infla-
tion in developed economies. In the Buropean Union high un-
employment accompanied by moderate economic growth re-
stricted wage demands, and strict fiscal policy determined by the
convergence criteria also supported low inflation, ‘

In the United States, in addition to low imported inflation, the
strong dollar and moderate growth of wage costs resulting from
significant productivity gains contributed to low inflation. Thus,
by the end of the year CPl inflation reached its lowest value of the
past 35 years in both the United States and the euro region, while
in recession-struck Japan prices were falling in the second half of
1998. '

By keeping import prices under control, moderate inflation in
developed economies contributed to continuing disinflation in
most east European countries in 1998, In Poland, in addition to
low imported inflation, the slowing expansion of domestic de-
mand and decreasing wage inflation supported the disinfiation
process. )

In the Czech Republic, due to favourable external conditioris
and strict fiscal and monetary policies since the 1997 currency
crisis as well as the more than 2% decline in GDP, both producer
and consumer price inflation declined by more than 3 percent-
age points, Despite the slowly starting structural reforms and the
change in the fixed exchange rate system during the year, con-
sumer prices in the Slovak Republic rose by only 8%.

Due to declining inflation in Hungary’s most important trad-
ing partner countries, imported inflation decreased by more than
the rate of devaluation. In the third quarter of 1998 the import
unit value index rose by 9.8% compared to the third quarter of
1997, : '

If the reduction in foreign prices is also taken into considera-
tion and the effective foreign price is defined as the product of
the devaluation rate and foreign manufacturing prices, the
change in import prices was even lower than this indicator.
Changes in the terms of trade also contributed to the decline of
imported inflation.

2 Components
of the change
in consumer prices

The nominal exchange rate — as the intermediate target of
monetary policy — exerts its strongest effect on the price of

' tradable goods which we call manufactured goods for the sake

of simplicity. The disciplinary power of the exchange rate system
is reflected by the fact that the price of manufactured goods has
Jollowed the nominal exchange rate in the last two years. Eco-
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sources temporary into financial assets, Taking into considera-
tion the effect of the pension reform, the operational gross sav-
ings rate (which includes household investments and financial
savings) declined somewhat in 1998.

Although we cannot obtain disaggregated data on household
consumption from the national accounts, we can still conclude
from retail statistics that the expansion of consumer durables
constituted the most important part of consumption growth with
an annual increase of 30%. On the other hand, expenditure on
current consumption reached only an annual growth rate of
about 2.5%, which lags considerably behind the rate of expan-
sion of disposable income, This phenomenon may be an indica-
tion of the great polarisation of the financial wealth of Hungarian
households. In a country with a well developed credit market,
current consumption moves together with permanent income,
while expenditure on investments and consumer durables are fi-
nanced through credits and financial savings. We can infer from
the data above, that the expenditure on consumer durables was
mainly financed from cuirent disposable income, which may re-
veal that a great part of the Hungarian households are liquidity
constrained. Consumer credits were not availabte for these peo-
ple due to the underdevelopment of consumer credit markets,
and at the same time they were not able to mobilise any financial
savings either. As a consequence, they spent the majority of their
additional disposable income on durables. The others, who are
not liquidity constrained, increased their consumption by a
lower rate than the expansion of their disposable income, which
resulted in the expansion of their financial savings.

The hypothesis formulated in the previous paragraph about
well-to-do families having increased their savings is supported
by the evolution of households’ financial wealth. Despite the
stock market crashes of the second and third quarter, which sig-
nificantly diminished the financial wealth of the househeld sec-
tor,! people made an effort to offset the losses by increasing their
financial savings. This might be an indication of a suboptimal ra-
tio of financial wealth relative to disposable income.

We can conclude from the discussion above that the future in-
come distribution between the liquidity constrained and the
creditworthy households will play a major role in determining
the evolution of the savings rate and thus the ratio of consump-
tion relative to disposable income.,

2 Investment

2.1 Fixed capital formation

he annual growth rate of fixed capital formation reached

17.7% in the third quarter of 1998, which meant a further
speed up of investment activity compared to the first half of the
year. During the last quarter, the growth rate slowed down con-
siderably, to an annual rate of 7.8%.

! Due to the stock market crashes which took place in the second and third
guarter of 1998, the market value of the share portfolio of households de-
clined by Ft 22.5 billion and Ft 147.2 billion respectively, On the other hand,
the recovery of the stock exchange during the last quarter of the year in-
creased the matket value of shares owned by households by Ft 107.7 billion.
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According to our estimates, the Hungarian economy grew by
59 in 1998. The rate of growth accelerated during Q1-Q3,
while it declined somewhal in the fast quarter. The rate of expan-
sion in domestic absorption exceeded the growth of GDP, which
contributed to the deterioration of Hungary's external position.
Although the rate of expansion for the expoit of goods and
services declined compared to 1997, it still could be considered

the most important component of aggregate demand with its in-

crease of around 17%. Considering the domestic factors of aggre-

. gate demand, fixed capital formation had an annual growth of
-11%, and the stock of inventories increased by a considerable

amount as well. Household consumption grew by 4.5% in 1998,
2 percentage point higher than in the previous year. Its dynamics
was intensifying during the second half, especially in the fourth
quarter of the year. As a result of the significant growth of domes-
tic absorption, the demand for imported goods increased by a
considerable extent,

1 Household consumption

he total expenditure of households rose at a slower rate than

their disposable income, which resulted in a significant in-
crease of the operational financial savings rate compared to
1997.

It should be mentioned that an important institutional change
tock place during 1998, which had a direct effect on household
savings. As of January 1998, a pension reform has been imple-
mented in Hungary, as a result of which a significant percentage
of former social security contributions is being paid to private
pension funds. These new flow of funds are being accounted for
both in the compilation of household disposable income and in
the calculation of financial savings, which was not the case for-
metly. In order to make a comparable analysis of the savings be-
haviour of households, one has to take institutional changes into
account. According to our estimates, more than Ft 25 billions
were directed into private pension funds, which produced a 0.3
percentage point higher savings rate.

The total expenditure of households expanded at a slower
pace than the 3.8% annual growth rate of disposable income.
This phenomenon was achieved through a 4.5% increase of con-
sumption and a 10% decline in household investment compared
to the preceding year. The contraction in household investments
can mainly be explained by the promised introduction of VAT re-
funds on housing expenditures in 1999, which gave incentivesto
postpone housing investment projects and place housing re-
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nomic agents price their products based on the preannounced
devaluation rate; cross exchange rate fluctuations are consid-
ered as temporary and they are not built in the prices, As prices
are reviewed only from time to time, the temporary weakening of
the forint at the time of the Russian crisis was not built into the
prices of manufactured goods. However, increasing uncertainty
concerning future developments in the exchange rate is reflected
by the fact that in the last quarter of 1998 the growth rate of prices
exceeded the depreciation of the forint by nearly 0.5%.

The temporarily higher growth rate is still consistent with the
exchange rate path, but it is an indication of expectations about
the exchange rate moving away from the stronger edge of the in-
tervention band.

The higher than expected decline in inflation can mostly be at-
tributed to the change in food prices, which comprise 27.6% of
the consumer basket. Prices in this category are dominated by
two types of food: seasonal, mostly domestically traded produce
and internationally traded food products which are subject to
heavy competition in foreign markets. In domestic markets both
types enjoy significant tariff protection. However, supply-
demand conditions in the world market also influence domestic
food prices through export prices. Prices of seasonal food prod-
ucts had a favourable effect on the total inflation rate in 1998.
World prices for tradable food products declined substantially
following the drastic fall of Russian demand, and this decline was
followed by domestic prices as well, Domestic food prices follow
world prices denominated in dollars.

Therefore changes in EUR/USD cross exchange rates also in-
fluence domestic prices. This was positive for producers when
the dollar was strong (1996-97), as revenues calculated in cur-
rency basket composition were rising despite the decrease of
prices calculated in dollars. However, it had an extraordinarily
negative effect in 1998 when the dollar weakened along with a
further decline in world prices.

The rate of inflation decreased substantially in the categories
of products with regulated prices and services: in Decem-
ber 1997 the 26.8% rise of regulated prices exceeded ihe de-
vahiation rate by 8.4 percentage points, and with the 13.3% in-
Slation rate in February 1999 this discrepancy shrank to 3.4 per-
ceniage poinis,

Products with regulated prices can be divided into two
groups: household energy as well as products and services with
regulated prices. In recent years price increases in the energy
categories have exceeded the inflation rate. This permanently
higher inflation rate reflected not only the growth of current
costs, there was also a price correction, which was necessary as
prices for these services formerly did not cover the cost of capital
required for their production. Following the correction period,
price regulation yields a significantly higher correlation between
the nominal exchange rate and energy prices,

The control of price setting by firms with dominant market.

share is the other important element of price regulation. The task
of the regulatory agency in this respect is to prevent the abuse of
market power, thereby encouraging the efficient operation of
these firms. If the goal of encouraging firms to place greater em-
phasis on forward-looking inflation in their price setting behav-
iour can be achieved, then price regulation can actively contrib-
ute to the disinflation process. So far this goal has not been

B ral inﬂation of goods
.'(exciudi.ng food and fuel) col
: _dcvaluation of the forin

A.nnual inflatmu of products with reguldted prices
f
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Annual growth rate of energy prices, as well as of
prices of products and services under regulation
relative to the devaluation of the forini*
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achieved. The growth rate of regulated prices exceeded the CPI
inflation rate and by increasing the costs of other industries, they
substantially hinder furiher disinflation.

While in the long run the difference between the inflationary
dynamics of industrial products and market services can be ex-
plained by the discrepancy in their productivity growth, in the
short run demand. and supply conditions influence the relative
price of services. The expansion of domestic demand led to a
4 percentage point higher inflation for non-regulated services
than for industrial products. The difference in the growth rate of
services and manufacturing prices has not increased further
since 1997 due to the fact that the significant expansion of service
capacities offset the inflationary effect of faster demand growth.
New investments are likely to have improved productivity in the
services sector as well.
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tailed their claims on the central bank parallel to the increase in
the share of government papers in their portfolio.

Compared to previous years, the expansion of credit to the
household sector is visible. However, the contribution of
household credits to the growth of banking assets can only be
marginal because their share in total assets is negligible.

Following a decline in 1995, net corporate demand for bank
loans stabilised in 1996. Because of favourable profits, the in-
creased investment activity of the corporate sector did notlead to
an accelerating growth of corporate debt, since investments
were partly financed by financial assets accumulated earlier. This
trend continued in 1998, leaving the real value of net corporate
borrowing unchanged compared to the average of the two previ-
ous years. However, as a result of the temporary scarcity of do-
mestic comimercial bank funds and the change in the relative
price of foreign loans, the share of the latter in total corporate
borrowing increased again in the second half of 1998, after one-
and-a- half years of low values. For enterprises which are risk-
neutral in foreign currencies, foreign loans meant a -cheaper
source of financing than forint-denominated borrowing, since
domestic interest rates contained an increased devaluation risk
premium,

;'_:i:niﬁil:aéllihn_uilhe'mnhevde'n'iand and the ceeditporttolio . o
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Development of monetary aggregates
(monthly real growth rates, year-on-year)
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5 Monetary
aggregates

Te growth rates of both the narrow (M1) and the broader (M3
and M4) monetary aggregates exceeded that of the consumer
price index in 1998 as economic activity rose. Financial portfolio
rebalancing and higher transaction moeney demand give an ex-
planation for the faster real money growth,

The popularity of non-bank financial instruments experi-
enced during the 1996-98 period reversed to the benefit of bank-
ing deposits. The reallocation of financial portolios started off
because of the increased uncertainty in the capital markets and
the convergence of expected investment vields offered by
banking and non-banking institutions. The narrowing difference
between M3 and M4 growth rates also reflects this portfolic shift.

The recent high growth rate of the broader M3 monetary ag-
gregate was driven by the expansion of household assets, as the
growth of corporate deposits was rather moderate. Expanding
household savings and portfolio rebalancing contribute to the
high growth rate of fixed term deposits held by the household
sector.

The transactional part of the narrow M1 monetary aggregate is
held by the household sector. Our research suggests that there is
only simultaneity between the cash component of the M1 money
demand and household consumption, and moteover that the
evolution of sight and current deposits hds at most a predicting
power for 1-2 months ahead. Taking into account the recent slow
down of the velocity of money there is no evidence for a further
future acceleration of household consumption.

The high M1 growth rate can partly be-explained by the evolu-
tion of the liquidity premium, which decreased as inflation
stowed down. In the case of sight and current household depos-
its, which expanded at the fastest pace, probably portfolio rebal-
ancing played an important role as well. Portfolio rebalancing by
the household sector could have been driven by the shrinking
difference between interest rates of sight deposits and other less
liquid assets.

The popularity of sight and current deposits can also be attiib-
uted to the fact that attached services, especially those related to
card operations were expanding rapidly.

Developments in the assets of the banking system including
the National Bank of Hungary (NBH) showed a significant struc-
tural change in the credit composition during the second half of
1998.

The decreasing tendency in the claims on foreigners was the
result of two different factors which worked in opposite direc-
tions. The position of the banking sector against foreigners im-
proved as commercial banks reduced their exposure by closing
their on balance sheet open positions. Nevertheless, the net for-
eign position deteriorated as at the same time foreign exchange
reserves of the National Bank decreased.

'The public sector’s position against the banking sector dete-
riorated significantly when both foreigners and domestic resi-
dents reduced their government paper holdings, which in-
creased the assets of commercial banks to a large extent. On the
other hand, this portfolio rebalancing did not imply a reduction
of the credit supply to the private sector. Commercial banks cur-
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1 Developments of monetary
conditions

Favourable trend in the inflation process, increasing external

imbalances and changes in the international financial envi-
ronment decisively influenced the conduct of monetary policy in
the second half of 1998.

Favourable advances in the inflation process made the reduc-
tion of the crawl feasible, despite the turbulent international en-
vironment.

The government in accordance with the National Bank de-
creased the rate of crawl to 0.7% and 0.6% effective from 1 Sep-
tember and 1 January 1999, respectively. As the fall in inflation
was higher than expected, a real effective depreciation of the
forint took place which was reinforced by the movement of the
Deutsche Mark (Euro)/US Dollar rate.

On the grounds of competitiveness the evolution of the profit-
ability of the export sector would have not justified a real depre-
ciation. The real exchange rate path was mainly determined by
the changing sentiment of financial markets.

A number of countries whose expotts compete with Hungar-
ian goods in third markets devalued their currencies in 1997-98.
Moreover, investors could not exactly evaluate the direct and in-
direct effects of the Russian crisis on the Hungarian economy.
Due to the uncertainties regarding the expected trade perform-
ance, investors considered a more devalued level of exchange
rate to be realistic.

Despite the fall in inflation in the period following the Russian
crisis, the forint remained in the midle of the intervention band
even with the higher real interest rates. Consequently, despite
the two crawl cuts that have been implemented since the out-
break of the Russian crisis, the forint depreciated in real effective
terms.

Another factor which influenced the setting of the exchange
path was the sticky adjustment of inflationary expectations to the
rapid decrease of the level of inflation. Even in the third quarter
of 1998 both the Ministry of Finance and private sector macro
analysts expected a double-digit inflation for 1999.

This resulted in demand for higher nominal wage increases
and contributed to higher price increases in the field of regulated
services. '

The ensuing price and wage rigidities could have endangered
the credibility of the nominal path of the economy. The tempo-
rary rise in the inflationary inertia justified only a gradual reduc-
tion of the rate of devaluation. As the international financial envi-
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Monetary conditions
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ronment was effected by crises, the risk premium' on the HUF as-
sets increased sharply, became more volatile and finally stabi-
lised around 500 basis points towards the end of the year. This
level of premium exceeded the pre-crisis equilibrium by around
150-200 basis points. The increase can be attributed mostly to the
events on the international capital markets, yet from the last
quarter of 1998 fundamental considerations have played an in-
creasingly important role. The Russian crisis and the slowing
growth of European countries, together with the dynamically
growing domestic absorption, projected a deterioration of the
current account.

The interest rate policy, which was consistent with the ex-
change rate path and the required risk premia, resulted in high
real interest rates despite the policy of the National Bank to use
sterilisation instruments to compensate for the loss of liquidity
due to the financial crists. The augmentation of real interest rates
is partly attributable to the increased risk premium on forint as-
sets. This was reinforced by the temporary real depreciation of
the forint which is in contrast to the real appreciation characteris-
tic of the previous periods. The two factors together contributed

to an increase of real interest rates of around 400 basis points.

Ex post real interest rates calculated from 3-month T-bill yields and CPI infla-
tions during the same 3-month period. The real exchange rate shown here is not
equivalent to that used later in the Report to measure competitiveness. It shows
ex post nominal depreciation in the next 3 months divided by ex post CPI infla-
tion in the same period.

In the period following the outbreak of the Russian crisis the

National Bank tried to mitigate the interest rate jump unjustified
by domestic economic fundamentals. Sterilisation policy supple-
mented the liquidity disappearing from the economy due to capi-
tal flight. As a result, the growth of the monetary base was
smooth last year and therefore the economy could avoid a quick
crunch of credit supply with its potentially serious consequences
for the real economy. Stricter monetary conditions resulted in a
higher real interest rates on credit facilities offered by commer-
cial banks. On the deposit side, a similar increase did not take
place since shaken investor confidence in non-bank assets pro-
vided an incentive for a portfolio reallocation in favour of bank
assets even with lower real interest rates. Demand for money in-
creased in accordance with declining inflation and economic
growth. However, higher interest rates led to a shift in credit de-
manded toward external borrowing.

2 Exchange rate and interest rate
developments

fter the outbreak of the Russian crisis monetary policy was

guided by the intention to minimise the real effects of the cri-
sis while preserving.the credibility of the exchange band. The
National Bank endeavoured to use verbal intervention in order
to direct the attention of market participants to the fact that eco-
nomic fundamentals of the country did not justify speculation
against the forint. The cautious sterilisation policy conducted

! The yield of the 90-day treasury bill over the pre-announced devaluation rate
and the average foreign interest rates weighted according to the composition
of the basket. In the present crawling band exchange rate regime, the risk pre-
mium is a composition of three elements which' compensate for possible
losses arising from default, surprise devaluation from the band and devalua-
tion within the band.

—_
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rate expectations. At that time short-run expectations about the
future course of the 1-year interest rate were more cautious than
in the period preceding the crisis, but for the longer run market
participants seemed to expect a more dynamic decrease. In De-
cember yields dropped significantly, implying a 200-250 basis
point decrease of interest rate expectations on all horizons. This
raises the question as to whether the downward shift of the yield
curve was due to a further decline in the depreciation risk pre-
mium of the forint or a decrease in inflation expectations.

In this respect the exact liming of the December vield drop is
quite important, since it occurred right after the announcement
of the November CPI inflation statistics (in the 5 days following
the announcemerit, the yield curve shifted down by approxi-
mately 130 basis points). During these few days, neither the stock
of T-bonds owned by foreigners grew very rapidly nor global in-
vestor attitude towards emerging markets changed positively.”
These facts suggest that the surprisingly low November inflation
statistics encouraged market participants to lower their expected
path of inflation by 150-200 basis points. This can be seen from
the monthly survey of market forecasters, although they seemed
a bit more cautious — the December poll showed them reducing
their forecast for December 1999 year-on-year CPI inflation by
102 basis points on average to 9.0%.

Until 12 January, implied forwards up to the 3-year horizon
decreased by another 100-150 basis points. This downward shift
took only two days (5-6 January). On these days there were no
domestic data or news releases that would potentially influence
yields, and the T-bond stock owned by foreigners did not in-
crease either,

The announcement of the December (again, lower-than-
expected) CPI inflation data on 11 January was not followed by a
decrease in long bond yields in a similar fashion as in December,

" However, the assessment of this is rather difficult, since the Bra-

zilian crisis became fully-fledged during those days. The forint
could not avoid this new wave of emerging market confidence
crisis; the depreciation risk premium increased, the currency
weakened within the band and yields increased significantly.

The impact of the Brazilian crisis on the Hungarian debt mar-
ket lasted only for a week. By 22 January, implied forward rates
were back at their pre-crisis levels, In the next three weeks
longer-run interest rate expectations stabilised. Beginning in
mid-February, a number of market analysts published repotts on
the Hungarian econémy emphasising some wotrying trends. In
particular, they focused on the larger-than-expected 1998 current
account deficit and the adverse figures of the January budget
deficit. : \

As a result, vields on all maturities started to increase. The im-
plied forward curve shifted up by 100 basis points by the begin-
riing of March. Inflation expectations increased slightly as well
—in the 17 February poll, market analysts’ forecast of the end-
1999 year-on-year CPI inflation stood at 9.3%, 0.3% up from their
January forecast. :

* The spread of ], P. Morgary’s EMBI (Emerging Market Bond Index) over UST-

bond yields in fact slightly increased in this period.
6 Compiled by Reuters.
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Short-term corporate credit rates, household deposit
rates and the 3-month T-bill yield
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ticipants failed to ascribe proper significance to the indicators
predicting a deterioration of external balances. Unfavourable
current account developments became evident for market par-
ticipants in February. Country-specific risk premium increased as
well as market vields, and the forint moved away from the strong
edge of the band.

3 Commercial bank rates

Enterest rates on commercial bank loans and deposits followed
the downward trend of market rates in 1998. However, the
continuous decrease since 1996 in the spread between short-
term corporate lending rates and short-term T-bill yields has
come to an end. Moreover, the spread increased at the beginning
of 1998. This increase was due to a change in the composition of
corporate borrowers; the proportion of those companies which
have no or limited access to foreign loans has increased within
the borrower pool. During the August-Seplember crisis bank
lending rates followed the increase in market rates with a time
lag. Thus, in September and October the spread shrank, but by
November it had reached its pre-crisis level.

Household deposit rates did not decrease in line with the sig-
nificant drop of T-bill rates which started in March and which re-
sulted in a 100-130 basis point shrink in the spread between
them.

The causes of this were the usual slow adjustment of the bank-
ing sector to T-bill yield drops, the still increasing competition for
market share among banks and the strengthening threat from al-
ternative financial market instruments aiming at household sav-
ings.

After the statt of the Russian crisis, deposu: rates did not follow
the increase in market rates either. As a result, the spread be-
tween them increased to the 250-300 basis point level that had
prevailed at the beginning of 1998. This can be explained again
by cautious adjustment, but an increasingly important factor was
that, due to the downturn of investor confidence in financial in-
struments outside the banking sector, households re-arranged
their portfolios in favour of instruments offered by commercial
banks.

4 The yield curve and inflation
expectations

he information content of the yield curve, regarding ex-

pected future interest rates and inflation, decreased signifi-
cantly after the Russian crisis had unfolded in August and had
turned into a global [oss of confidence in emerging markets. The
sharp increase of yields of all maturities in September had very
little to do with inflation expectations.

They were rather a consequence of the temporary increase in
the depreciation risk premium of the forint, This is supported by
the evolution of the stock of forint-denominated T-bonds owned
by non-residents.

By mid-November yvields had stabilised and it made sense
again to look at implied forward curves in order to assess interest

22
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during the period of capital inflow enabled the National Bank to
sterilise the capital outflow as well. Based on the good funda-
mentals of the country the NBH considered the jump of risk pre-
mium to be a temporary rather than a permanent phenomenon.
In view of the high level of liquid resetves, temporary capital out-
flow could be tolerated. Asreal interesi rates were increasing ow-
ing to the decline in inflation, a further rise in interest rates was
deemed unnecessary. The interest rate premium was raised
through a cut in the rate of devaluation, which was justified by
the trend of the real exchange rate. Nevertheless, by the end of
September in order to reinforce the credibility of the exchange
rate band, raising official interest rates became imminent. Due to
the general crisis of confidence affecting emerging markets after
the eruption of the Russian crisis, the forint weakened to the edge
of the fluctuation band and monetary policy intervention be-
came unavoidable in September.? Intervention can be explained
by the capital outflow only to 2 minor extent. Essentially it was
the forced portfolio reallocation of domestic market participants
which obliged the Central Bank to purchase forints.

Contagion of the Russian crisis and the lack of liquidity in in-
ternational financial markets affected the risk premivm on forint
assets to an extent where the pre-crisis level of bond yields were
regarded to be insufficient. Asa result, a wave of selling emerged
among foreign investors in the government bond market. In
August and September the stock of government bonds held by
foreigners decreased by Ft 250 billion. Capital withdrawal oc-
curred on the equity market as well, but its magnitude was well
below the previous estimates of market participants. It could
have been around Ft 50-70 billion.* The overwhelming amount
of capital outflow took place before the first Central Bank inter-
vention. Demand for foreign currency arising from government
hond selling by foreign investors was covered by the reduction
of the net FX assets of commercial banks. In sharp contrast to
other central European countries, a significant jump in govern-
ment bond yields occurred only around the middle of Septem-
ber, The explanation of this phenomenon is that commercial
banks considered the government securities to be close substi-
tutes of Central Bank deposits, so the reduction of the stock of
deposits could resirain the increase of bond yields. In the second
half of September the outflow of capital slowed down to a con-
siderable extent. Despite this, the National Bank was compelled
to intervene and on 22 September it raised its leading rates by 100
basis points. In this period no relevant new information was re-
vealed that could have altered substantially the behaviour of for-
eign investors or the country-specific risk premium, In addition
to the outflow of portfolio capital, the lasting weakness of the
forint within the band and the Central Bank intervention that be-
came necessary to a certain extent can be accounted for by a
change in the behaviour of the domestic banking system and in-
stitutional investors. As is demonstrated in the table presenting
the breakdown of the sources of conversion, out of Central bank
intervention of Ft 508 billion in the third quarter, Ft 406 billion is
attributable to these factors. (The sum of lines HI and IV.)

% The effect of the Russian crisis on the Hungarian capital markets and mone-
tary policy was discussed in detail in the previous issue of the Inflation Report,
} Information provided by the depository house on the changes of foreign
holdings of Hungarian equities at face value is unreliable due to the significant

‘price and composition effect. The extent of capital cutflow can be estimated
based on the evaluation of the behaviour of potential domestic purchasers.
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The effect of derivative FX markets o :

and portfolio reallocation of commercial bank.s
on the demand for Forints, - -
Inthe peﬂod precedmg the Ru351an Cl isis, open FX posmons in
the balance sheets of commercial banks were predominantly.
hedged by off-balance-sheet items, listed as well as OTC deriva-.
tive products. On the stock exchange the group of market par-;
ticipants called “basket speculators” prov1ded the supply of FX'
futures, As thie forint yield contained a premium over covered
interest rate parity, the “basket speculators” could ‘realise a
profit by selimg FX futures in:the composmon of the.c cuuency

of deptec1at10n within the band was not regarded as credible m
the pre-crisis period. Consequently, the equilibrium of futuies.
prices emerged ata level where, due to the highleverage of the.
futures positions; evena relatwely small, within-band depre(:la» :
thl’l could involved considerable losses for the speculators.
“Inthe first period after the weakening of the forinta group of
market participants iried to delay the realisation of losses by ma-
nipulating the. seitlement. prices of the exchanges. They. ex-.
pected the forint to return to the strong edge of the band before
the settlement date in the middle of September. Had this hap-
pened; the futures positions could have been profitable ex post,
the speculators would have had only a temporary: margin re-
quirement in the crisis peri riod, However, as the management of
counter party.tisk ‘was. ‘insufficient -among : many: broker age
houses, it was not clear cut that the firms would be able to re-.
cover the margin claims or in the case of closing the positions,
the realised losses.” This ‘created an “incentive - f01 settlement
price mampulatlon through collusive behaviour, 5L
A5 the settlement date was approaching, it seemed 10 be in~

cieasmgly evident that the losses would have to.be ‘realised.
Moreover, as price. mampulanon threatens their basic functions,
both exchanges undeltook steps o keep 1t at bay Unceltamty

-return pomt of view. Worse still; one can safely assume that
rnany speculators faced a- 11qu1d1ty constraint because of the
previous losses.As 4 result, the supply of FX futures collapsed
and the positions, that were settled or hqu1dated were not re-
newed, Tur r and open positions in the derivative ex-
changes decreased continuously during the autumn, Due to the
lack of supply the derivative market tempor: anly ceased to func—
thﬂ asan mstrument of I‘iSk manggement. i :
. Thelawon creditinstitutions limits the unhedged open p051»
tlon' of commercial banks, In the first days of Septernbe1 itbe-;
came impossible to hedge balance sheet ‘open positions with
off balance sheet items, using either OTG or listed futures, Con-
quer al_ banks’ could reduce: their unhedged..
open posmon to adesired level oniy on the spot market, which
created 4 significant increase in the demand for: f01e1gn ex-
change. As the attitude of international ‘capital :markets re-
mained rather unenthusiastic; and the current account turned
outto be relativel avour. able the National Bank prevailed to
be the only marke afticipant able toincrease the supply of for-:
éign exchange in order to keep: the equilibrium exchange rate
inside the pre:announced band, Comimercial banks financed
the foreign exchange purchases by, reducmg ‘their:short-term’
central bank deposits, The banking system impr. oved its net fors:
eign exchange position mainly through buildingup EX deposits’
held at the central-bank and to a-smaller extent: by reducing
' sreign liabilities. This means. that most of the for-
eign exchange that the National Bank sold during the interven-
tion'ended up-in the FX‘accounts of commercial banks at: the

NBH and had negl1g1ble connection with the capital outflows.:

4 Brokerage houses which play a major role on the OTC derivatives market
also obvicusly lost in relation to their ability to absorb risk.
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In spite of signals by the Central Bank, market participants
failed to recognise that the effective capital outflow and the loss
of reserves is much smaller than the intervention on the foreign
exchange market. For this reason the National Bank was com-
pelled to raise interest rates at the end of September. The main
reason for this step was to demonstrate the determination of the

Central Bank to maintain the exchange rate band even if it im- -

poses costs on the economy. The signal of the monetary author-
ity on maintaining the exchange rate regime by providing the
proper vield level provided a stimulus for the supply of foreign
exchange on the spot as well as futures markets. As significant
capital outflow did not accompany the portfolio reallocation of
meney market patticipants, instead of stimulating the supply of
foreign exchange on the spot market by an aggressively raising
interest rates, the National Bank decided to let the stock of open
futures positions abate, In the following months this policy re-
sulted in a depreciated exchange rate, but also a smoother move-
ment of real interest rates. ‘

The assessment of the situation by the money markets drifted
even further away from those of the Central Bank after the inter-
est rate rise on 22 September. The increase of yields at every seg-
ment of the yield curve far exceeded the extent of the monetary
policy measure, a phenomenon indicating decreasing credibility
of the exchange rate regime. The increase in short-term interest
rates is connected with the settlement of the September futures
contract on 16 September, However, the jump in long bond
yields can be explained only by the increasing exchange rate risk
premium,

In the second half of the autumn the international financial en-
vironment improved, Investors started to increasingly differenti-
ate among the emerging market countries with different mac-
roeconomic fundamentals, which resulted in a falling country-
specific risk premium. Additionally, as the crisis mood of Sep-
tember abated, the risk premium compensating for the concerns
regarding the viability of the exchange rate regime became un-
justified. Decreasing risk premium and improving inflationary
outlook encouraged capital inflow and enabled the National
Bank to gradually reduce its official interest rates. Nevertheless,
as the continuing contraction of derivative markets induced con-
siderable demand for foreign exchange throughout the autumn,
the forint fluctuated within the intervention band. Intervention at
the strong edge of the band did not occur until the end of the
year. In the last months of the year a higher current account defi-
cit also contributed to the weaker position of the forint within the
band.

Concerns about the problems in Brazil temporarily raised the
emerging market risk premium in January. Contagion this time
proved to be considerably milder and shorter than duiing the
Russian crisis. Meanwhile, announcements of favourable infla-
tion data generated expectations of parallel cuts in the crawl and
interest rates. Consequently, foreign demand for Hungarian gov-
ernment bonds increased and the resulting capital inflow
prompted intervention at the strong edge of the fluctuation band
in the second half of January.

- Official interest rates did not follow the fall in market yields at
the turn of January and February. The difference between the
market expectations concerning interest rates and the intentions
of the Central Bank can be aitributed to the fact that market par-
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