Foreword by the President

the performance of the Hungarian economy

were to be evaluated in terms of just two main
indicators, GDP growth and the rate of inflation,
the results for 1999 would appear to fall short of
those for the previous year. GDP growth faltered
in 1999, slipping to 4.5%, from 4.9% in 1998,
while the rate of inflation declined only for the
year as a whole, and not in a December-on-
December comparison.

How is it then possible that 1999 is
undisputedly regarded as having been a success-
ful year? How could the developments of 1999
make a major contribution to convincing the in-
ternational business community of Hungary’s
robust economic growth and steady progress on
the path towards European integration? Why did
one investment-rating agency after the other give
Hungary a better rating in 1999?

This paradox is easy to resolve. In the course
of 1999, the economy was plagued by a series of
adverse external effects. Early in the year, there
was a doom and gloom feeling among investors
in respect of Hungarian economic prospects. But
as the year wore on, no overwhelming crisis de-
veloped: quite on the contrary, there was even an
improvement in the least likely quarter, in the
current account.

What was the public so afraid of?

The rise in world oil prices threatened the
steady decline in inflation, and the repercussions
of the Russian crisis — together with the weak
European economic activity partially associated
therewith — jeopardised exports, and conse-
quently, economic growth as well as the external
balance, while the financial consequences of
weather-induced disasters posed a threat to the
general government balance.

In addition to its impact on the economic out-
look, the Russian financial crisis also heightened

international investor caution in general. For
countries like Hungary, which have in the past
relied heavily on foreign loans, such a change in
perception could easily have pushed up the inter-
est premium on the national debt.

Thus, Hungary was being watched with feel-
ings of rising concern and doubt by a number of
investors who were very worried about risks.
Their uncertainty was aggravated as they were
not sure about the strength of the Hungarian au-
thorities’ commitment to a balanced economic
policy.

These concerns were dispelled by the events of
1999, which consistently provided clear evi-
dence of Hungary’s sound economic health. Al-
though Hungary was also unable to avoid a
slowdown in growth, the country’s economy was
able to respond flexibly to the challenges. Do-
mestic expenditures — in particular with regard
to investment and government spending — were
curbed, and the overall decline in demand for ex-
ports was offset by an improvement in competi-
tiveness and market positions. On the whole, the
crisis gave the country an opportunity to provide
overwhelming proof of the existence of strong
economic fundamentals. This strength stands out
particularly well in comparison with other coun-
tries in the region facing similar conditions.
Hungary recorded the fastest growth in the area
both in 1998 and 1999 and, just as important,
managed to keep growth on a sustainable path,
without jeopardising economic equilibrium.

As the year progressed it became clear that the
Hungarian government was adamantly commit-
ted to adhering to the objectives associated with
budgetary equilibrium, even in the face of ad-
verse conditions. Confidence was further
boosted when monetary and exchange rate pol-
icy proved to be capable of managing the finan-
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cial upheavals, with neither the exchange rate
path nor the course of disinflation suffering a
loss of credibility. The narrow-band exchange
rate system, which, helped by sound fundamen-
tals in 1998, proved to be capable of weathering
financial turbulences, such as the Russian crisis,
continued to play a key role in 1999 in the control
of inflation expectations. Compared with other
countries in the area, in 1999 for the first time,
the rate of Hungarian disinflation exceeded that
in Poland, and then in 2000, the rate of inflation
in Hungary dropped below the Polish rate.

All in all, 1999 was not a year of spectacular
achievements, but a year that saw the reinforce-
ment of Hungary’s economic fundamentals. The
excessive growth in domestic demand seen in
1998 was reigned in, in order to satisfy the re-
quirements of economic equilibrium. There was
improvement in the government balance, and the
current account balance and investor confidence
strengthened. The underlying principle of this
policy is that long-term rapid growth must be
based on a solid foundation of economic stabil-
ity. This requires the maintenance of predictable
disinflation and adherence to a balanced ratio

between the exchange rate of the domestic cur-
rency and inflation, as well as the prevention of
both external and internal indebtedness. This is
the only means by which the public’s trust in the
future of the economy can be reinforced and in-
vestors’ interest maintained, together with the
continuation of robust growth. These are, in
turn, indispensable for the achievement of our
common goal: a steady and sustainable im-
provement in the quality of life of the Hungarian
people.

The success of this policy so far is reflected in
the significant improvement in economic condi-
tions at the beginning of 2000. There appear to
be no obstacles to rapid, sustainable growth. In
the meantime, we must continue to ensure that
our sense of proportion remains intact and our
patience inexhaustible.

With these thoughts, I commend to you the
1999 Annual Report of the National Bank of
Hungary.

N\

z)r. Gyorgy Surdnyi
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Main characteristics of the the National Bank
of Hungary’s in 1999

1 Monetary policy

he policy target of the National Bank of Hungary is to achieve a sustainable decline in infla-

tion and approach the rate of inflation prevailing in the European Union. Predictability and a
moderate level of interest rates, concomitant with an environment of low inflation, promote
long-term, rapid economic growth. Achievement of the inflation target is assisted by a system of
exchange rates based on a pre-announced crawling peg. This system promotes the emergence of a
nominal path that poses no dangers to economic equilibrium, but ensures the convergence of the
domestic rate of inflation towards the level of Hungary’s main trading partners.

Economic stability is supported by monetary policy, via the maintenance of its intermediate
target, an exchange rate path based on the pre-announced devaluation of the forint. Under
the current system, regular changes in the rate of crawl promote convergence of the domestic
price level towards the low rate of inflation in the euro area, both directly and indirectly, by influ-
encing the prices of tradables and inflation expectations, respectively. The exchange rate path
cannot influence expectations effectively unless it is credible, and the condition for credibility is
the ability of the designated nominal path to preserve macroeconomic equilibrium. Therefore,
expected changes in aggregate demand and supply, and the flexibility of fiscal policy are both
taken into account in determining the exchange rate path.

The level of money market interest rates, constituting the operative objective of monetary
policy, is set with a view to maintaining the announced exchange rate path by influencing the de-
mand for forints. The determinants of forint interest rates are the pre-announced rate of devalua-
tion, the expected intra-band shifts in the exchange rate, foreign interest rates, and the required
amount of risk premium. The objective of the central bank’s interest rate policy is to smooth out
any fluctuations in interest rates caused by changes in the international financial environment,
but not justified by domestic economic fundamentals. At the same time, the desire to maintain the
credibility of the exchange rates system prevents the central bank from permanently diverting the
level of domestic interest rates from the level required by market participants.

1.1 Implementation of monetary policy targets

In the view of the National Bank of Hungary there are three factors which essentially define the
course of inflation and which must be continuously monitored when formulating monetary pol-
icy. The most important factor in terms of achieving sustainable disinflation is the development
of aggregate demand and supply. The second factor consists of inflation expectations, as these
play asignificant role both in pricing behaviour and the pattern of nominal wages, a major indica-
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tor of the sustainability of the designated nominal path. The third factor is imported inflation,
which is the sum of the depreciation of the forint and foreign inflation. These factors determine
the trend of inflation, measured by the Bank using the “core” inflation index.

In 1999 the consumer price index rose by 10% on average, compared to 14.3% in 1998. In
contrast to the growth trend typical of previous years, prices increased at a slower pace during the
first half of 1999, with consumer price inflation returning to the single-digit range in the first
quarter for the first time since 1987. There was, however, another temporary upward movement
in the price rate from July 1999, but this trend then returned to the single-digit range by February
2000. The core inflation index,' which filters out the effects of seasonal variations in the prices
of foodstuffs, petrol and certain energy sources from headline inflation, indicated a steady de-
cline in inflation, down to 7.54% in March 2000, compared with the end-1998 rate of 10.7%.
Along with disinflation, nominal wage growth also slowed somewhat: compared with an 18.7%
average rate in 1998, wage inflation amounted to 15.9% in 1999. Wage growth was in line with
the designated nominal path, owing to considerably better corporate sector profitability in 1999
and the rising share of ownership incomes within GDP.

Throughout the course of disinflation, changes in the consumer price index have been deter-
mined by individual effects, such as tax changes causing one-off movements in the price level,
central price measures and supply shocks. The higher-than-expected rate of inflation in 1999
was essentially due to factors falling outside the scope of monetary policy.

The interruption in the downward trend of consumer prices during the year was primarily
caused by increases in regulated prices, with 2.8% of the 11.2% rate of inflation in December
1999 resulting from this category. The restructuring of the pharmaceutical price subsidy system
added roughly 1% to the annual rate. In addition, other centrally-controlled service prices also
rose faster than inflation. The exceptional increases in household telephone and pharmaceuticals
prices can be attributed to measures designed to put an end to previous price distortions and sub-
sidy anomalies. The price reducing effect of the resulting adjustment process only appears in the
statistics after a certain delay, because of measurement methodology. In 2000 cen-
trally-controlled service price increases are projected to remain subdued, which is expected to ex-
ert downward pressure on inflation (see Chart 1).

The rapid rise in food prices from the latter

Chart 1 Consumer price index and its major components L
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! For more details on the calculation of the core inflation index, see Box II-1.
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It should be emphasised that in the course of forecasting inflation and setting the path for the
exchange rate the Government and the Bank take into account the temporary nature of supply
shocks. Thus, neither the temporary decreases in food prices seen after the autumn of 1998, nor
their ensuing increase affected the determination of the exchange rate path. This is because by an-
nouncing the exchange rate path in advance, the Government and the Bank intend to affect the
long-term trend of inflation by influencing expectations. Similarly, the impact of energy price in-
creases on inflation calls for no alteration in the pre-announced exchange rate path. The reason
for this is that the factors restricting disinflation have equally affected the euro area and most of
Hungary’s trade competitors, and thus have no effect on the competitiveness of Hungarian pro-
ducers.

The favourable long-term trend in disinflation is supported by the fact that the inflation differ-
ential relative to the euro area has continued to narrow, falling from 9.5% at end-1998 to 7.3%
in January 2000. Industrial goods price inflation (6.2% in January 2000), excluding commodities
directly disciplined by the exchange rate, and market services price inflation (10.6% in January
2000), which reacts most quickly to growth in demand diverging from supply, have both contin-
ued to decline. The favourable trend in inflation enabled the Bank to announce another decrease
in the devaluation rate in December 1999, bringing down the pre-announced annual rate to below
4% from April 2000.

Of the factors determining inflation over the long term, the development of demand and sup-
ply continued to facilitate the process of disinflation. In the first half of the year external demand
grew at a slower-than-expected pace, owing to the impact of the Russian crisis, and uncertainty
about sales prospects also increased. The adverse turn in terms of export prospects also damp-
ened domestic demand in the private sector. This resulted in a slowdown in GDP growth in the
first half of 1999. GDP growth was 3.3% in the first quarter and 3.8% in the second. Demand for
exports picked up in the second half, growing at a rate similar to that in 1997 in the final quarter,
which gave impetus to investment activity. Thanks to the simultaneous robust growth in domestic
and foreign demand, the final quarter of 1999 saw an estimated 5.6% rise in gross value added. As
aresult of the slower growth in the first half and the pick-up in the second half, GDP is estimated
to have expanded by 4.4% in 1999.

The development of the Hungarian economy in 1999 was most strongly influenced by the level
of economic activity of our main trading partners. In the aftermath of the collapse of the Rus-
sian market, there was a substantial drop-off in the growth of demand within the European Union,
with most of Hungary’s partners in Central and Eastern Europe also hit by recession. Owing to
less robust world economic growth, the first half of the year was characterised by excess supply in
the market of raw materials and food. In addition, the war in Kosovo and internal political
changes in Russia also aggravated the uncertainties surrounding Hungarian export prospects.
From the second half, however, there was a pick-up in growth in the euro area, together with signs
of recovery in CIS and CEFTA countries. It was partly these favourable changes in demand and
partly the capacity-expanding effect of new investments that were reflected in the upswing of for-
eign trade. According to Bank estimates the annualised growth rates of export and import vol-
umes stood at approximately 25% and 19%, respectively, in 1999 Q4.

The adverse cyclical changes early in the year also slowed the growth of domestic demand.
Investment declined in the corporate sector first and foremost, but for the year as a whole the pub-
lic sector also put slight downward pressure on demand. In contrast, household consumption ex-
panded at a rate similar to that seen in 1998.
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Due to sales uncertainties, investment demand in the private sector expanded at a consider-
ably slower pace than the rate of over 10% recorded in 1998. In the first two quarters of 1999 fixed
capital formation growth declined to 6.8% on average. However, the upswing in export demand
in the latter half of 1999 and steadily growing consumer spending foreshadowed stronger eco-
nomic growth, which, in turn, boosted investor confidence. In areas of the economy dominated
by the private sector, investment growth appeared to turn around in the fourth quarter. Against the
backdrop of the relatively low level of capacity utilisation, however, firms’ investment activity
cannot be expected to accelerate as quickly as in 1998. Corporate sector demand growth was fur-
ther hampered by the strong rise in stock levels in the wake of the collapse of Eastern markets in
1998 Q3 and Q4. These stocks were gradually run down over the course of the year.

There have been some major changes in the way households adapted to the cyclical position of
the economy. In 1999, households’ real incomes rose by 3.5% compared with 2.9% a year ear-
lier. Operational income growth, which filters out the effect of changes in inflation on interest in-
comes, accelerated from 3.8% to 4.3% in 1999. It was labour earnings that displayed the fastest
growth, while pecuniary benefits (particularly unemployment benefits) and mixed incomes re-
mained virtually unchanged in real terms relative to the previous year. Consumption continued
to rise more strongly than income growth, at arate of 5%. One inference from this is that individu-
als expect their incomes to continue rising over the long term. Furthermore, thanks to advances
in financial intermediation, a large number of households which were formerly restricted by li-
quidity constraints have obtained access to consumer credit, enabling them to maintain the de-
sired level of consumption growth in spite of slower rises in incomes, which they assume to be a
temporary phenomenon. In the final quarter, credit-financed consumption accounted for 1.5% of
incomes.

Simultaneously with the rapid expansion of borrowing, gross household savings fell on aver-
age by 1% relative to 1998. There were significant changes in the breakdown of gross savings,
with the share of investment up and financial savings down by 2.5% on a year earlier. The fall
in the financial saving rate in 1999 was partly due to the correction for the much higher rate
(around 7%) in 1998 than in previous years (roughly 5%). Nevertheless, buoyant consumer bor-
rowing and the expected pick-up in residential construction related credit may bring about a lon-
ger-term lower financial saving rate, relative to previous years, a fact that should be taken into
consideration when formulating an economic policy aimed at maintaining macroeconomic equi-
librium.

In 1998, general government expanded demand by 0.5% of GDP, which contributed to a dete-
rioration in the external position. The government’s primary balance appeared to show strong
volatility in the course of 1999, but for the year as a whole it caused aggregate demand to contract
by 0.4% of GDP. The fiscal position was favourable, in spite of the fact that both average growth
and inflation fell short of the planned levels, and there was a drop in government funds for redis-
tribution as a percentage of GDP, i.e. primary receipts increased at a slower pace than economic
growth. This was due to the fact that primary expenditures rose at an even lower rate, thanks to the
budget’s rapid response to the deviation of economic developments from plans and action to
freeze budget reserves amounting to 0.4% of GDP, as well as to cut back on the volume of central
investment projects.

Due to the high level of investment activity in 1998 and strengthening foreign direct invest-
ment in 1999, domestic supply grew robustly and capacities expanded. Slower economic activ-
ity early in the year was reflected in the rate of capacity utilisation. The surge in economic growth
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was again paralleled by a higher utilisation rate as reflected by manufacturing sector indices; this
rate, however, fell short of the level typical for the 1997-98 period. By contrast, potential labour
force utilisation gained momentum as a delayed effect of the business cycle recovery of a year
earlier, bringing the rate of unemployment to below 7%. The activity rate was up by over 1 per-
centage point over the same period of 1998, amounting to 53.4%, which indicates a return to the
levels seen in 1994. These favourable labour market developments were partially due to demo-
graphic changes, as the proportion of young people in the labour force rose significantly and the
higher retirement age also contributed to the rise in activity.

In terms of competitiveness, there is no obstacle to a further expansion of manufacturing sup-
ply. The unit labour cost-based real exchange rate index, which is the best measure of corporate
profitability, depreciated considerably, by nearly 6% during 1999. This improvement was essen-
tially due to the exceptional growth in manufacturing output over the second half of the year.
Other factors boosting company profitability also included a simultaneous decline in manufac-
turing sector wages with disinflation (the average 17.8% wage growth in 1998 fell to 15% in
1999), and a decrease in wage burdens, such as employees’ social security contributions (corpo-
rate sector competitiveness improved even after adjustment for the profitability boosting effect
of the reduction in contributions).

Compared with the 18.7% growth rate recorded for the final quarter of 1998, wage inflation
fell to 15.4% in 1999 Q4. The rate of private sector wage growth continued to decline, down to
13.2% in the final quarter. Wage growth in the public sector showed high fluctuations, mostly on
account of temporary factors, such as the different timing of wage increases compared to the pre-
vious year and the timing of irregular payments. After adjusting for distortions, public sector
wage growth also appeared to slow, though the corrected rate remained about 4% above the pri-
vate sector rate.

In terms of annual averages, the external financing requirement in 1998 and 1999 was at a
nearly identical level, namely 4.3% of GDP. By contrast, the sub-annual growth rates showed a
different pattern. Whereas there was a steady deterioration in the financing requirement in 1998,
the beginning of an upturn was seen in 1999. The financing need of both the private sector and
general government developed along the lines seen in the previous year. Within the private sector,
rising net corporate savings offset the effect of households’ declining financing capacity. The fall
in the financing requirements of companies was broadly due to the decline in investment activity.
An additional factor was the increase in the GDP share of ownership-related incomes. By con-
trast, household financing capacity was down by 2% of GDP relative to 1998, due equally to con-
sumption rising faster than incomes and to stronger household investment. Since during the year
the government corrected its net financing requirement, which had risen during the first quarter,
its contribution to whole-economy external financing needs remained unchanged for the year as a
whole.

The fall in the corporate sector’s financing requirement in 1999 was partly due to temporary
factors. The prospective upturn in investment activity is likely to boost companies’ need for funds.
This effect will probably be offset by the continued increase in the GDP share of ownership-linked
incomes. Nevertheless, a rearrangement of the magnitude seen in 1999, also supported by a cut in
compulsory contribution rates, is not likely in 2000. By contrast, the changes affecting households’
propensity to save seem to be mostly the result of long-term effects, such as the fall in the number of
liquidity-constrained households and the widespread use of consumer and home-building credit.
These effects are expected to maintain savings for several years at the levels seen in 1999. Thus, the
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possibility exists that a further acceleration in economic growth, particularly the strong rise in in-
vestment activity, will worsen the external position of the private sector. In order to assist rapid but
sustainable economic growth the 2000 Budget Act calls for the continuation of a fiscal policy with a
slightly restrictive effect on the expansion of aggregate demand.

In 1998, stronger economic growth was accompanied by a deterioration in the current ac-
count of the balance of payments, which, in addition to domestic absorption growth higher than
GDP growth was due to the direct and indirect impact of the Russian crisis from the middle of the
year. In early 1999, expectations of a weaker external balance were reinforced by the slowing ac-
tivity in the EU, the protracted impact of the Russian crisis, recession in CEFTA countries and the
outbreak of the war in Yugoslavia. Import demand growth remained subdued owing to the rela-
tively stable expansion of exports to developed countries and the rapid adjustment of the econ-
omy. This led to a stabilisation of the external imbalance in 1999 Q1, and then, as a result of the
upswing in external demand, to an improvement in the external position for the year as a whole,
relative to 1998.

The current account deficit (EUR 1,970 million) fell to 4.3% of GDP, compared with 4.9% in
1998. Against the background of a virtually unchanged balance of trade, the lower credit side of
services led to a deterioration of EUR 250 million in the balance of real economy transactions,
which was, however, offset by the drop in the debit side of income and current transfers. Within
the latter, the annual amount of profit repatriation associated with foreign direct investment re-
mained at the 1998 level in nominal terms (down as a percentage of GDP), although the timing
of profit outflows differed from that of 1998. Income transfers related to debt, however, contin-
ued to decline as a result of lower net interest payments by the Government and the Bank. This
was because the majority of loans with less favourable interest payment conditions were serviced
in advance, while more recent loans were extended on better conditions than those linked to ma-
turing loans, thanks to the steadily improving perception of Hungary by money market partici-
pants.

As the current account deficit was exceeded by the amount of net non-debt generating inflow
of capital (such as net foreign direct investment and net share purchases of the portfolio diversifi-
cation type by non-Hungarian residents), net external debt continued its downward trend. In late
1999, the public sector’s net foreign debt stood at 14.8% of GDP (EUR 6.8 billion), compared
with 18.8% at end-1998. The share of the Bank and the Government in net foreign debt sank be-
low 18% (EUR 1.2 billion), with the formerly sovereign borrower central bank taking the posi-
tion of net foreign lender. The private sector, however, appeared to be a net borrower in respect
of credit transactions as well, which caused its net foreign debt to increase, even if only slightly.

In the second half of the year, international reserves grew considerably, amounting to EUR
10.9 billion by late December.

1.2 Monetary policy measures in 1999

The volatility of interest rate premia on forint investments had a major impact on the general level
of domestic interest rates. The high interest rate premium of around 550 basis points seen in the
wake of the Russian crisis lingered on into the first nine months of 1999. In addition to the unfa-
vourable changes in international investor preferences in connection with emerging market econ-
omies, this higher premium was also due to the war in Kosovo and the uncertainty regarding mac-
roeconomic equilibrium. From autumn 1999, however, the premium fell by roughly 300 basis
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The most important change in monetary conditions in 1999 affected the path of the real ex-
change rate. Although the Government and the Bank kept pace with the faster-than-expected rate
of disinflation in the course of 1998, the steady appreciation of the real exchange rate seen in
preceding years seemed to have switched into reverse gear in the second half of 1998. Following
stabilisation of the adverse capital market situation in the latter half of 1998, the Government and
the Bank cut the monthly rate of devaluation by 0.1 percentage points on three occasions during
1999, in order to avoid losses induced by inflation. In consequence, the real exchange rate re-
verted to its path of real appreciation seen in previous years. The favourable turn in inflationary
developments enabled the monetary authorities to announce another cut in the rate of devaluation
in late December, becoming effective in April 2000.
Changes in monetary conditions in the course of 1999 exhibited a pattern contrary to those in
1998. By January 2000 the gradual decline in real interest rates, from their peak in the aftermath
of the Russian crisis, had brought real rates on three-month market instruments to 3%. Simulta-
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neously with the fall in real interest rates, the
Per cont real exchange rate, in accordance with its des-
i — 08 Jan. 1999 ignated path, had a tightening effect on mone-
29 Dec. 1999 tary conditions. This implied a return to the
29Feb. 2000 monetary conditions seen in early 1998, in re-
spect of both the real exchange rate and real in-
terest rates.
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Russian crisis, long-term interest rate expec-
‘ ‘ ‘ | ! tations of money and capital markets stabi-
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three-year and five-year zero coupon bond
yields fluctuating around 13—-14% and 12%, respectively. From September, yields fell sharply, to
below 10% at three and five-year maturities. This decline in long-term interest rate expectations
was primarily due to domestic factors, but the decrease in the EMBI+ indicator, reflecting the
general perception of emerging economies, also had a beneficial impact on forint interest rates.
Long-term interest rates are becoming increasingly subject to the activity of “convergence play-
ers”. Accession to the European Union is likely to bring the level of domestic interest rates down,
which is lending a special allure to investing in long-term forint-denominated instruments. That
is partly why three-year forward rates sank below 8% by the end of February.

Money and capital market demand for forint instruments was highly volatile during 1999.
While there was a substantial inflow of non-interest sensitive capital for the year as a whole, inter-
est sensitive inflow was virtually non-existent in the first half of the year, and there were even
some outflows of speculative items. In the final quarter of 1999, however, the inflow of interest
sensitive capital seemed to resume, alongside considerable direct and equity investment, leading
to higher central bank intervention in the inter-bank foreign exchange market. The surplus liquid-
ity in excess demand for the narrowest monetary aggregate was sterilised by the central bank.
There was an increase in the stock of sterilisation instruments for 1999 as a whole, relative to the
previous year, based on a decline in the first six months and a subsequent rise in the second half of
the year, due to strong intervention. The liquidity-boosting impact of the demand for forints was
sterilised through the increase in the stock of the Bank’s two-week deposit facility. The monetary
base rose at a steady pace during the year, in line with nominal GDP growth.

Sterilisation is costly for the central bank as interest rates paid on deposits held by the Bank are
higher than the yield to be gained on the purchased currency (the sum of interest payments on the
foreign currency and income from the change in cross-rates resulting from the depreciation of the
forint). When calculating the genuine costs relevant for the whole economy, it is important to
consider that in contrast with the current regime, an exchange rate system allowing greater vola-
tility (where there is no need for sterilisation) would entail a higher level of risk premium. Under
the existing pegged band regime, the risk premium paid on the stock of sterilisation instruments
represents an extra cost. On the other hand, a floating rates system would entail higher rates of in-
terest payable on the public sector debt, which could be of a different order of magnitude com-
pared with the fiscal cost of sterilisation concomitant with the crawling peg system.

Domestic agents of the Hungarian economy continued to increase the portion of fo-
rint-denominated assets in their portfolios. Narrow money demand rose at a rate higher than

Chart 4 Zero-coupon bond yield curves
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Table 1 Main macroeconomic indicators

1995 | 1996 | 197 | 1998 1999
Actual Estimate
Growth rate at constant prices, per cent
GDP* 1.5 1.3 4.6 49 44
Of which: domestic absorption -3.1 0.6 4.1 8.0 45
—final consumption 6.6 -34 2.3 42 47
=household consumption =/ —-3.3 1.7 4.9 5.0
—investment 8.2 13.7 9.0 17.9 3.9
=fixed investment —4.3 6.7 9.2 13.3 6.6
Exports (GDP) 13.4 8.4 26.3 17.1 13.5
Imports (GDP) -0.7 6.2 24.8 23.7 13.1
Price indices
Consumer price index (Dec./Dec.) 28.3 19.8 18.4 10.3 11.2
Core inflation index — (calculated by NBH Dec./Dec.) 27.7 20.0 18.3 10.8 8.7
Consumer price index (average) 28.2 23.6 18.3 14.3 10.0
Core inflation index — (average, calculated by NBH) 26.7 23.6 18.3 14.3 9.4
Domestic industrial price index (Dec./Dec.) 29.7 20.8 19.3 6.6 11.3
Domestic industrial price index (average) 27.3 22.6 20.8 10.6 74
Real effective exchange rate index**
On CPI basis 3.2 -3.2 4.2 0.5 -1.6
On PPI basis 5.6 -4.2 -4.9 3.8 —04
On unit labour cost basis (on value-added basis) 22.7 10.6 -0.6 45 5.6
as a percentage of GDP
Deficit and debt
Current account 5.5 -3.8 -2.1 -4.9 -4.3
Balance of the budget (on cash flow basis)’ -6.7 =31 -4.9 -4.4 —3.9
Balance of the budget (on accrual basis)* =71 -4.5 -53 -4.6 4.6
Primary balance of the budget (accrual basis)* 1.8 43 2.9 1.9 1.7
Gross public debt 87.0 73.3 63.7 61.2 59.7
Net foreign debt*** 34.1 27.9 20.3 18.8 14.8
EUR billions
Trade balance (balance of payments) -19 -2.1 -1.7 -21 —2.1
Current account -1.9 -1.3 -0.8 -2.0 -2.0
Foreign direct investment in Hungary**** 3.5 1.8 1.9 1.8 1.8
Net interest payments (as a % of exports of goods and services) 8.8 58 3.8 3.5 2.7
Saving rate* (%) 8.4 11.5 11.3 10.7 7.2
Unemployment rate** (%) 10.2 9.9 8.7 7.8 7.0
Gross average wages per capita™ (same period a year earlier = 100%) 16.8 20.4 22.3 18.3 16.1
Wage bill™** (same period a year earlier = 100%) 111 1.9 19.7 19.1 17.2
Net average wages per capita in real terms*** (same period a year earlier =
100%) -12.2 -5 4.9 3.6 4.3

* These entries are partially based on Bank estimates, which may differ from data published by the Central Statistical Office, because the Bank’s calculations have retroactively taken account
of the changes in the balance of payments, caused by a correction which involved the separation of business travel and the revision of the management of foreign exchange purchased from Hun-
garian residents. The accrual-based balances are Bank estimates.

** Same period a year earlier = 100, higher than 100 = real depreciation; as of 1995, nominal exchange rate indices are calculated at a market exchange rate; deflators refer to the manufacturing
industry.

*** Excluding inter-company loans, debt denominated in foreign currency.
**** Including inter-company loans.
* Net financial savings of households as a percentage of total household income (net financial savings do not include the sum of revaluation due to exchange rate changes).
** Based on the labour market survey of the Central Statistical Office, according to ILO standards, unemployed as a percentage of active population.
*** Full-time employees in the public sector and at businesses with over ten people.
*** The net wage growth index is an estimate calculated by the Central Statistical Office. The modification of the rules on tax relief in 1999 and the introduction of the family tax deduction is esti-
mated to modify the actual amount of tax payments, i.e. the difference between gross and net wages, by nearly 1% point. This, however, is not taken into account in CSO calculations.
" 1n 1998, ignoring the consolidation of Postabank.
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Table 2 Main monetary indicators

1995 1996 1997 1998 1999

Average annual growth (%)

Inflation (CPI) 28.2 23.6 18.3 14.3 10.0
Core inflation — (average calculated by the NBH) 26.7 23.6 18.3 14.3 9.4
Producer price index 28.9 21.8 20.4 11.3 5.1
Nominal devaluation rate of the forint’s central parity 26.8 19.0 15.1 12.2 8.4

Real growth of monetary aggregates (%)

MO -12.4 -7.3 0.1 1.8 6.4
M1 -15.9 -8.1 1.4 6.2 7.7
M3 -10.2 -0.5 0.8 2.7 6.7
M4 -6.0 3.1 7.4 8.0 8.8

Real growth of loans extended by credit institutions (%)

Corporate sector, foreign + domestic 1.3 -8.1 1141 12.9 11.6
Corporate sector, domestic -7.9 -7.9 20.8 12.9 8.4
Household —27.8 —25.5 -17.9 -3.5 16.1

End of period (%)

Interest rates™

Reverse repo/depo, one month** = 22.25 19.75 16.75 14.25
Three-month Treasury bill 30.54 22.24 19.36 16.10 12.44
Twelve-month Treasury bill 31.30 21.46 19.20 15.88 12.33
Three-year government bond - 21.47 18.25 14.18 10.75
Budapest Stock Exchage (BUX) 1,529 4,134 7,999 6,308 8,819
Interest rate premium (bsp)*** 1,129 351 459 533 426
EUR millions

Conversion, demand for forints

Conversion 2,527 3,069 3,416 862 2,890
Banking sector net foreign borrowing™*** 364 -603 369 3N 299
Corporate sector net borrowing* 741 1,252 1,218 1,147 1,568

* From 1997, reference yields on government securities issued by the State Debt Management Agency.
** The Bank’s one-month facility has been available since January 29, 1996. The period of the reverse deposit facility was reduced from one month to two weeks as of January 8, 1999.
*** Interest rate premium: Excess yield on three-month T-bill investment over the devaluation rate and foreign interest rates. The actual rate of devaluation was modified upon the official an-
nouncement of the change in the rate.
**** Without privatisation revenues, in a unified structure since 1996.
* Including inter-company loans, in a unified structure since 1996.

2 Operation of the banking system in 1999

he activity of the banking system in 1999 was marked by intense competition, an expansion in

lending activity and a simultaneous deterioration in profitability, which was basically caused
by inadequate cost efficiency practices at most banks. Despite declining profitability, consolida-
tion and privatisation have made the Hungarian banking system a high-quality, stable system,
well funded with capital and dominated by foreign professional owners. In contrast to previous
years, its operation was not disturbed by insolvencies or prudential troubles.

The keen competition characteristic of the banking system in 1999 went hand in hand with
strengthening differentiation. The large and medium-sized banks privatised over the course of the
past few years had an extremely adverse year behind them, with the bulk of the losses they in-
curred stemming from inherited problems. Laying the groundwork for the sound operation and
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adequate profitability of these privatised large and medium-sized banks is likely to take longer
than expected. During 1999, assistance was provided in the form of major capital injections. The
performance of the other members of the banking system was essentially influenced by size effi-
ciency (balance sheet total of HUF 200-250 billion). Accordingly, there is a group of six or seven
large and medium-sized banks that is capable of achieving solid profitability simultaneously
with dynamic growth.

The balance sheet total for the system of credit institutions amounted to HUF 7,807 billion
at the end of 1999, up from HUF 6,935 billion on December 31, 1998, representing an increase of
12.6% in nominal terms and 1.3% in real terms.” Growth was not evenly distributed over the year.
The period without any major changes lasting until August was replaced by a recovery from Sep-
tember, gaining momentum towards the end of the year. As aresult of stronger banking activity in
segments with a greater element of risk —reflected in the declining trade in government securities
and a growing stock of lending — the capital adequacy indicator of the banking system declined
from 16.4% at end-1998 to 15.7% at end-1999, with on-balance-sheet profit included.

The stock of lending to enterprises rose by 19.6% in 1999, i.e. 10% in real terms,’ relative to
the year before. The greatest increase was seen in long-term foreign exchange loans and current
account credit. The expansion in lending activity seen towards the end of 1999 is likely to con-
tinue into 2000 given the fact that the value of customer risk weighted contingent liabilities has
significantly outstripped the figure for the year before, and banks’ business plans also project ro-
bust growth of 22% in 2000. Thus, again, enterprises seem to prefer saving in forint and borrow-
ing in foreign currency terms.

In contrast to corporate borrowing, credit to households expanded steadily throughout the
year, up by 33.5% on the previous year. Despite this dynamic growth, the share of household bor-
rowing accounted for no more than 4.6% of the assets held by the system of credit institutions.

While, the banking system’s qualified portfolio expanded in real terms in 1999, the holdings
of assets posing some kind of problem fell short of the level for the previous year even in nominal
terms. This improvement in the quality of the portfolio, however, was primarily due to the sale or
writing off of problematic assets.

In terms of preliminary figures, pre-tax profits of the banking system for 1999 amounted to
HUF 46 billion. Twenty-six banks recorded a profit (totalling HUF 82 billion) and 17 banks re-
ported a loss (totalling HUF 36 billion) for the period. Pre-tax profits, excluding the performance
of Postabank and MFB, amounted to HUF 42.2 billion in 1999, down by HUF 10.2 billion (20%)
on the year before. The underlying factor in the decline of profitability is that, against the back-
drop of a mere HUF 16.6 billion rise in operating profits, operating expenses grew by HUF 31.2
billion. The modestrise in operating profit was the result of a 2.3% decline in interest income and
a 28.6% rise in profits on other financial and investment services, in particular foreign currency
trade.

Money market rates continued to fall in 1999, although to a smaller extent than a year earlier.
Breaking the downward trend, interest rates on forint-denominated volume-weighted credit to
enterprises started to rise towards the end of the year (in November), probably associated with the
risk premium on increased lending to medium-sized enterprises. Interest rates on household
credit, most specifically on consumer credit, remained at high levels, implying that robust growth
in this area is not accompanied with price competition.

2 Deflated by the Dec.1999/Dec.1998 consumer price index (11.2%)
3 Deflated by the Dec.1999/Dec. 1998 producer price index (8.7%)
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3 Emission operations of the National Bank of Hungary
in 1999

3.1 New banknote series

n 1999, the National Bank of Hungary completed the issue of a new banknote series launched

in 1997. Since the replacement of old notes with new ones was accomplished at a rapid pace,
the central bank shortened the transition period with both old and new banknotes simultaneously
in circulation. Thus, as of August 31, 1999, only the six denominations of the new series are ac-
cepted as legal tender.

3.2 Notes and coin in circulation

Notes and coin in circulation were worth HUF 950.3 billion at the end of 1999, up by 29.1% on a
year earlier. Not counting the precautionary stocking of cash associated with the millennium date
change, growth amounted to approximately 24%. In value terms, 98% of the stock of cash con-
sists of banknotes, with coin accounting for 2%.

In 1999, the amount of per-capita cash holdings stood at HUF 94,550 (consisting of 20 notes
and 139 coins). While the value of per-capita notes and coin rose by 30% on the previous year, the
number of notes remained unchanged and that of coin fell somewhat.

In late 1999, there were 201.7 million bankneotes in circulation, worth HUF 931.1 billion.
Compared with end-1998, the value of notes in circulation rose by HUF 214.0 billion, in contrast
to a 2-million drop in number terms. The latter change was due to the withdrawal of 100-forint
banknotes and the significant number of old 5000-forint, 1000-forint and 500-forint notes, which
were not exchanged for legal tender at the cashiers’ desks of the central bank.

The number of coin in circulation at end-1999 fell by 9.6% to 1.4 billion, relative to the previ-
ous year. In 1999, the National Bank of Hungary withdrew from circulation the 50-fillér coins,
which could be exchanged for legal tender up to the deadline of March 31st, 2000. The with-
drawal of 50-fillér coins, 200-forint notes and large 100-forint coins in 1998 reduced the number
of denominations in circulation to seven.

Following the expiration of the conversion deadline for the larger 100-forint and 200-forint
coins some 16 million of these coins, with a value of HUF 2,519 million, remained in the posses-
sion of individuals. Out of this, HUF 1,762 million was recorded as a profit made in 1999. This
amount was used to reduce the public debt pursuant to the provisions of Act LX of 1991 on the
National Bank of Hungary.

3.3 Cash turnover and processing activity

Against the background of the rising value of notes and coin in circulation, the value of transac-
tions conducted at the Bank’s cashier’s desks dropped by 19%. This was brought about by
changes in the cash handling and exchange charges introduced in October 1998, which induced
commercial banks to satisfy their need for cash partly by using one another’s surplus cash liquid-
ity. In the course of the past three years, each note in circulation passed through the Bank’s note
processing units 2.5 times on average. In the process the notes were checked for suitability and
authenticity. This ratio fell to 1.9 in 1999, as a result of a 28% drop in the number of notes paid in
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at the central bank’s cashier’s desks. The decline in velocity does not imply an easing of control
on notes in circulation, as there is also a stringent business-based processing of notes outside the
central bank, conducted by organisations with money processing licenses operated within a regu-
lated framework since 1997.

3.4 Counterfeits

Counterfeiting of the denominations of the new banknote series is not significant, and those pro-
duced by unsophisticated office equipment are easy to recognise, thanks to the high-quality secu-
rity elements on the notes. Nearly 70% of the counterfeits detected in the course of 1999 were
modelled on the previous 5,000-forint notes and were put in circulation mostly after April, fol-
lowing the announcement of the withdrawal of the denomination. This prompted the central bank
to reschedule the withdrawal deadline for July 26, 1999, in order to prevent the further spread of
the existing counterfeits.

4 Payments and clearing and settlement systems

he introduction of the Real Time Gross Settlement System (VIBER) on September 3, 1999

was a landmark in the history of the Hungarian money and securities markets. VIBER’s key
function is associated with monetary policy and the operation of money markets, as well as the
transfer of large forint sums. The Central Clearing House and Depository Co. (KELER) has set
up its real time securities settlement system in association with VIBER. The hot line set up be-
tween the two systems enabled the settlement of non-stock exchange trading in securities to be
settled at the time of each transaction without delay and in conjunction with payment, together
with advance checking by both sides for the existence of security.

The development of the clearing system has improved conditions for liquidity management by
banks, reduced the level of partner risk incurred by market participants and established the infra-
structure groundwork for the 2000 introduction of the interbank remittance services to be used by
bank customers on the day of the transaction.

Interbank clearing of payment transactions is effected via two systems in Hungary: one is
VIBER, referred to above, and the other is the Interbank Giro System (IGS), operated by Giro
Elszamolédsforgalmi Rt. The annual turnover of the two systems combined amounted to over
seven times the value of GDP in 1999. The number of transactions rose by 64% in number terms
and 20 % in value terms over a year earlier. As in previous years, the sharp rise in turnover was es-
sentially due to securities trading, whereas the spectacular growth in numbers can be attributed to
the widespread use of low-value multiple payment orders (wages transfers, collection of utility
charges, etc.).

At the end of 1999, credit institutions operating in Hungary held 7.5 million bank accounts for
entities considered Hungarian residents for the purposes of foreign exchange regulations (over
900,000 of these were for business associations and entrepreneurs, and 6.6 million for individu-
als). By contrast, 250,000 bank accounts were held by non-residents. The number of bank cards
amounted to 3.8 million.

In the course of regulating payment systems, the National Bank of Hungary placed the greatest
emphasis on the needs of monetary transactions, along with meeting its commitments in terms of
legal approximation with the EU. This constituted the framework for Government Decree

1999 ¢ ANNUAL REPORT 23



Main characteristics of the the National Bank of Hungary’s in 1999

77/1999 (V. 28) on the rules governing the use and issuance of electronic payment instruments.
This decree was formulated with a view to satisfying Commission Recommendation 97/489/EC.
In December 1999 the Government passed Government Decree 183/1999 (XII. 13), which regu-
lates the settlement of debts effective as of July 2000 in the following manner. Unless there is a
statutory or contractual provision, such as the Act on the Rules of Taxation, which prescribes dif-
ferent rules, the settlement date for outstanding accounts is considered to be the time when the
sum is credited to the payee’s account. The other major change is that the collection of payment
from a debtor’s settlement account applies equally to all the debtor’s settlement accounts (includ-
ing their foreign exchange accounts) held at the same bank.

In conjunction with the Hungarian Banking and Capital Market Supervision, the National
Bank of Hungary, the institution responsible for the safety of clearing and settlement transac-
tions, played a key role in preparing clearing systems for the millennium date change and in mon-
itoring the preparations of participating credit institutions. Consequently, transition by the finan-
cial sector to the year 2000 took place without any problems.
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I. International environment
of the Hungarian economy

ompared with a rate of 2.6% in 1998, world eco-

nomic growth in 1999 reached 3.3%, exceeding the
expectations prevalent early in the year. The faster-
than-expected expansion was partly due to the continu-
ing boom in the United States, and the fact that recovery
in the crisis-ridden South-East Asian economies took
off sooner than predicted.

The slowdown in growth from the second half of
1998, attributable to exogenous shocks affecting the Eu-
ropean Union, Hungary’s chief market, proved to be
temporary and moderate. The majority of Central and
Eastern European countries saw a decline in growth rel-
ative to the previous year, owing to the reverberations of
the Russian crisis, slowing activity in Western Europe
and structural problems. Languid growth experienced
by Hungary’s Central and East European trading part-
ners and the prolonged effect of the Russian crisis — dur-
ing the first half of 1999 Hungarian exports to Russia fell
relative to the high base in the first half of 1998, a period
which was largely unaffected by the crisis — all damp-
ened demand for Hungarian exports.

Further world price decreases in the first half of 1999,
continuing the downward trend of the preceding two
years, facilitated a further decline in Hungarian infla-
tion. In the second six months, however, increases in
world commodity and energy prices were among the un-
derlying factors in the interruption of the downward
trend of the consumer price index. Energy price rises
also contributed significantly to the deterioration in the
terms of trade experienced most severely in the second
half of 1999.

A major occurrence in the world’s foreign exchange
markets in 1999 was the introduction of the euro. Apart
from a few transitory periods following its successful
debut, the common European currency weakened al-
most continuously in comparison with the world’s lead-
ing currencies. The factors at work in this weakening in-
cluded the long-lasting, remarkable performance of the
US economy, the unfavourable prospects of euro-area
economies, partly caused by structural problems, and
the resulting net capital outflow characteristic of the
area.

Emerging economies began to obtain easier access to
external funds, compared with the period in the wake of
the international financial crises, and Hungary’s posi-
tion improved further, even compared with the generally
better overall conditions.

1 Developed countries

hile economic growth in the European Union in

the first half of 1998 exceeded 3%, the next twelve
months witnessed a gradual decline due to the demand-
restricting impact of international financial crises.
These external shocks were partially offset and the slow-
down made less pronounced by uninterrupted buoyant
service sector activity and continuing strong consumer
confidence in the first half of 1999. The depreciation of
the euro in the first half of the year boosted price com-
petitiveness, and as a result of global economic recovery
in the second six months, GDP growth rallied and
climbed to 2.5%. For the year as a whole, GDP in the
euro area grew by 2.1%, compared with 2.6% in 1998.

The half-a-percentage-point fall in the growth rate
was primarily due to the weaker performance of two
prominent economies in the European Union: Germany
and Italy (both recording GDP growth of 1.4%). Of the
countries of continental Europe, it was typically these
two countries where economic growth seemed to be
hampered by delays in structural reform (in the labour
market and taxation).

The 2.2% rate of GDP growth in 1998 in Germany,
accounting for 38% of Hungarian exports, fell to 1.4%
in 1999. In a year-on-year comparison, GDP expanded
by merely 0.7% in the first quarter. Expansion in domes-
tic demand was not strong enough to counterbalance the
hampering effect that foreign trade had on the growth
rate. The first clear signs of economic recovery in Ger-
many in the period following the Russian crisis surfaced
in April 1999. The improvement in the number of export
orders, dominated by rising demand for investment
goods, foreshadowed an acceleration in exports. The
pick-up in export activity gave impetus to economic
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Table I-1 Selected economic indicators of developed economies*

Per cent
Year dnied Japan Germany EU15 EU 11
GDP (year/year) 1998 43 -2.5 2.2 2.7 2.7
1999 44 0.3 1.4 2.3 2.3
Inflation (year/year) 1998 1.6 0.6 0.9 1.8 1.3
1999 2.3 -0.3 0.6 1.3 1.2
Inflation (Dec./Dec.) 1998 1.6 0.6 0.4 1.3 1.3
1999 2.7 -1.1 1.2 1.8 1.7
Unemployment (%) 1998 4.5 41 9.4 9.9 10.8
1999 4.2 47 9.1 9.2 10.0
General government deficit** 1998 0.4 6.0 -2.0 -1.9 -2.0
1999 2.2 -8.2 -1.2 -14 -1.2
Gross public debt 1998 53.5 99.9 60.7 69.0 73.1
1999 57.7 127.8 61.0 67.6 72.3
Balance of payments** 1998 2.5 3.2 -0.2 0.9 14
1999 =-3.7 2.5 -0.8 0.2 1.0
Exports (year/year)*** 1998 21 -1.5 7.5 5.9 6.7
1999 4.0 49 4.9 4.0 42
Imports (year/year)*** 1998 1.7 -4.9 9.7 9.1 94
1999 12.7 10.5 7.6 6.4 6.6

Source: European Economy, Spring 2000 (European Commission).
* OECD countries, excluding Hungary, the Czech Republic, Poland, Turkey and Mexico.
** As a percentage of GDP.
*** At constant prices.

growth in the final quarter, pushing the rate up to 2.5%
in a year-on-year comparison.

American economic growth continued to be excep-
tionally fast in 1999, the ninth consecutive year of the
boom. Compared with the 4.3% rate in 1998, GDP grew
by 4.1% in 1999, considerably faster than the 2.5% rate
regarded as being sustainable over the long term. Infla-
tionary pressure remained moderate, despite a tight la-
bour market and a 4% rate of unemployment, the lowest
for the past thirty years. The healthy state of the con-
sumer price index owes a great deal to the strong dollar,
keen competition and surging productivity. However,
there seems to be a potential threat to this permanent un-
interrupted growth posed by the low propensity to save
and the related high level of household indebtedness.

In the first half of 1999 Japanese economic perfor-
mance appeared to be better than expected. Loose mon-
etary conditions and an easy fiscal policy boosted eco-
nomic activity and helped avoid any major deflation.
There was some progress made in the fight against fi-
nancial sector problems as well. However, after the first
two quarters, there seemed to be an interruption in
growth, and GDP expanded by only 0.3% for the year as
a whole. The nearly decade-long alternation of fiscal
easing programmes has failed to set Japan’s economy on

a course of long-term growth, and the public debt,
amounting to 120% of GDP, does not allow for a contin-
uation of an anti-cyclical fiscal policy.

2 Central and Eastern Europe

rom mid-1998, the majority of Central and Eastern

European countries experienced worsening eco-
nomic performance, which lingered on in the first half of
1999. In Central European countries', GDP growth fell
from 1.5% in 1998 t0 0.3% in the first half of 1999, while
the Baltic states saw a nearly 4% drop in the first six
months, relative to the 4.5% rate the year before. Activ-
ity in Russia and the other former Soviet states also con-
tinued to decline, but to a much smaller degree than a
year earlier.

This decline in economic growth was accompanied
by a slowdown in export growth and a rise in unemploy-
ment. Adverse external conditions over the first half of
the year (sluggish activity in Western Europe, the after-
math of the Russian crisis, the war in Kosovo), etc. were
partly to blame for worsening economic conditions, in

! Albania, Bulgaria, Croatia, the Czech Republic, Hungary, Poland,
Romania, Slovakia, Slovenia, Macedonia, Yugoslavia.
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Table I-2 Selected economic indicators of Central and Eastern European countries*

Per cent
Year Hungary Rgéimc Poland Slovakia Slovenia Bulgaria Romania Russia Ukraine
GDP (year/year) 1998 49 -2.3 48 44 3.9 845 -54 -4.6 -1.7
1999 4.4 -0.4 41 1.9 4.0 2.5 -3.2 3.2 -1.0
Inflation (year/year) 1998 14.3 10.7 11.8 6.7 8.6 22.3 59.1 27.7 10.6
1999 10.0 2.1 7.2 13.5 6.0 0.5 45.8 85.8 22.7
Inflation (Dec./Dec.) 1998 10.3 6.8 8.6 5.6 6.5 1.0 40.6 84.4 20.0
1999 11.2 2.5 9.8 14.2 8.8 6.5 54.8 36.4 19.2
Unemployment (%) 1998 7.8 7.5 10.4 15.6 14.6 12.2 10.3 12.4 3.7
1999 7.0 9.0 121 19.0 14.0 14.2 13.6 145
General government deficit* 1998 4.4 -1.7 -2.4 -5.3 -1.0 1.0 -4.3 -5.3 -2.7
1999 -39 -3.6 -3.3 -4.5 -1.0 -3.5 -4.5
Balance of payments™ 1998 -2.3 -1.0 —6.8 2.1 -0.1 -0.1 -3.0 2.1 -1.3
1999 -2.1 -0.1 -11.7 -1.1 -0.6 -0.5 -1.2 22.0 0.8
Balance of payments** 1998 -4.8 -19 —4.3 -10.1 0.0 -1.0 7.2 0.8 -3.1
1999 -4.3 -0.1 7.5 -5.9 -0.1 -5.5 -3.0 11.0 1.9
Gross external debt** 1998 22.1 24.5 56.9 11.8 5.0 10.2 10.6 171.0 16.7
1999 24.6 24.7 60.8 11.0 10.1 8.9 168.0 18.0
Gross external debt* 1998 481 41.0 34.0 58.0 25.6 82.0 27.5 63.6 39.5
1999 53.0 46.0 38.0 52.9 83.0 26.2 59.9

Source: Hungarian data provided by the National Bank of Hungary. Data on other countries: Emerging Markets Economics Quarterly, March 2000 (Goldman Sachs)

* As a percentage of GDP.
** USD billions.

addition to internal shortcomings, such as the absence of
or delay in economic restructuring. While the decline in
the Czech Republic, Slovakia and Bulgaria was more
due to the slowing impact of the ongoing reform aimed
at structural adjustment, in Romania and the Ukraine it
was rather a delay in the implementation of the neces-
sary reforms that hindered economic development. In
addition to this, the countries that took the shortest time
to recover from external shocks (Poland, Hungary and
Slovenia) tended to be those that had been receiving
large amounts of foreign direct investment inflows
and/or had made the greatest progress in the transition to
a market economy.

In the second half of the year, when the recovery in
Western Europe improved expectations and other ad-
verse effects also lost momentum, numerous countries
reported a pick-up in activity. Even by broader interna-
tional comparison, the aforementioned Poland, Hun-
gary and Slovenia also registered very favourable
growth rates.

Remarkably, Russian economic indicators for 1999,
including GDP growth, the rate of disinflation, the im-
provement in the external balance and the state of for-
eign exchange reserves, turned out much better than
forecast early in the year. However, the good results
were not achieved through the development of the mar-
ket economy, but through the substitution of imports ob-
servable in the wake of the substantial depreciation of
the rouble, as well as due to the upsurge in export reve-
nues, caused by the sharp rise in commodity prices, es-
pecially oil prices.

3 Exchange
and interest rate trends

n late 1998 and the first few months of 1999, monetary

policy in the advanced countries was generally char-
acterised by easing or unchanged monetary conditions.
Leading interest rates in the US were cut on three occa-
sions in the autumn of 1998, which contributed to the
stabilisation of money markets after the financial crises.
The United States, which is enjoying a period of fast
economic growth and continuing low inflation, left the
level of interest rates unchanged in the first half of 1999,
but late June witnessed the onset of a moderate upward
trend in rates. Although multiple interest rate hikes
pushed the leading rate up to 5.5% by the year-end, the
expansion of domestic demand, regarded as unsustain-
able, has not yet slowed.

Against the background of sluggish growth and low
inflation in the euro area in 1999 Q1, there was a deci-
sion on a 50-basis-point reduction in the leading refi-
nancing rate in early April. This move towards a more
lax monetary policy, combined with a pick-up in exter-
nal demand, facilitated an acceleration in economic
growth. In order to keep the inflationary risk (the twelve
month harmonised consumer price index of 1.1% in July
1999 was up to 1.4% in October) from materialising
against a perceptible pick-up in activity in the euro area
from the second half of 1999, the leading rate was again
raised to 3% in November, back to the level prior to the
April cut.
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I. International environment of the Hungarian economy

In the 1990s, traditional instruments applied as a
means of assisting economic growth have proved inade-
quate for rousing the Japanese economy from its almost
comatose state. In Japan’s economy, faced with serious
structural problems, short-term interest rates have been
near zero for years, and still demand for credit has been
weak, alongside languid lending intentions on the part
of banks. In 1999, the stance of monetary policy re-
mained unchanged.

The introduction of the euro in 1999 was a landmark
for global foreign exchange markets. The worries in the
preparatory stage preceding the introduction of the com-
mon currency two or three years ago, such as the pro-
spective success of its adoption and its reception by the
market, proved to be unfounded. The euro’s debut went
smoothly, and it has come to dominate inter-bank trans-
actions within the area. However, the exchange rate of
the euro has been almost continuously weakening
against all leading currencies.

The introduction of the euro on January 1, 1999 was
an eagerly awaited event. During the autumn of 1998,
the exchange rate of the ECU had risen considerably
against the leading currencies of the world, indicating
stronger demand for capital instruments quoted in the
currencies of member countries. However, apart from
two short spells of strengthening (in August and Octo-
ber), the euro, launched with an exchange rate of USD
1.18, started to slip downwards. Within the course of one
year, the common currency lost 16% of its value against
the dollar and the pound, and over 25% against the yen.

The factors at work in the almost uninterrupted weak-
ening of the euro include the firm growth prospects of
the US economy and its higher level of interest rates than
the euro area, the effect of the Kosovo war, which rein-
forced the dollar’s status as an escape currency, the un-
certainties about the potential loosening of the obliga-
tions undertaken towards the monetary union and, as a
result of all the above, the steady outflow of capital and
the stronger demand for capital assets denominated pri-
marily in dollars and yens.

Rapid economic growth in the United States was fi-
nanced by massive foreign direct investment inflows
and portfolio investment. In particular, 1998 Q4 and
1999 Q2 saw exceptional inflows of foreign direct in-
vestment linked to instances of international company

fusion. These periods of intensive capital inflows
broadly coincided with the peaks in net capital outflows
experienced in the euro area.

Another key feature of exchange rate movements in
1999, the strengthening of the yen against leading cur-
rencies, reflects the significant allure Japanese economy
holds for capital, which is not justified by macroeco-
nomic indicators. In the course of 1999, exporters’ profit
repatriation and the rise in stock exchange prices led to
robust demand for the yen. The exchange rate showed
hardly any response to the country’s economic perfor-
mance, which was weak by international comparison.
Therefore, the excessive appreciation of the yen, run-
ning contrary to exporters’ interests could only be tem-
porarily halted by means of repeated intervention by the
central bank.

4 Capital markets

oney and capital markets seemed to have stabi-

lised in 1999 after the international crises of the
two preceding years. Although the conditions for access
by emerging economies to primary markets improved
compared to late 1998, they still remained worse than
those prior to the Russian crisis. This was mainly be-
cause the aftermath of international financial upheavals
left investors much more cautious. Nevertheless, there is
wide variation within the general trend. A number of
countries, including Hungary, Mexico, Uruguay and the
Philippines, showed no significant rise in interest rate
premia relative to the period preceding the Russian cri-
sis, whereas in respect of others, such as most Latin
American countries, this was not the case. Interest rate
premia on bonds were falling on the secondary markets
as of January 1999, but remained still above the level
seen before the Asian crisis of 1997. Total net capital in-
flow into emerging economies (USD 158 billion) in
1999 was less than half the 1996 peak recorded for the
nineties. Net private capital inflow (USD 136 billion)
was roughly identical to the figure for the previous year,
thus the reduction of approximately USD 20 billion was
due to a fall in net sovereign capital inflow. The predom-
inant form of inward capital flows to emerging econo-
mies was foreign direct investment, accounting for 74%
of total net inflows, up from 27% in 1996.
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I1. Inflation

he average annual consumer price index fell from

14.3% at the end of 1998 to 10.3% in 1999. At the
same time, the 12-month price index for December rose
from 10.3% to 11.2%. The level of the consumer price
index at the end of 1999 marks a break in the downward
trend of inflation prevalent since 1996: in contrast to the
period between January and December 1998, when the
rate of inflation fell by over 7 percentage points, the cor-
responding value for end-1999 exceeds the value mea-
sured at the beginning of the year. Nevertheless, a care-
ful analysis of the determinants of the consumer price
index clearly indicates that the trend of disinflation has
not reversed and the adverse developments are linked
to factors independent of aggregate demand and supply,
the key factors determining the long-term path of infla-
tion.

When formulating the exchange rate policy and the
inflation forecasts for 1999, both the Government and
the National Bank of Hungary were aware that the
strong decrease in inflation seen in 1998 was due to sup-
ply shocks (such as an unexpectedly large drop in oil
prices), which, being temporary by nature, could be ex-
pected to continue to push down prices in 1999. There-
fore, it came as no surprise that these favourable supply
shocks turned around in the course of 1999. In order to
be consistent with the approach to the assessment
of 1998, in 1999 it is once again necessary to separate
out the impact of administrative and supply side shocks,
extragenous to monetary policy, from the development
of aggregate demand and supply.

Hence the Bank’s choice to use the core inflation in-
dicator, which largely excludes the effects of such tran-
sitory supply side shocks, as the most reliable and rele-
vant measure of inflation from the aspect of monetary
policy.

The continuity of disinflation, reflected by core infla-
tion indices, implies that the mid-1999 halt in the de-
cline of the consumer price index was broadly due to
factors falling outside of the scope of monetary policy,
most notably the rise in world oil prices and the reversal
of the unprocessed foodstuffs deflation, which had a

very strong effect in 1998. In the course of 1999, infla-
tion showed no relevant changes that could have been
controlled by monetary policy through influencing ag-
gregate demand.

A key development in this respect occurred in late
1999, when the disinflationary trend seen in tradables
— referred to as industrial goods — continued and even
gained momentum and the decline in the rate of non-
tradable inflation — denoting primarily market services —
continued.

The slight increase in processed food price inflation
was in line with the inflation path of non-processed
foodstuffs, whilst the jump in non-regulated household
energy price inflation corresponded with the increases
in world prices for oil.

Unlike 1999, the beginning of 2000 saw only moder-
ate price increases in regulated goods and services,
which fall outside the scope of monetary policy, reflect-
ing the Government’s strong anti-inflationary commit-
ment. In 1999, consumer price inflation was pushed up
by price increases in the regulated category, in addition
to rising fuel prices.

According to Bank projections, the protracted impact
of existing or expected regulated price inflation will re-
main subdued in 2000. Although monetary policy exerts
no direct influence on rises in centrally regulated price
levels, changes in regulated prices are still one of the de-
terminants of the domestic inflation path in an indirect
manner. Certain regulated prices, such as energy or
transport service prices, are used as inputs in the produc-
tion of other goods whose prices are determined by the
market, thereby linking inflation in the former category
with that in the latter. Moreover, the development of reg-
ulated prices may provide market participants with a
message which is easily deciphered when formulating
inflation expectations. Hence, regulated prices, ac-
counting for nearly one-fifth of the consumer basket,
may function as an efficient co-ordination instrument,
which may assist the fulfilment of the Government’s
anti-inflationary targets in the year 2000 in the market
category, falling outside the scope of central policy
as well.
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1 Imported inflation

s aresult of the decline in world prices for food and

beverages and the rise in agricultural raw materials
and metals prices, world commodity prices excluding
energy remained unchanged relative to the previous
year.

By contrast, crude oil cost 40% more on average than
in 1998, with a 2.5-fold rise to USD 29/barrel by March
2000, compared with the lowest average prices seen in
February 1999. This exceptionally sharp rise can be ex-
plained by the supply-restricting behaviour of OPEC,
cyclical growth in demand as well as a decline in re-
serves.

Primarily as a result of the rapid increase in energy
prices, the twelve-month consumer price index in the
euro-area countries, Hungary’s most important trading
partners, rose from 0.9% in June to 1.7% in December.
In addition to the cheap euro boosting import prices,
consumer prices were further pushed up by the fact that
the disinflationary effect of declining unprocessed food
prices had dwindled by the latter part of the year.

Chart I1-1 Import prices and exchange rate indices
(Same period a year earlier = 100)
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In spite of buoyant activity and the presence of la-
bour-market bottlenecks in the United States, inflation-
ary pressures there remained subdued. Twelve-month
consumer price inflation crept up from 2% in June to
2.7% in December, remaining lower than expectations.
The benign consumer price index was supported by the
strong dollar, robust competition and a rapid rise in pro-
ductivity.

In Poland, the 1999 mid-year inflation rate of 6.5%
rose to 9.8% in December. This higher-than-expected
rise in consumer prices was the result of increasing oil
and domestic food prices. As regards the Czech Repub-
lic, which seems to be taking a long time to recover from

recession, the year-on-year rate of CPI inflation
amounted to only 2.5% in December.

With the exception of the first quarter, the import
unit value index gathered pace exceptionally quickly
throughout 1999, rising by 7.6% in Q4 relative to the
same period in 1998. Nevertheless, it remained lower
than the index (10.2%) for 1998 Q4, calculated using
similar methods. Until the third quarter, the growth
rate of the import unit value index was lower than the
depreciation rate against both the nominal effective
exchange rate and the currency basket.

This tendency, however, appeared to reverse in the fi-
nal quarter as a result of the acceleration of the unit value
index. This was broadly due to rising prices for imports
(primarily energy) from the Eastern and Central Euro-
pean area during the final two quarters of 1999, after the
first-quarter deflation and mid-year flat (prices of im-
ports from Eastern Europe went up by 30.8% in Q4 com-
pared with the same period a year earlier). Inflation due
to increases in the prices of imports, in particular me-
chanical engineering imports, from developed countries
fell at a relatively even pace over the year (the
long-based index indicating a 3.9% rate of inflation in
Q4, see Chart I1-1).

In contrast with the import unit value index, the im-
ported inflation indicator, (defined as the product of the
devaluation rate of the nominal effective exchange rate
and foreign manufacturing price inflation), calculated
with effective foreign prices, continued its downward
trend throughout the year to 4.2% in 1999 Q4.

All in all, despite the unmistakable impact of strong
increases in world oil prices from the middle of the year,
imported inflation for 1999 as a whole appeared to de-
cline compared to preceding years.

2 Components of changes
in consumer prices

rom a monetary policy perspective, the most impor-

tant development in 1999 was that the downward
trend in tradable prices, which are directly affected by
the exchange rate policy, remained unbroken, and even
accelerated in the latter half of the year. This contributed
significantly to a steady decline in price levels for both
industrial goods and for market services, which are con-
trolled by domestic demand. Hence, there was no inter-
ruption in the disinflationary process — a view also sup-
ported by the decline in core inflation indicators.

In contrast to the core inflation indicators, the con-
sumer price index appeared to follow a rising trend from
mid-1999, owing to supply-side factors in the mar-
ket-determined category and to temporary, and partially
illusory, effects in the centrally controlled category. In

30

NATIONAL BANK OF HUNGARY



II. Inflation

Chart II-2 Consumer price index and core inflation
indicators
(Same period a year earlier = 100)
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the market category, food and petrol price increases ex-
erted upward pressure on inflation, while factors active
in the regulated category included the full incorporation
of the summer changes in the pharmaceuticals subsidy
system into price statistics and strong inflation in the
prices of services. The rise in world oil prices did not
prompt a similar change in domestic regulated house-
hold energy prices, but a correction of this situation will
likely take place during 2000. On the whole, the rate of
inflation in 1999 appears to have been kept high by fac-
tors exogenous to monetary policy. A comparison of
Hungarian inflation with that in the euro area highlights
the fact that the factors responsible for slowing the de-
crease in the Hungarian consumer price index were
partly the same supply-side factors — such as world com-
modity and oil price increases —that have also been putt-
ing upward pressure on euro-area inflation ever since
mid-1999. All in all, convergence in terms of inflation
towards the euro area has continued, with the average
inflation differential for 1999 a great deal smaller than in
1998 (see Chart II-3).

Tradables, that is, industrial goods," carry the largest
weight in the market-determined price category. The de-
velopment of prices for industrial goods is determined
by the rate of inflation in Hungary’s trading partners and
the nominal exchange rate path of the forint. Demon-
strating the disciplinary effect of the exchange rate path,
the divergence of the rate of inflation in this category
from the pre-announced devaluation rate has not ex-

!'In the course of 1999, there were several reviews of the classifica-
tion of the 160 products and services making up the consumer price
index. The aim was to replace conventional classification, based on
the physical appearance and function of the individual items, by one
that is homogenous in terms of economic and statistical criteria.
The reviewing process is recorded in the Bank’s Quarterly Reports
on Inflation. The Bank’s classification is therefore different from
that employed by the Central Statistical Office.

ceeded the [l % range since 1998. The high volatility of
the inflation differential relative to the nominal effective
exchange rate points to the assumption that pricing be-
haviour is determined by the pre-announced devalua-
tion rate of the forint’s central parity: in other words,
changes in cross rates and temporary movements within
the band are not incorporated in domestic prices. This is
the case particularly with respect to consumer durables
within the industrial category, where the rate of inflation
followed a smooth downward trend throughout the year,
dropping to nearly 5% by early 2000. This category
plays a special role as far as household demand is con-

Chart I1-3 Inflation differential relative to the euro area *
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* Moving average refers to a three-month central moving average. Euro-area
inflation is measured by the harmonised consumer price index (HICP), pub-
lished by Eurostat. For the sake of comparability, Hungarian inflation is mea-
sured with an indicator which is consistent with the HICP in terms of the con-
sumer basket and thus excludes goods and services not included in the HICP
(pharmaceuticals, medical products, owner-occupied housing, health services
and educational services).

Table II-1 Inflation rate of different components*
(Percentage change on a year earlier)

Per cent
Weight | Dec. | 1998 | Dec. | 1999 | Feb.
inCPl | 1998 |Average| 1999 |Average| 2000
Consumer Price Index (CPI) |100.0| 10.3 | 14.3 |11.2 | 10.0 | 9.8
Of which:
Industrial products, excluding
food, alcohol, tobacco
and petrol 296|105 | 117 | 69| 88| 59
Petrol 49| 51 9.6 | 37.8 | 18.7 | 32.4
Non-regulated household
energy 13| 64| 119|165 | 11.7 | 106
Food 191 45139 | 54| 17| 53
Regulated prices 18.0| 135 | 17.6 | 17.6 | 16.6 | 12.5
Market services 17.6| 145 | 169 | 11.0 | 125 | 10.4
Alcohol and tobacco 941|136 | 153 | 106 | 115 | 119
Core inflation 899|108 | 143 | 88 | 93| 7.8
Depreciation of the nominal
effective exchange rate 139 | 13 27| 70| 50
Pre-announced nominal
devaluation of the forint 105|122 | 67| 84| 6.2

* The classification of items included in the consumer basket is different from that applied by
the Central Statistical Office. See the Bank’s Quarterly Inflation Reports for more details.
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Table II-2 Contribution of certain product and service categories to changes
in the inflation rate *
(Percentage change on a year earlier)

Per cent

a1 ‘ 02 ‘ 03 ‘ 04 | Dec.
Weight 1999-
n ecC.
1999 1998

100.0| -1.0 | -0.2 | +1.8 | +0.3 | +0.98

Consumer Price Index (CPI)

Categories increasing
the inflation rate

Petrol 50| +0.2 | +04 | +0.4 | +0.6 | +1.6
Regulated prices 18.0 | +0.2 | +0.2 | +0.7 | -0.4 | +0.7
Foods 213 | -0.8 | -0.7 | +0.1 | +0.7 | +0.2
Non-regulated household

energy 1.7 | +0.1 | +0.0 | +0.1 | +0.1 | +0.2

Categories lowering
the inflation rate

Industrial goods 288 | -0.3 | +0.0 | -0.3 | -0.5 | -1.0
Market services 16.3 | 0.3 | +0.0 | -0.1 | -0.2 | 0.6
Alcohol and tobacco 89| -02|-00-00|-01]|-03

* Changes in the rate of inflation should be interpreted as follows:

—if prices in each category had continued to rise at the same rate as in 1998, the December
inflation rate would have been identical.

—If, for instance, a category had a price index of 10% in 1998 and a 15% rise was registered
in 1999, the difference is +5 % points, whereas if the category had a 5% price index, the dif-
ference is —5% points. The weights used in this table apply to 1999.

Chart II-4 Changes in price levels for food and its main
categories

(Percentage change on a year earlier)
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cerned. It is to be noted that the disinflationary trend in
this category has not changed recently, despite the surge
in demand for consumer durables, partly linked to an in-
crease in borrowing.

The second largest market-determined category is
food. In respect of this category’s contribution to the
headline consumer price index, there is a marked diver-
gence between the figures for early 1999 and late 1999.
Whereas the drop in food prices in 1999 Q1 brought
down the index by 0.8 percentage points, this effect re-
versed in Q4, and put nearly identical upward pressure
on average inflation. These changes in food prices,
linked to non-processed foodstuffs, came as no surprise.
The sharp rise in non-processed food price inflation in

1999 can be regarded as a correction of the deflation
seen in 1998. This correction, which began in the sum-
mer of 1998 and lasted for nearly one year, made up for
almost half of the overall drop in the price level, bring-
ing back prices of non-processed food to levels preva-
lentin 1998 Q1 by the beginning of 2000. Although data
for January 2000 reflect a slowdown in the correction,
given the well-known volatility of prices in this cate-
gory, any judgement of reasonable certainty will only be
possible when data from subsequent months become
available.

Processed foodstuffs either come from imports or are
produced from domestic raw materials. Thus, it is no
surprise that price levels in this category reflect inflation
in both industrial goods and non-processed food prices.
Accordingly, for a long time processed food price infla-
tion had exhibited a smoothly declining tendency, simi-
lar to industrial goods. At the end of last year, however,
this steady decline turned into a mild acceleration
against the background of a sharp rise in prices for
non-processed foodstuffs. As a result of these develop-
ments, the increase in average food price inflation in late
1999 is accounted for by the acceleration of both pro-
cessed and non-processed food price inflation (see
Chart I1-4).

Inflation in market services continued to decline in
1999, approaching the single-digit range for the first
time since 1992. Market service prices are only indi-
rectly affected by the nominal exchange rate path. Infla-
tion in this category is determined by domestic demand,
relative prices — i.e. inflation in industrial goods — and
the divergence between productivity rates for industrial
products and services, as well as cost-side energy prices
in the case of certain services. Monetary policy is not
concerned with the impact of energy price increases, re-
garding such as exogenous external supply shocks. The
inflation differential of market services relative to indus-
trial goods started to grow in 1999 Q3 and has continued
to grow, but considering the variance in the twelve-
month rate of the two components, the extent of this di-
vergence cannot be regarded as significant. The ques-
tion remains as to what extent rising relative inflation in
market services prices reflects the impact of de-
mand-side or supply-side (cost-side) factors. An analy-
sis of prices for individual items that define the average
inflation rate for services offers evidence of both effects.
Over the last few months, the average price index for
market services has increased as a result of inflationary
pressures on a number of services that seem to be highly
sensitive to changes in aggregate demand. These include
health and beauty services, repair services, cultural and
entertainment as well as (domestic) travel services,
which account for some one-third of all market services.
At the same time, the price index of services most af-

32

NATIONAL BANK OF HUNGARY



II. Inflation

fected by fuel prices (taxi and transport) reached a very
high level, but carried no significant weight.

Price increases caused by an upturn in domestic de-
mand, i.e. a growing difference between the relative
rates of inflation compared to industrial goods, deserve
the special attention of monetary policy. By defining the
group of market services which are sensitive to aggre-
gate demand it can be seen that while inflation for this
group has consistently exceeded the average for market
services, the rate of this excess inflation has remained
unchanged since 1999 Q2 (see Chart II-6). Thus, it
seems likely that although rising household consump-
tion tends to fuel price inflation for certain market ser-
vices, this effect has not grown stronger recently, nor has
it hindered disinflation within the sector.

The extreme rise in world oil prices in the course of
1999 affected Hungarian fuel and energy prices in a va-
riety of ways. The price of petrol increased steadily dur-
ing the year, up by 27% in December over the figure for
January. The high 12-month indices for petrol raised the
average consumer price index by 0.4-0.6 percentage
points on a quarterly basis. Non-regulated household
energy prices also followed suit, but at a slower pace.
Following major increases in early 1999, the average
prices for coal, briquette, firewood and butane gas rose
at a subdued rate for the year as a whole, pushing prices
in this category only slightly higher than the rate of con-
sumer price inflation. Central regulation also seems to
exert a significant influence on this category: the large
January cut in the excise duty content in the price of bu-
tane gas has been reflected in butane gas prices in
early 2000.

In spite of the rise in world oil prices in 1999, regu-
lated energy prices (including central heating, electric-
ity, gas supplied through pipes) increased at a modest
rate, as the surge in world oil prices was not fed through
to domestic consumer prices in the course of the price re-
views in July and October 1999 due to the delays built
into the price formula and the availability of cheaper
supply sources.

As aresult of changes in the tariff system, only pipe-
line-supplied gas and electricity prices rose slightly in
the middle of the year. Thus, the annual increase in regu-
lated energy prices, averaging 8.9%, fell short of the in-
crease in the consumer price index. The impact of rising
world prices for oil is expected to feed through to do-
mestic energy prices in the course of the price reviews of
2000, even in the face of the government’s intention to
slow down price increases, in line with its anti-
inflationary commitment. This commitment is reflected
in the inflation measures for January and February 2000,
which saw monthly increases for both electricity and
central and district heating prices remain within the cen-
trally set 6% limit (although 12-month indices for elec-

Chart I1-5 Difference between twelve-month tradable
(industrial goods) and non-tradable (market services)
inflation rates
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Chart I11-6 Inflation rates in individual market service
sectors*
(Percentage change on a year earlier)
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* The demand-sensitive group includes restaurant and canteen catering,
snack-bar goods, repair services, health, beauty and educational services, cul-
tural and entertainment services, and domestic holiday-related travel, which
combined account for 53% of all market services. Taxi and transport of goods
services (2%) require considerable energy (petrol) input. Other items, not in-
cluded in any of the above categories (e.g. school and nursery school meals,
newspapers, books, periodicals, housing repairs and maintenance services,
holidays abroad, other services), account for 45% of market services.

tricity edged over 10%, reflecting the February and
March 1999 price increases).

Regulated non-energy prices played a key role in in-
terrupting the downward trend in the consumer price in-
dex in 1999. The 12-month consumer price index was
pushed up early in the year by centrally priced services
and from the middle of the year by the statistical account-
ing of the changes in the pharmaceuticals subsidy system.
As noted above, these effects are not considered to be
signs of a reversal in the disinflationary trend, as they are
only transitory factors independent of aggregate supply
and demand, or, in the case of pharmaceuticals, distort-
ing. In the first half of the year the exceptionally high rate
of inflation in the category of services with regulated

1999 ¢« ANNUAL REPORT

33



II. Inflation

prices (over 20%) was largely due to the sharp rise in tele-
phone services at the beginning of the year as well as to a
significant rise in certain transport service prices.

The full statistical accounting of the modification of
the pharmaceuticals subsidy system, effective as of July
1999, resulted in an approximately 1-percentage-point
upward distortion in the consumer price index. The box
in the Bank’s September Quarterly Report on Inflation
thoroughly examines the problems associated with in-
cluding such an administrative measure in price statis-
tics. The methodology of the Central Statistical Office,
based on a fixed expenditures structure within the year,
usually ignores the role of substitution, i.e. the possibil-
ity of switching consumption from more expensive

drugs to relatively cheaper ones with identical effective-
ness. In the wake of the July measure, the rate of
12-month pharmaceuticals price inflation, included in
the consumer price index, amounted to over 60%. As
drugs account for 1.8% in the consumer basket, the same
weighting as bread for example, this accounting mea-
sure resulted in a considerable upward distortion in the
average consumer price index. Had substitution been
accounted for, the price index would have been lower.
As such partially illusory effects, rooted in the account-
ing system, do not affect inflation from a monetary pol-
icy perspective, the National Bank of Hungary has de-
cided to exclude pharmaceuticals from the core inflation
indicator, retroactively to 1998.

BoxII-1 Measures of core inflation: comparison of the NBH’s and the CSO’s indicators

Inaddition to the Bank, the CSO has also calculated a “coreinflation” indicator since September 1999. Along with a
comparison of the two indices, the economic and methodological considerations underlying such indicators also
needtobeunderstood.

Whatpurposeis served by going beyond the traditional consumer price index (CPI) in order to calculate and ana-
lyse core inflation indices? In most cases, one such purpose is to remove from the consumer price index volatile and
elusive components, which typically include non-processed foodstuffs, commodities and energy. Another objec-
tive is to employ core inflation figures as a means of providing a better forecast of prospective changes in the con-
sumer price index. Monetary policy can also benefit from the core inflation index defined on a statistical basis by us-
ing the “smoother” price index to co-ordinate inflation expectations more efficiently. Even such “atheoretical” in-
dicators display a clear-cut break with the cost-of-living concept, underlying the compilation of traditional price in-
dices, asin the case of a cost-of-living indicator it would not be appropriate to exclude any one product on which the
representative consumer actually spends money. Therefore, it would not be proper to evaluate the effectiveness of
coreinflationindicesinterms of whatfraction of the consumerbasketthey cover.

In addition to statistical considerations, the other, theoretical, motivation behind the use of core inflation indices
is the need to capture “monetary inflation”, which could be defined in terms of a temporal and general change in the
pricelevel, representing a cost for society. Such cost usually arises from disturbances in the co-ordination of market
participants, stronger uncertainty and cash stocking deviating from the optimum levels required by transactions.
The costliness of such inflation prompts monetary authorities to find a way to ensure price stability. Inflation which
doesnotentail genuine costs will notbe reflected by the core inflation index computed in the manner above. In terms
of another definition derived from the theoretical foundations of core inflation, “monetary inflation” simply de-
notes inflation thatis taken into account in making monetary policy decisions. [f monetary authorities donot wish to
respond to what they consider temporary shocks, they define core inflation in terms of a price index which disre-
gardssucheffects.

For practical purposes it can be assumed that monetary policy is not concerned with changes in the price level
due to indirect taxes (such as VAT or excise duties), administrative measures affecting regulated prices or tempo-
rary market shocks, such as changes in commodity or individual product prices. Therefore it seems expedient to re-
move such effects from price changes. Given that such shocks and changes are idiosyncratic by definition, in other
words, they affect the price index of only one or two goods at any one time, the calculation of core inflation measures
can go beyond the simple exclusion from the price index of traditional product categories and make use of more so-
phisticated statistical methods. Then the objective would be to isolate the common component from idiosyncratic
movements in individual price changes. Knowing the specific price changes, the common component, identified
with the core, can be estimated by various statistical methods, such as the calculation of the trimmed mean or
trend.
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The wide variety of approaches associated with the interpretation and compilation of core inflation gives rise to
difficulties in formulating criteria for comparing the various procedures. Two considerations should be highlighted
here. First, itis a key requirement that the core inflation index be available with the smallest possible time lag, and
that it reflect current developments rather than past ones. Although most core inflation indices satisfy the former
criterion, it should be pointed out that standard 12-month indices represent the average of the movements of the past
12 months, offering thus only limited information on current developments. Transparency of the selected indicator
also matters, especially if the monetary authority bases its decisions on changes in core inflation. What is at issue
here is the need for making a compromise between transparency and advanced methodology: while calculating
core inflation by simple exclusion is the only truly transparent solution, other statistical or model-based procedures
appeartobe moreadvancedintermsof methodological ortheoretical considerations.

The core inflation indices published by both the
Bank and the CSO belong to the type computed by sim-
ple exclusion. The selection of the goods to be excluded
is governed by a dual consideration, notably the re-
moval from the price index of products with price fluc-
tuations dominated by volatile and temporary supply
shocks. Table II-3 compares the product groups ex-
cluded from the two indices, relative to the full con-

Table Il-3 Comparison of core inflation indices used by the NBH and CSO
in respect of items excluded from the consumer basket*

€S0

NBH

Pork
Beef and veal
Sheep, rabbit and other meat

sumer priceindex. Intestines
As regards the criteria to be satisfied by the core in-  Poultry
dex, both Hungarian indices give preference to the trans-  Fish
parency requirement rather than methodological and  Potatoes Potatoes
theoretical considerations. Both indicators can be calcu- ~ E99s Eggs

lated simultaneously with the consumer price indices,
butitis only to a limited extent that the CSO index satis-

Fresh vegetables
Fresh domestic and tropical fruit

Fresh vegetables
Fresh domestic and tropical fruit

fies the criterion of being up to date, publishing an an- ~ Coa Coal
nual, that is, December on December, index instead of ~ Briquette Briquette
(seasonally adjusted) month-on-month comparisons. ~ Coke Coke
By contrast, in its Monthly Reports, the NBH also pub-  Firewood Firewood
lishes indices satisfying this criterion. A comparison of  Heating fuel Heating fuel
the two core inflation indices and the consumer price in- ~ Districtheating
dex in Chart II-2 reveals that the CSO index has been Eléctricity
higher than the Bank’s index since mid-1998. This diver-  Gas supplied through pipes
gence is due to differences in the types of goods ex- ~ Butanegas

Motor fuel Motor fuel

cluded: in contrast with the CSO index, the Bank also in-
cludes the category of raw meat, with a negligible rate of
inflation, but excludes pharmaceuticals, where inflation
has surged. Both differences tend to put a downward
pressureoncoreinflationaspublishedby the Bank.

Coverage of the core inflation index

80%

91%

* Owing to methodology problems related to the accounting of the July 1999 changes in the
price subsidy system, the Bank has also excluded the pharmaceuticals category, with a weight
of 1.8 % in the consumer basket, retroactively to January 1998.
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conomic stability in Hungary is supported by main-

taining the exchange rate path within the framework
of the pre-announced crawling peg policy, which consti-
tutes the intermediate target of monetary policy. Under
the present system, the gradual but always uni-directional
change in the rate of devaluation promotes the conver-
gence of the domestic price level to the low inflation of
euro-area countries by directly affecting the prices of
tradables and indirectly shaping inflationary expecta-
tions. The exchange rate path cannot effectively influence
expectations unless it is credible. One key precondition
for credibility is the maintenance of macroeconomic
equilibrium in the context of the selected nominal path.
Therefore, the exchange rate path is selected on the basis
of the projected development of aggregate demand and
supply, as well as the flexibility of fiscal policy.

The operative target of monetary policy is the level of
money market interest rates. These are set with a view to
ensuring the implementation of the pre-announced ex-
change rate path by influencing demand for the forint.
Forint interest rates are determined by the pre-
announced rate of devaluation, the prospective intra-
band shifts in the exchange rate, foreign interest rates
and the required risk premium. In respect of changes
caused by international financial conditions, the central
bank’s interest rate policy is aimed at smoothing out any
fluctuations in interest rates which are not justified by
economic fundamentals. However, the credibility of the
exchange rate system prevents the central bank from
causing long-term deviations in the level of domestic in-
terest rates from those expected by market participants.

Monetary policy in 1999 was influenced by the fact
that in the first half of the year it was unclear to what ex-
tent private sector demand would be able to accommo-
date to the changes in external demand, and this left the
market with pessimistic views of economic potential
and equilibrium. Although the Government responded
promptly to the slow-down in economic activity by
freezing government spending, analysts were divided on
the sufficiency of the correction. Thus, despite a steady
pick-up in the quarter-to-quarter external position, the
perception of country risk did not improve over the first

three quarters of 1999 relative to late 1998. This nega-
tive perception was further aggravated by the war in
Yugoslavia and the continual uncertainties in Russia’s
domestic politics. Monetary policy decisions were also
affected by changes in the international financial envi-
ronment. As reflected by the EMBI+ index, the loss of
investor confidence which struck all emerging econo-
mies in the aftermath of the Asian and then the Russian
crisis, lingered on until August 1999. Still, over the fi-
nal four months of the year, the interest premium ex-
pected from investment in emerging economies de-
clined gradually.

All of the above developments called for tighter mon-
etary conditions in 1999. After the stabilisation of the
adverse capital market situation in the latter half of
1998, the Government and the National Bank of Hun-
gary made three cuts of 0.1 percentage points each in the
monthly rate of crawl. Consequently, following the tem-
porary depreciation of the real exchange rate in 1998,
the trend of real appreciation, characteristic of earlier
years, resumed. Against the background of the tighter
exchange rate path, the interest premium also stabilised
at a high level, bringing annual interest rates on short-
term market yields to over 5%.

The high interest premium level prevalent over the
first three quarters did not attract considerable amounts
of interest rate sensitive capital into the country. At the
same time, there were strong inflows of non-debt-
creating capital. This resulted in the forint fluctuating
mostly near the strong edge of the band, apart from a few
short periods. Nevertheless, over the first three quarters,
the Bank was not forced to intervene on a large scale and
purchase foreign exchange, compared with the period
leading up to the Russian crisis. In the final quarter, the
gradual decline in the interest premium was accompa-
nied by an increase in the inflow of interest rate sensitive
capital, causing a considerable rise in the demand for fo-
rint conversion.

As aresult of the Bank’s sterilisation policy adopted
since the introduction of the crawling peg system, fluc-
tuations in the demand for forints have not affected the
level of the monetary base, which rose nearly at the same
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annual rate of 15% as did nominal GDP. The tendency,
prevalent over the past few years, of domestic economic
agents replacing their foreign exchange assets with fo-
rint assets, has continued.

In the wake of the Russian crisis, there was a tempo-
rary interruption in disintermediation, causing a rise in
the popularity of long-term deposits in the banking sys-
tem, as opposed to forint investment instruments outside
the banking system. However, the composition charac-
teristic of the period prior to the Russian crisis was re-
stored by the final quarter, channelling some 70% of
households’ current savings into government securities
and investment trusts, rather than banking instruments.
The higher real interest rate reduced the demand for
credit raised by the domestic banking system. Although
the total amount of borrowing by the corporate sector
did not decrease significantly, there was a shift in favour
of foreign exchange loans.

Table IlI-1 Interest rate changes by the National Bank of Hungary

depreciation in the real effective exchange rate index
calculated on the basis of added value based on the unit
wage cost, which gives a better picture of the competi-
tiveness of the Hungarian manufacturing industry.

While in 1998 the faster-than-expected decline in in-
flation caused minor depreciation in the forint real ex-
change rate, on a CPI basis as well, the nominal ex-
change rate path announced for 1999 was consistent
with the Bank’s view that the equilibrium real exchange
rate path allowed for a 2-3 % appreciation based on the
consumer price index. The aim of the Government and
the central bank in setting the path for the exchange rate
was to influence the long-term trend of inflation: thus,
similar to previous years, such temporary supply shocks
as food prices correction, raw material and commodity
price increases played no part in determination of the ex-
change rate path in 1999. Accordingly, the rate of deval-
uation was cut on three occasions in 1999 (see Chart
111-2), and the simultaneous announcement of the cuts
scheduled for July and October enabled prediction of the
nominal path of the economy over a much longer term
than previously. The favourable trend in macroeco-
nomic developments paved the way for the December
announcement of another cut in the devaluation rate to
0.3% per month as of April 1, 2000.

From the perspective of monetary conditions, 1999
can be split into two parts. The first three quarters were
characterised by monetary tightening in terms of both

Table Ill-2 Changes in the devaluation rate

Qﬂe?/my Effective date of the cut | Announcement of the A”Tg?},g%ﬁl&a&(’&gm_
tl(?lq g/z:ge in the devaluation rate | cutin devaluation rate monthly devaluation rate
0.6 |1 January, 1999 26 November, 1998 7.44
0.5 1 July, 1999 20 April, 1999 6.17
0.4 1 October, 1999 20 April, 1999 491
0.3 1 April, 2000 17 December, 1999 3.66

Per cent
. Rate of in-
Base rate ré}fg';’;e Deposit rates mtzrrfdsét%”ry
reserves
Effective
Forintand
O/N O/N | Two week | 1month L%?Aggg ﬁ;:
bilities
01.01,1999 17.0 19.50 14.00 — 16.75 10.00
01.08,1999 18.50 13.50 — 16.00
02.01,1999 16.0 — 9.00
03.01,1999* 16.00 —
04.09,1999 18.00 13.00 15.50 —
04.28,1999 17.75 12.75 15.25 —
06.01,1999 15.5 —
06.14,1999 17.25 15.00 —
07.01,1999 — 8.50
07.13,1999 16.75 14.75 —
11.04,1999 16.50 12.50 14.50 —
11.15,1999 15.0 —
12.17,1999 16.25 12.25 14.25 —
12.22,1999 14.5 — 8.25

* As of March 1999 the one-month deposit facility was replaced by the two-week deposit fa-
cility, the interest rate of which replaced the one-month rate as the Bank’s leading rate.

1 Monetary conditions and demand
Jfor the monetary base in 1999

nder the current monetary system, the key policy

instrument for influencing monetary conditions is
the exchange rate path. In turn, this pre-announced path
provides the economy with an efficient nominal anchor.
Prior to 1998, the Government and the Bank determined
the relationship between the path of inflation and the
rate of devaluation causing the forint exchange rate to
appreciate in real terms based on consumer prices. The
rate of appreciation was consistent with the fact that
Hungarian tradables sectors displayed faster productiv-
ity growth than their trading partners, thereby causing a

Chart I1I-1 Monetary conditions

Changes in real exchange rate Real interest rate

12 12
10 — Real exchange rate at par value 11
— Real interest rate
3 10
6 9
4 8
7
2 6
0 5
2 4
4 3
-6 2
MMJ SNJMMJ SNJMMIJ SNJMMIJ SNIMMIJ SN J
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* The chart shows real interest rates calculated on the basis of yields on
three-month Treasury bills. The real exchange rate index, reflecting monetary
conditions, does not correspond to the indicators measuring competitiveness,
presented later. The real exchange rate here denotes the ratio of the exchange
rate change over the next three months and forward-looking inflation.
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the real exchange rate and the real interest rate. How-
ever, while in respect of the real exchange rate, the tight
conditions were adhered to throughout the year, the
trend reversed in the case of real interest rates in the
course of the final quarter, falling by over 300 basis
points compared to the first half (see Chart 11-1). Under
a crawling peg system, domestic real interest rates are
determined by the expected changes in the real ex-
change rate, the level of foreign interest rates and the
amount of the risk premium that compensates for vari-
ous degrees of risk.

1.1 Interest rates

Domestic real interest rates in 1999 were predominantly
determined by the interest premium on forint-denominated
investments, but another factor in the high rates prevalent
in the first three quarters was the tight monetary policy
adopted by the central banks quoting the currency basket.
The European Central Bank, which quotes the euro, ac-
counting for 70% of the basket, raised its leading rates by
75 basis points in 1999, similar to the FED, functioning as
the US central bank, which also raised its leading rate by
775 basis points in three moves. Until October 1999, the in-
terest premium demanded on short-term and long-term fo-
rint investments fluctuated consistently between 480 and
530 basis points, exceeding the level characteristic of the
period leading up to the Russian crisis. The high premium
rates were supported by sentiments on international capital
market and country specific factors alike. Throughout
1999, the EMBI+ index, reflecting the general perception
of emerging market economies in terms of risk, continued
to be higher than the levels characteristic of the period prior
to the Russian crisis. Furthermore, over the first nine
months, market analysts’ unfavourable judgement of the
external and internal balance of the Hungarian economy
also had an adverse impact on demand for forint-
denominated investments.

While interest premium remained high and changed
little over the first nine months of 1999, there were dy-
namic changes in market perception:

— The January financial crisis in Brazil only had a
temporary impact on Hungary’s country-specific
risk premium which was followed by a temporary
drop in the premium below the December level.
The rise in the premium observed from mid-
March was partly a result of the war in Yugosla-
via, but the intensification of the controversy sur-
rounding the macroeconomic path and, in partic-
ular, the state of equilibrium, was another factor.
The change in the exchange rate path announced
on April 20th did not prompt a similar decline in
domestic interest rates, due to the rise in the pre-
mium on forint instruments.

Chart I11-2 Interest premium on three-month
Treasury bills
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— 1999 Q2 was marked by anticipation of a hike in
interest rates by the FED, compounded with ex-
pectations of a similar move by the ECB, in addi-
tion to further raises by the FED from late summer.
Interest changes in countries quoting the currency
basket also indirectly affect the size of the pre-
mium on forint rates. In addition, the anticipation
of interest rate changes, especially in the US, usu-
ally exerts downward pressure on demand for
emerging market instruments, in particular for
those which are sensitive to short-term yields.

— Hungarian interest rates were further affected by a
downturn in the general perception of emerging
economies. Primarily due to the turbulence in South
America, the EMBI+ index rose by 200 basis points
during the summer. Although Hungary managed to
finance its current account deficit from the steady
inflow of non-debt-generating capital and the coun-
try’s international reserves remained high all along,
contagion also affected the interest premium on the
forint. Consequently, the drop in country risk stem-
ming from the end of the war in Kosovo failed to
feed through to the forint’s premium.

— Again, strong macroeconomic data published in
the course of the summer (such as the lower-than-
expected current account deficit and inflation in
May and the budget deficit in June) failed to reduce
the interest premium on the forint. All in all, the
continuously high premium enabled the Bank to
implement a tight monetary policy over the first
nine months of the year, with four cuts totalling a
mere 200 basis points in the leading rate, which
was in line with the reduction in the forint’s rate of
devaluation.

The autumn of 1999 witnessed a turning point in the
perception of emerging economies by the international
capital markets:

— By that time it had become clear that since the cri-

sis-ridden countries were recovering from their
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problems more quickly than expected, contagion
from the Asian, Russian and Brazilian crises had a
smaller-than-expected impact on world economic
growth. As aresult, the EMBI+ index took a down-
ward turn from September, plunging by 400 basis
points in the period between September 1999 and
January 2000.

— This was accompanied by an easing in the uncer-
tainty surrounding the state of the external and in-
ternal balance of the Hungarian economy. The pub-
lication of a number of encouraging macroeco-
nomic indicators in the final quarter tended to dispel
concerns about the budget deficit, and the pick-up in
activity combined with favourable current account
data acted to dissolve fears of external imbalance.
This rosy picture was, however, somewhat over-
shadowed by increasing uncertainty regarding the
prospective path of inflation, despite the steady de-
cline in core inflation, the main measure of the infla-
tionary trend relevant for monetary policy. Accord-
ingly, the Hungarian government security market
experienced a downturn in yields from October
1999, which progressed in two distinctive phases.
The first phase between October and December saw
a decline in yields at maturities in excess of one
year, and the second phase, starting in December,
was characterised by a fall in short-term yields. The
over 300-basis-point fall in market yields in the pe-
riod from December 1999 and March 2000 can be
attributed to both fundamental and technical fac-
tors, including the aforementioned country-specific
and international factors. The currency basket swap
on January 1, 2000 also exerted downward pressure
on domestic interest rates, as the short end of the
yield curve was characterised by lower-than-dollar
euro rates.

— Changes in domestic interest rates on the longer end
of the yield curve were becoming increasingly ex-
posed to the activities of “convergence specula-
tors”. Accession to the European Union is expected
to put downward pressure on domestic interest
rates, which will be likely to lend a special allure to
investment in longer-term forint instruments.

The combination of all these factors brought the fo-
rint’s interest premium down from the 550 basis points
seen in the first half of 1999 to around 250 basis points
by January 2000. During the first phase of the decline,
the FED’s and the ECB’s interest hikes (exerting down-
ward pressure on the forint’s interest premium) and wor-
ries related to the millennium date change caused the
central bank not to follow market movements to the full.
However, in the period from January to February 2000,
it made exceptionally strong cuts in the interest rate,
lowering the leading rate by a total of 250 basis points in

three moves, with the aim of halting the considerable in-
flow of capital.

1.2 Exchange rate

The intra-band position of the forint’s exchange rate
varied between the first and second halves of 1999. Over
the first six months for the most part the rate remained in
the stronger half of the intervention band, though it only
rarely reached the strong edge, while in the latter half of
the year it held fast at the strong edge, with the exception
of September and October.

In the first quarter, inward flows of capital exceeded
the current account deficit on the balance of payments,
with the main components being foreign direct invest-
ment and equity purchases. There was also strong port-
folio investment in long-term government securities. In-
vestors in long-term government securities attempt to
earn profits by taking advantage of long-term interest
rate convergence with EU rates, so the volume of inflow
is much more dependent on the timing of the primary is-
sue of such securities than on the development of the
short-term interest premium on the forint. Except for the
brief episode around the devaluation in Brazil, the forint
mostly lingered at the strong edge of the band during the
first few weeks of the year, necessitating strong inter-
vention. In the course of March, the exchange rate
drifted from the strong edge of the band for a longer pe-
riod and, for short intervals, swung over into the weak
range of the band. The weakening of the exchange rate
was broadly due to worries related to the external and in-
ternal balance. During the first quarter, capital outflow
related to items sensitive to short-term interest rates con-
tinued, primarily induced by closing forward long for-
eign positions established earlier.

The second quarter witnessed high interest rate
premia on forint instruments and a strengthening of the
forint within the band (see Chart I1I-3), requiring inter-
vention at the strong edge on several occasions. The fo-

Chart I11-3 Intra-band position of the forint
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rint’s position within the band was primarily influenced
by the non-debt-creating capital inflow in excess of the
current account deficit. The high interest premium did
not induce considerable levels of interest rate sensitive
capital inflows, which can be explained by lingering
worries about Hungary’s economic prospects, weaken-
ing confidence in emerging economies and expectations
of interest rate hikes in the United States. Intervention
demand for the forint was absorbed by the economy’s
growing financing requirement, first bringing down the
volume of central bank sterilisation instruments over
the first six months and then raising this volume again
later.

The third quarter was again characterised by a high
interest premium on forint instruments, strong capital
inflows and the forint’s adherence to the strong edge of
the band. September brought some divergence, with the
forint drifting 5075 basis points from the strong edge,
returning only in late October. Apart from this tempo-
rary weakening, the exchange rate seemed stuck at the
strong edge of the band, requiring large-scale interven-
tion. Capital inflows, in excess of the current account
deficit, basically took the form of foreign direct invest-
ment and equity portfolio investment linked to
privatisation deals on the stock exchange. However,
whilst interest rate sensitive inflows in the first six
months were negligible, the third quarter saw an in-
crease in this area as well, mainly as a result of the con-
version effect of derivatives and banks. During this pe-
riod, the activities of commercial banks on the spot and
forward-exchange markets could
be considered a correction for the

tive capital inflows. Over the fourth quarter, the positive
change in the general perception of emerging econo-
mies and the favourable macroeconomic data boosted
interest in forint-denominated investment. Over the
course of October and November, the yield on long-
dated government bonds plunged and, from December,
yields on the short end of the yield curve also followed
suit, with a 300-basis-point fall in the interest premium
on short-term forint instruments. With regard to inter-
est-sensitive capital inflows, corporate borrowing from
abroad showed no signs of slowing down in the fourth
quarter, giving rise to the strongest demand for forint
conversion over this period. In the final three months,
the current account deficit, adjusted for foreign direct
investment and the external interest payments of the Na-
tional Bank of Hungary, reduced forint demand by a
mere HUF 10 billion. This was so despite the fact that,
similar to a year earlier, the current account deficit
soared in December, due to the customary year-end
wave of profit repatriation by multinational companies.
This, however, was successfully counterbalanced by the
similarly strong inward flows of foreign direct invest-
ment.

1.3 Intervention by the central bank

Intervention by the central bank amounted to HUF 811
billion in 1999 (see Table I1I-3), more than four times
the Bank’s purchases in the foreign exchange markets in

Table I1l-3 Components of the demand for forints

previous quarter, since they con- HUEF billions
tinued to maintain neutral total 1998 | 1899 | 1399 | 1899 | 1399 | 1999
open positions. Their goal was to A)Conversion 192 78 | 125 | 307 | 301 | 811
: : a) NBH FX purchases in the interbank FX market | 154 78 60 304 270 712
wind up long foreign currency b) NBH pruchases from the budget 37 0| 65 3 32 | 9
positions established over the Sources of conversion (I+...+VIIl) 192 78 | 125 | 307 | 301 | 811

. | Current account adjusted by the NBH’s net
previous quarter as a reSI.llt of th.e foreign interest payments (1+2) -383 | -109 | -124 1 -193 | 424
strong non-debt-generating capi- 1 Current account —495 | —136 | 148 | 17 | 197 | —498
: . 2 NBH net foreign interest payments 112 27 24 18 4 73
tal inflows, when the low activity e bintediment 333 | 67 | 69 | 8 | 183 | 407
in the forward markets continued 1l Conversion due to commercial banks * -73 | 17 -5 43 | =32 | -1
to prevent them from makin IV Effect of derivatives ** —206 -52 -68 37 24 -58
p K . g V Intervention due to conversion of domestic

counter deals. This weak activity FX deposits 6 7 7| -27 11 -2
1 1t- VI Net portfolio investment (1+2) 384 135 213 74 214 635
%n forward m?rkets caused eXlSF 1 Government securities 176 il 19 13 105 152
ing short foreign-exchange posi- 2 Equities*** 208 | 119 | 194 | 61 | 109 | 483
: VII Corporate FX borrowing (1+2)=(a+b) 90 50 61 69 76 256
tions to be wound up completely Rl e T e e i o
by late September, greatly boost- 2 Foreign 41 21 34 58 | —10 | 102
: : a) Maturity up to one year =37 2 -19 -10 —28 -54
ing the demand for forints. b) Maturity in excess of one year 128 | 48 | 80 | 78 | 104 | 310
. VIl Capital transfers 41 -3 -30 24 18 8
During the course of the  gjinterestrate sensitive (Ill+IV-V4VIA+VII) -7 3| 15 | 133 | 184 | 336
fourth quarter, the forint lingered ~ C) Spekulative (B-V-VIl/b) 141 | 51 | 72 | 8 | 69 | 29

almost without interruption at
the strong edge of the interven-
tion band, a fact due particularly
to a pick-up in interest rate sensi-

* Conversion due to changes in the total open position of commercial banks, which is equal to the portion of the
on-balance-sheet open position unhedged by derivative contracts.
** Conversion effects of changes in the volume of forward contracts. The negative signs in front of these two entries reflect the

winding up of short FX positions built up earlier.

*** Balance-of-payments statistics on non-residents’ equity purchases are rather unreliable, hence the calculation of the entries

in this line as residuals.

1999 ¢ ANNUAL REPORT

41



III. Monetary policy

1998. The current account deficit adjusted for the
Bank’s net external interest payments was nearly equal
to the volume of foreign direct investment in 1999, with
these two items reducing the demand for forint conver-
sion by HUF 17 billion. In 1999, portfolio investment in
the equity market, worth HUF 483 billion, exceeded the
level of direct capital inflow, thus becoming the most
powerful factor in conversion. In the course of 1999,
equity investment by non-residents was more than dou-
ble the value for a year earlier, while corporate foreign
exchange borrowing expanded at an even stronger rate,
tripling the amount for 1998. The contribution to the de-
mand for forint conversion of corporate financing by
means of foreign direct investment inflows, foreign ex-
change borrowing and equity deals combined amounted
to HUF 1,146 billion, up by over HUF 500 billion on
corresponding figures for a year earlier.

Non-Hungarian residents’ demand for government
securities gained momentum in 1999 Q4, related to the
spectacular fall in interest premium. The open position
of credit institutions showed no marked fluctuations
during the course of the year, with the weak trading in
forward markets prompting banks to aim for the mainte-
nance of neutral foreign-exchange positions. Compared
with late 1998, both the on-balance-sheet and forward
position of credit institutions shifted towards long for-
eign-exchange positions, reducing the demand for forint
conversion by a total of HUF 70 billion. It should be
noted that interest-sensitive capital inflow was higher by
nearly HUF 330 billion in 1999 than a year earlier,
thanks primarily to increased demand for foreign
government securities and substantial long-term corpo-
rate foreign exchange borrowing. At the same time,
speculative capital inflow remained subdued.

Box ITI-1 Theforward-exchange position of the banking system

For the majority of the year, commercial banks’ activity in the foreign exchange markets appeared to be rather
sluggish, in the sense that they endeavoured to maintain closed foreign exchange positions. The period from early
May to mid-July, which saw a build-up of significant on-balance-sheet open positions, was no exception. At that
time, banks were still keen on closing their positions, but their increased foreign exchange assets, due largely to
foreign direct investment inflows, could not be immediately converted to forints for fear of major losses. There-
fore, their total foreign exchange open positions were being closed over time either through currency sales on spot
markets or forward-exchange contracts. It was only by mid-July that the banks managed to close their on-
balance-sheet open positions.

The period displaying some slight deviation from this trend began at Christmas and evolved fully during early
2000. At that time, banks appeared to have returned to the strategies characteristic of the period prior to the Rus-
sian crisis, undertaking open foreign exchange positions in order to take advantage of the interest premium on fo-
rint instruments (such as government securities and central bank deposits) and redirecting an increasing fraction
of their foreign exchange liabilities to forint-denominated investment. Chart I1I-4 shows that in the period after
December 20, 1999 the banks made a definite move towards on-balance-sheet short foreign exchange positions,
stepping up the volume of counter forward-exchange contracts in order to hedge the exchange rate risk. As aresult
of the banks’ inability or reluctance to fully hedge their on-balance-sheet open foreign exchange positions, the to-
tal open position reached HUF 50 billion by late January. This amount was already identical with that prior to the
Russian crisis, but brought about by much (four times) smaller on-balance-sheet and derivative values.

Chart II1I-5 On-balance-sheet foreign-exchange open position
of the banking system and the interest rate premium on forint

Chart I11-4 Banking system’s total on- and off-balance-sheet
open foreign exchange position
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Chart III-5 shows the banks’ on-balance-sheet open foreign exchange positions as well as changes in the inter-
est premium on forint instruments in excess of foreign investments over the period from immediately before the
Russian crisis to date. Prior to the crisis, the interest premium was scarcely greater than 2 percentage points.
Against the background of this extremely low value, banks built up on-balance-sheet open foreign exchange posi-
tions amounting to HUF 600 billion. The crisis pushed the premium up to over 5 percentage points, while
on-balance-sheet contracts stood largely at zero. This provides a good illustration of the complete reversal of
pre-crisis optimism to pessimistic sentiments caused by changes in the international environment. Eventually, the
date of December 20th marked a turning point in investment confidence, with banks undertaking on-
balance-sheet short positions. Simultaneously, the interest rate premium on the forint appears to have quickly re-
turned to its pre-crisis level.

Table Ill-4 The monetary base

HUF billions
1999

Annual
openi1nggggtocks Change at Q1 Change at Q2 Change at Q3 Change at Q4 Ve;g—g&]d L0y
| Monetary base (11+111) 1,161 20 59 47 153 1,439 278
Notes and coin 736 = 50 27 149 956* 220
Reserves 425 25 9 20 5 483 58
Il Net forint instruments (b+c+d-a) 339 66 44 -238 -110 101 -238
a) Sterilisation instruments 525 -83 -126 131 172 619 94
b) Credit to financial institutions 167 24 -10 -5 -8 120 —47
c) Net claims on the government 718 27 -163 -100 30 512 -206
of which: Treasury Account (-) 33 -3 85 80 4 199 166
Government securities (+) 377 44 -1 -12 =/ 401 24
Other (+) 375 20 ~78 -8 41 310 -64
d) Other =21 -20 91 -2 41 88 109
1l Net foreign exchange assets 822 -47 15 285 263 1,338 516
Net foreign -502 79 307 280 339 504 1,006
Assets 2,260 170 202 269 368 3,269 1,009
Liabilities 2,762 90 -105 =11 29 2,765 3
Net domestic 1,324 -126 =743} 5 ~76 834 -490
Assets 2,146 -93 =317 -56 -129 1,551 -595
Liabilities 823 33 -25 -61 -53 M7 -106

* Inclusive of 5000-forint notes withdrawn from circulation.

In 1999 the monetary base expanded at a rate of
24 per cent, faster than inflation, primarily due to pre-
cautionary cash stocking in December related to the
Y2K date change. After adjusting for the Y2K-related
one-off additional cash requirement, valued at HUF 70
billion, MO growth was much more consistent with the
macroeconomic conditions created by inflation and eco-

ond half of the year witnessed strengthening interven-
tion, causing a HUF 300 billion rise in the value of steri-
lisation aimed at reducing the effect of the central bank
currency purchases on the money supply. Excess liquid-

Chart III-6 Monetary base and its components
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billion due to less intense intervention, whereas the sec-
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ity was further reduced by the HUF 50 billion decline
in lending to financial institutions and the HUF 200 bil-
lion fall in the claims on the government.

2 Yield curve, interest rate
and inflation expectations

rom January 1999 to the end of February 2000, there

was a significant downward shift in the level of the
Hungarian yield curve, simultaneously with a decline
in its negative slope. Compared with early January
1999, at end-February 2000, zero-coupon bond yields
were 580-300 basis points lower, depending on matu-
rity dates. The changes, however, were not distributed
evenly across the year, but took place in two distinctly
different phases. During the first stage lasting until
early October, the slow decline in short yields kept
abreast of the shifts in the central bank interest rates
and was accompanied by an equally slow rise in long
yields. The slow upward trend in long yields was only
broken for brief intervals, mainly in the aftermath of

Chart I11-7 Zero-coupon yield curves
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Chart I1I-8 One-year spot interest rates and one-year implied
rates one, two and three years ahead
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exogenous shocks affecting the risk premium (such as
the Brazilian crisis and the war in Kosovo). During this
period, the yield curve seemed to turn around at the
1.5-year maturity date. A major factor in the slow rise
of long yields over the first nine months of 1999 was
the negative perception of macroeconomic equilib-
rium and the budget and balance-of-payment deficit on
the current account expected at the year-end, as well as
related uncertainties. Furthermore, there was a simul-
taneous steady rise in the long yields on the basket of
currencies.

Nevertheless, events in the fourth quarter opened
market participants’ eyes to the possibility that both
1999 and the forthcoming period would follow a better-
than-expected scenario, in terms of both equilibrium
and economic growth. As a result, the risk premium on
forint instruments declined sharply, and this, combined
with certain technical factors (such as the currency bas-
ket swap and the millennium date change), caused forint
yields to plummet in several steps. At first, the fall af-
fected mostly yields at long maturities, but, from
mid-December, short-term yields also began to catch
up, bringing the slope quickly back to its level in late
September.

The following are some of the factors which played
apartinthe yield changes, listed in chronological order:

The first event with an impact on the Hungarian
bond market was the Brazilian crisis. At its onset on
January 14th, zero-coupon bond yields rose by 50-100
basis points, and the forint weakened considerably
within the band (see Chart I1I-7). The effects of conta-
gion on the Hungarian government security market
lasted for only a week: implied forward rates were back
to their pre-crisis level by January 22nd. Mid-February
saw the publication of a number of market analyses re-
porting a higher-than-expected deficit on the 1998 cur-
rent account, along with unfavourable information on
the January budget balance. As a result, yields at all
maturities started to rise, resulting in an approximately
100-basis-point rise in implied forward rates by early
March.

Preparations for the NATO air strikes against Serbia
and the eventual launch of the attacks put temporary up-
ward pressure on both the forint risk premium and the
uncertainty about prospective interest rates. Conse-
quently yields rose at all maturities, with those for lon-
ger terms up more sharply: implied forward rates begin-
ning in two or three years’ time went up by about 200 ba-
sis points in the period between March 16th and 25th
(see Chart I1I-8). By early April, this war-induced mar-
ket uncertainty had abated somewhat, causing implied
forward rates starting in two or three years’ time to fall
by around 100 basis points.
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After a three-month interlude, on April 8th, the cen-
tral bank cut its leading rate by 50 basis points (from
March 1st, leading rate denotes the rate on a two-week
deposit facility, which replaced the former one-month
facility). This measure by the central bank surprised the
market, causing yields at all maturities to fall at rates
largely corresponding to the cut in the interest rate.

On April 14th, there was a considerable rise in long
yields, causing implied forward rates to rise to the levels
prevalent prior to the central bank’s interest rate cut. The
main factor in this increase was the value of the March
consumer price index, made public on April 13th,
which, although down on the figure for February, was
higher than market expectations. This caused market
participants to adjust their long-term inflation expecta-
tions, prompting in turn a rise in long yields.

The next major event with a considerable impact on
the yield curve was the April 20th announcement of a re-
duction in the rate of the crawl. In contrast to previous
practice, the Government and the central bank an-
nounced two future dates and two reduction rates.
Within the next few days following the announcement,
implied forward rates starting in 2-3 years’ time fell by
50-70 basis points. The rate of devaluation and the fu-
ture path of short-term interest rates are correlated
through the uncovered interest rate parity. The afore-
mentioned response of the market thus implies that mar-
ket participants have brought down their long-term ex-
pectations of the devaluation rate (in other words, they
expect a stronger forint over the long run).

The central bank’s 25-basis point interest rate cut on
April 28th, following the announcement of the reduc-
tion in the devaluation rate, did not catch the market by
surprise. So while yields (mainly short-term yields) fell
slightly, long-term expectations were not affected by the
measure, and implied forward rates starting in 2-3 years
remained basically unchanged.

In the period from May to September 1999 the slope
of the implied forward curve! declined significantly.
While the spot annual yield fell by around 50 basis
points, corresponding to the central bank’s cut in the
rate, annual yield expectations for periods starting in 1,
2 and 3 years’ time rose by 40, 150 and 220 basis points,
respectively.

The rising trend was steady until early July, but then
in a matter of one week (8th—16th July), annual rates for
periods starting in 1-3 years’ time fell by 35-55 basis

!'Levels of implied forward rates correspond to market expectations
of prospective interest rates only on the fulfilment of certain condi-
tions, but their changes provide a good source of information about
changes in market interest rate expectations even against more
moderate assumptions. For more details on the estimation of
Zero-coupon yield curves and the calculation and interpretation of
implied forward rates, see “Zero-coupon Yield Curve Estimation
from a Central Bank Perspective”, NBH Working Paper, 1998/2.

Chart I11-9 Non-residents’ bond holdings, registered
by KELER, and the three-year zero-coupon yield
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points. This all came in the aftermath of the largely si-
multaneous announcement of several favourable mac-
roeconomic indicators (including the lower-than-
expected current account deficit for May (on July 8th),
and inflation and budget deficit for June (on July 13th)).
These favourable indicators were seen by the central
bank as sufficient justification for cutting its leading
rate, namely the rate on its two-week deposit facility, by
25 basis points to 14.75% on July 13th, reinforcing the
optimistic response of the market. However, the rapid
fall in rates was replaced by another slow upward trend
similar in extent to that last seen in May and June.

What is not completely clear in this trend is what role
rising inflation expectations, long foreign yields and the
increase in the risk premium on the forint played in the
growth of long-term interest rate expectations. The lat-
ter two factors may exert influence on domestic yields
due to the openness of the Hungarian capital market and
the significant forint-denominated government security
holdings of non-Hungarian residents.

Between May and September, foreign residents’ bond
holdings were not as volatile as earlier in the year, fluctu-
ating in the range of HUF 310-350 billion (see Chart
111-9). This was most likely related to the upward trend in
foreign long yields between May and July (10-year US
zero-coupon Yyields rose from 6% to approximately 7%
and the euro yields with similar redemption dates from
4.4% to around 5.4%). It should be noted that in the case
of both dollar and euro yields, there was a much stronger
rise at longer maturities than at shorter ones, in other
words, both yield curves sloped upward considerably.
The spread between the three-year and three-month ma-
turities of the yield curve constructed from basket cur-
rency yields grew by 80-100 basis points in the period
under review, an increase broadly corresponding to that in
the Hungarian yield curve.

In view of the fact that Hungarian bond purchases by
foreign residents are fully liberalised, given constant ex-
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pectations of the forint’s devaluation rate, a rise in long-
term euro and dollar yields can by itself account for a large
part of the upward slope in the Hungarian yield curve.

Against the background of rising long-term yields in
more advanced economies — or partly as a result of them
—there was a change for the worse in the general percep-
tion of emerging market risk, which is well illustrated,
for instance, by the rise from 900 to 1200 basis points in
the spread of the EMBI+ portfolio, compiled by J.P.
Morgan of emerging market dollar-denominated bonds,
in excess of US Treasury bond yields over the period be-
tween early May and mid-August. Nevertheless, it
seems difficult to judge the precise scale of the impact
on Hungary of the rise in risk aversion in relation to the
emerging market economies. The higher risk premium
is an inadequate explanation on its own for the fact that
long forint yields rose more sharply than short-term
yields.

Immediate information on inflation expectations
over the long term, another potential factor bearing on
interest rate expectations, is only available in the form of
a Reuters monthly survey of 10 to 15 macroeconomic
analysts. According to this survey consumer price infla-
tion expectations for late-1999 rose sharply in May
(by approximately 25 basis points), while they remained
broadly stable over the next two months, at 9.75%. Infla-
tion expectations for late 2000 also remained largely un-
changed from May to July, at a level of 7.45%. A major
break in the trend is associated with the higher-
than-expected 10.1% inflation rate for July, published in
August. According to the August 19th Reuters survey,
inflation expectations for the year-end were 10.28%.
At the same time, inflation expectations for end-2000
rose only slightly, by merely 12 basis points.

Provided that the survey findings are reliable, the
rise over May to September in long-term interest rate
expectations could be accounted for only to a limited
extent by the rise in inflation expectations over the long

Chart I1I-10 One-year implied forward curves
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term and the decline in the willingness to undertake
risks in the emerging markets, with the predominant
cause being the considerable rise in long dollar and
euro yields.

From early October 1999 to February 22, 2000, the
government stock market in Hungary suffered a massive
fall in yields. In this period, there was a downward, nearly
parallel, shift of 350—-400 basis points, depending on the
maturity date, in the section of the curve representing
terms of up to five-year maturities. This period with fall-
ing yields can be divided into two distinct phases. The
first, ending in early December, saw a decline mainly in
yields for terms in excess of one year. In the course of De-
cember, there was a parallel downward shift in the case of
most maturities, except for the shortest (three-month)
terms, where yields were falling at a somewhat faster
pace. Over January and February, shorter yields also
caught up, falling more rapidly than longer ones, and by
mid-February, the slope of the yield curve had returned to
its state in October, prior to the decline.

Changes in the implied forward curve (see Chart
I11-10) give an even better illustration of the continuous
transformation of the interest rates expectations under-
lying the movements in the yield curve. The future path
of annual interest rates had clearly undergone a marked
change by early December, with the earlier evenly
spaced annual decline of 100 basis points replaced by a
more rapid fall in expectations, and an annual yield sta-
bilising at a 7.5-8% level after 3 years. Following early
December, these long-term interest rate expectations did
not change significantly, and it was the steady decline in
annual yield expectations for terms within 1-3 years that
dominated movements in the implied forward curve,
and, consequently, the yield curve.

The decline in yields over the period under review
had underlying fundamental, technical and speculative
reasons, the latter associated with a potential fall in cen-
tral banks rates. In the period after October the composi-
tion of these factors followed a varied pattern.

The first significant fall in long yields took place in
early October: annual yields for terms starting in 1, 2 and
3 years’ time fell by 20 to 60 basis points. This decline
was due to the publication of favourable macroeco-
nomic indicators during that period. Second-quarter
GDP growth (3.8% year on year), published on Septem-
ber 30th and, even more so, preliminary current account
data (reporting a USD 140 million surplus, compared to
zero-balance market expectations) exceeded market
forecasts, boosting optimism in the government security
market and pushing down long-term interest rate expec-
tations. Meetings of FED and ECB policymakers held
during the same week left leading rates unchanged,
causing long-term dollar and euro yields to turn up
slightly. The fact that long forint yields had declined in
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spite of the above indicates that yields in this period
were influenced by favourable country specific news.

The first week of November witnessed the recurrence
of the October episode, but this time with a much more in-
tensive fall in yields. Within a matter of five days (Nov.
1st-5th) implied forward rates fell by 50, 120 and 130 ba-
sis points on the 1, 2 and 3-year time horizons, respec-
tively. Just as in early October, the driving force behind
this decline was the public announcement of a few
better-than-expected macroeconomic indicators. On Oc-
tober 29th, the Fitch IBCA international credit rating
agency upgraded Hungary’s external debt by one grade.
The benefit of this measure for the market of fo-
rint-denominated government securities was seen in the
start of a decline in long yields. The three macroeconomic
indicators announced on November 3rd, such as the USD
93-million deficit on the September preliminary current
account (as opposed to market expectations averaging
around USD 220 million), the September industrial out-
put data and the October budget deficit, all highlighted a
much better-than-forecast economic situation, inducing a
further fall in long-term yields. Prompted by the favour-
able macroeconomic data, the National Bank of Hungary
cut its two-week deposit rate by 25 basis points to 14.5%
on November 4th, giving additional impetus to business
in the bond market. Somewhat later that day, the ECB
raised its leading short-term rate by 50 basis points. This
move, which was aimed at restricting inflation and was
regarded as credible by market participants, appeared to
put a mild downward pressure on euro interest rates.

November 10th and 11th saw another fall in yields,
even more concentrated than the preceding two de-
clines. One-year implied forward rates over the 1, 2 and
3-year horizons, also reviewed earlier, were down by
60, 140 and 100 basis points, respectively, in a matter of
two days. The fall was particularly strong on November
11th, when the October consumer price index was made
public. Although the 10.5% (year-on-year) rate, pub-
lished by the Central Statistical Office, fell short of aver-
age market expectations (10.62%), this was not an ade-
quate reason for such a sharp fall.

Although from early September until late December
the spread of the EMBI bond portfolio index above US
Treasury bonds, published by J. P. Morgan in assess-
ment of emerging market risk, displayed a downward
trend, the timing of the decline in forint yields suggests
that these multiple falls were mainly due to the realisa-
tion by market participants of the favourable coun-
try-specific macroeconomic developments, with the
better general perception of emerging markets provid-
ing only an additional impetus.

The preliminary balance of payments figures for Octo-
ber, published on December 3rd, were again better than
market expectations (by roughly USD 110 million), which

constituted another factor reflecting a positive change in
fundamentals and, thus, inducing a fall in yields.

In the course of December, however, reasons associ-
ated with fundamentals were complemented by techni-
cal factors, including the removal of the US dollar from
the currency basket as of January Ist. As dollar rates at
that time were much higher than euro rates (the differ-
ence in early December was about 270 basis points at the
three-month maturity), this technical change in itself
would have raised the forint’s interest rate premium rel-
ative to the new currency basket by about 80 basis points
(with forint interest rates and the devaluation rate re-
maining unchanged).

If the market had recognised this impact of the basket
change in time, forint yields would have started to fall
gradually, well before the introduction of the new bas-
ket, in order to “work off” this 80-basis-point technical
premium. The decrease would have been gradual, first
affecting long-term then short-term yields, depending
on how much of the remaining maturities fell in the pe-
riod following the adoption of the new basket. In this
ideal scenario (i.e. if the market previously recognised
the prospective effect of the change), by the time the new
basket is adopted the interest premium cannot include
the technical premium caused by the basket change. It
cannot be ruled out, however, that it was not until De-
cember, i.e. relatively late, that the market discovered
the presence of this extra premium. This would account
for the exceptionally high foreign demand for bonds
with short remaining maturities from the second week of
December. The last three weeks of December not only
saw a significant increase (by about HUF 60 billion) in
government security holdings of non-Hungarian resi-
dents, but the shortening of average maturity from
2.5 years to 2.25 years as well, which implies a shift of
preference towards short-dated securities.

Although short rates began to fall more quickly than
long-term rates as early as December, the difference in
the speed of fall became most visible in January and
February: by this time the slope of the yield curve had re-
turned to the September level. One plausible explana-
tion for short-term interest rates taking a longer time to
adjust is the uncertainties stemming from Y2K con-
cerns. As Y2K concerns dissipated in January, there was
no longer any obstacle to a downward correction, bring-
ing the short end of the yield curve into line with the
sound fundamentals.

There are several indications that, in addition to the
technical factors, speculation on the rapid adjustment of
short-term interest rates was also a factor contributing to
the yield drop in January and February. These indications
include a jump in the two-week central bank deposit facil-
ity holdings of commercial banks, a continued decline in
the average maturity along with a sharp rise in the amount

1999 ¢« ANNUAL REPORT

47



III. Monetary policy

of foreigners’ forint-denominated government security
holdings (despite the slight increase in the EMBI spread af-
ter January, implying some deterioration in the general
perception of emerging economies) and the increase in
on-balance-sheet forex open positions by commercial
banks. These phenomena also imply that some market par-
ticipants began to see a potential appreciation of the forint
as more probable compared to previous periods.

Having examined the fundamental, technical and
speculative reasons for the yield decrease since October,
it is worthwhile to examine their effect on the composi-
tion of nominal yields: in other words, how much of the
decrease was caused by the decline in real interest rates,
inflation expectations and risk premia, respectively.
From October to December market analysts’ average
forecast inflation> for end-2000 (as surveyed by
Reuters) decreased only to a small extent, by around
50 basis points, and even increased slightly in January
and February.

Thus, the greater part of the approximately 400-basis-
point decrease was caused by the decline of the risk pre-
mium and the real interest rate. Some indirect informa-
tion on long-term real interest rate expectations is pro-
vided by the secondary market price of the 2005/D in-
dex-linked bond. This bond is rather illiquid, but the im-
plied five-year real interest rate, calculated on the basis of
the mandatory price quoting of the bond, showed a robust
drop of around 100 basis points in January, bringing the
long-term real rate down to around 4%. This seems to im-
ply that the contribution of fundamentals to the yield fall
took place primarily via the decrease in the forint’s risk
premium. This assumption is supported by the fact that
among the fundamentals it was the sequence of better-
than-expected current account deficits for October and
December which had the greatest impact on the yield
curve, as this macroeconomic indicator probably has the
most direct impact on the forint’s risk premium.

The behaviour of the central bank in the period under
review is worthy of closer examination. In October and
December, when long-term yields were falling, the
Bank proceeded with caution in following market move-
ments. It had two clear reasons to do so. First, the adjust-
ment of the forint’s interest premium to the lower re-
quired risk premium was facilitated by the rise in foreign
interest rates (the ECB and the FED raised short-term
leading rates by 50 and 25 basis points on November 4th
and 16th, respectively). Second, Y2K concerns called
for a more cautious interest rate policy than usual. Ac-
cordingly, over this period the Bank cut the rate on its
two-week deposit facility only twice (by 25 basis points
each time), on November 4th and December 17th. When
it became clear that the millennium date change had

2 Average forecast refers to the average of estimates produced by
the survey, ignoring the lowest and highest values.

caused no greater problems than expected, the Bank was
ready to make a more substantial move (a 50-basis-point
reduction on January 4th), in line with the decrease in
short-term market yields.

The exceptionally rapid fall in short-term yields in
early January, combined with indications that this was
partly due to the market’s stronger expectations of ap-
preciation, prompted the Bank to take firmer action. The
150-basis-point reduction in the two-week deposit rate
on January 19th was to convey the message to market
participants that the Bank continued to regard the nar-
row-band crawling peg devaluation system as the appro-
priate nominal anchor. It tried to make clear that the
Bank is willing to accept a decrease in the real interest
rate in exchange for maintaining the crawling peg sys-
tem, provided that sterilisation costs remained reason-
able. The current 2.5-3% level of the one-year for-
ward-looking real interest rate is not without precedent,
as similar rates were observable in the period before the
Asian crisis in 1997. However, the slowdown in inter-
est-sensitive capital inflow and the reduced speed of the
accumulation of the Bank’s two-week deposits which
followed the significant cut in the Bank’s short interest
rate proved to be only temporary, despite foreign interest
rate hikes (February 2nd, FED; February 3rd, ECB:
25 basis points each). Therefore, the Bank resorted to
another 50-basis-point cut on February 17th, in another
demonstration of its commitment to the narrow-band
exchange rate regime.

3 Interest rate policy
of commercial banks

onsistent with the disinflation process, central bank
rates, market yields and commercial bank interest
rates continued to follow a downward trend in 1999 (see
Chart III-11). The interest rate policy of commercial

Chart I11-11 Corporate credit and deposit rates, households’
deposit rates and three-month market yields

Per cent
26

— Short-term corporate credit rates
24 Three-month market yields

— Short-term corporate deposit rates
— Short-term household deposit rates

22

20

JMMJ SNIJMMIJSNIJ MMI S NJ
1997 1998 1999 2000

48

NATIONAL BANK OF HUNGARY



II1. Monetary policy

banks has essentially been determined by the strong
competition existing for several years to win corporate
customers, the decline in banking profitability and the
up-and-coming household market.

Given the merely indirect effect — acting through
market yields — of central bank interest rates on com-
mercial banks’ lending and deposit rates relevant for real
economic decision-making, an analysis of the transmis-
sion mechanism between market yields and commercial
banks’ interest rates may provide some important infor-
mation on the ways the central bank’s interest rate policy
influences commercial banks, developments in the
banking system, as well as the demand of businesses and
households for credit and deposits. In respect of corpo-
rate customers, the transmission between market yields
and commercial credit and deposit rates has worked in a
balanced and efficient way for several years (see Chart
I11-12). The nearly three-year stability of the low margin
(roughly 1.5 percentage points) between corporate
credit rates and market rates reflects the intense compe-
tition that emerged some years ago in the area of lending
to businesses. The struggle to keep good corporate cus-
tomers is reflected in the size of the margin, as low as
1.5 percentage points, between market yields and aver-
age interest rates on corporate deposits for terms shorter
than one year, also implying that commercial banks of-
fer their best corporate customers interest rates that are
very close to market yields.

With the corporate market becoming saturated, bank-
ers are beginning to set their sights on the household sec-
tor. The need for increasing forint liabilities has led to an
improvement in the standard of services to individuals,
as well as to a decline in the spread between market
yields and households’ deposit rates. The increase in the
efficiency of transmission between market and house-
hold deposit rates is shown in Chart I1I-13, with the av-
erage spread down from 2.5 to 1.5 percentage points
over the period between 1997 and 1999. Disintermedia-
tion has also contributed to the shrinkage of the spread,
as the objective of keeping and increasing households’
deposits has encouraged commercial banks to reduce
the spread between deposit rates and the yield on
non-bank investments.

The intense competition associated with the corporate
sector, the relative increase in the price of household lia-
bilities and the low profitability seen in 1998 and 1999
made more and more banks take up lending to house-
holds, an apparent source of untapped growth potential.
The volume of consumer credit tripled between January
1998 and January 2000, despite the fact that consumer
credit rates are rather high and were falling at a slower
pace than other commercial bank credit or deposit rates.
The margin between the interest rates on households’
credit and deposits amounted to 10-12% in 1999. There

Chart III-12 Corporate credit rates for terms shorter than
one year and the yield on three-month Treasury bills
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Chart I11-13 Spread between yields on government securities
and households’ deposit rates
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Chart I11-14 Rates of interest on consumer credit, its volume
and the interest rate margin for terms shorter than one year
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is a rather large dispersion behind the average borrowing
rate, displayed in Chart I1I-14, and the full credit cost in-
dex, which represents the real costs of borrowing, is in the
20%—-40% range. These high interest rates can be attrib-
uted to various factors. The key factor in terms of demand
is that a large number of previously liquidity-constrained
households have gained access to consumer credit. The
interest rate elasticity of the credit demand of these
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households is not too high, and low monthly instalments
appear to have such allure that seems to offset the extra
costs due to the high rates. A supply-side factor behind
the high rates is that this type of lending is relatively
costly and, additionally, continues to be rather risky. In
spite of the high rates, the expansion in the supply of con-
sumer credit is a welcome phenomenon, taking house-
holds closer to their desired level of consumption, consis-
tent with their life cycles and increasing the efficiency of
consumption smoothing over time.

4 Monetary aggregates

tis crucial for central banks to monitor the movements

of monetary aggregates, since unintended increases in
the money supply tend to generate inflationary pres-
sures. Nevertheless, events in 1999 indicate that the
changes in the monetary aggregates are broadly due to
factors affecting demand for money.

Chart I1I-15 Growth of monetary aggregates in real terms
(Three-month moving average, same month
a year earlier = 100)

Per cent
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Chart I1I-16 Velocity of circulation of M1
(1997 Q1 = 1)
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Chart I11-17 Households’ current account, deposit account
and government bond holdings as a proportion
of net financial wealth
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In 1999, the growth rate of monetary aggregates in
real terms was down on a year earlier. After declining
slightly over the first half of the year, the real growth rate
of M1 returned to the preceding level over the second
half. Although from late 1998, M3 and M4 grew in real
terms at a converging pace, after the first four months,
the gap between the growth rates began to widen again
(see Chart I11-15).

M1 comprises the most liquid assets, such as notes
and coin and current accounts. Transactions-based de-
mand for money is not observable statistically, but none-
theless, changes in M1 provide some clues to its evolu-
tion. Unintended growth in M1 may exert the strongest
inflationary pressure. Changes in transactions-based
money demand can be traced through monitoring the ve-
locity of circulation.

Since 1998 the velocity of circulation has been fall-
ing, implying an increase in individuals’ transactional
money holdings over the period (see Chart III-16).
This, however, has not created inflationary pressure, as
the increased money holdings could be attributed to
factors influencing the demand for money. First,
thanks to disinflation and falling nominal interest rates,
the alternative cost of liquid assets has fallen. Second,
structural causes have also contributed to narrow
money growth, with a pick-up in banking services as-
sociated with sight deposits and current accounts of-
fered to households, with special regard to the various
card transactions, boosting the share of current ac-
counts at the expense of deposit accounts (see Chart
111-17). It should also be noted that in late 1999, as a re-
sult of concerns over the millennium date change,
notes and coin outside the banking system surged by
roughly HUF 70 billion, returning to its previous level
in early 2000.
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The divergence between the growth rates of M3 and
M4 can be explained by portfolio decisions. In contrast
to M3, M4 also comprises non-bank assets. In the course
of 1998, the weight of higher-yielding non-bank assets
in investors’ portfolios continued to increase steadily up
until the Russian crisis in August. In the aftermath of the
crisis, investors abandoned riskier investments in favour
of safer bank instruments (see Chart I11-18). This trend,
which was reflected in the convergence between the real
growth rates of M3 and M4, after continuing into the
first half of 1999, appeared to reverse in the second half
(see Chart III-15). Investors returned to riskier, but
higher-yielding instruments.

While in the first half of the year the household com-
ponent expanded at the fastest pace among the compo-
nents of M3, this trend seemed to reverse in the second
half. The growth rate of the household component, a ma-
jor factor in the composition of M3, declined, for the
above-noted reasons, while the expansion of the usually
more volatile corporate component began to gather pace
(see Chart I11-19).

The net financing requirement of the corporate sector
fell significantly over the first six months. This was
mainly due to the fact that the economic recovery in
Western Europe more than offset the impact of the mar-
ket loss caused by the Russian crisis, keeping company
profitability in continued peak form. At the same time,
partly owing to the Kosovo crisis and partly to the down-
turn in expectations due to macroeconomic uncertainty,
investment was sluggish. Companies’ financial position
improved considerably, especially as a result of the ac-
cumulation of financial assets. In the second year-half,
even against the background of lower borrowing, com-
panies managed to fund their investment projects. In
1999 Q4, selling off stocks of government securities
built up earlier provided the corporate sector with funds
amounting to 1% of GDP. Another factor in the diver-
gence between the financing requirement and corporate
borrowing was the pick-up in foreign direct investment.
Capital inflows, taking place via raising additional capi-
tal, enabled companies to reduce their borrowing re-
quirement, in spite of high spending on investments (see
Chart I11-20).

Foreign exchange continued to play a key role in
company financing. Among those Hungarian compa-
nies making use of external financing a dominant role is
being played by large companies that display flexibility
in substituting forint credit for foreign exchange credit,
and vice versa. The prospective export revenues of the
majority of the corporate sector provide natural hedg-
ing, and the longer average maturity of foreign exchange
loans also reduces renewal risk. It is no surprise that cor-
porate foreign exchange borrowing has become re-
moved from the forint position especially at times, such

as the Russian crisis or late 1999, when the forint’s inter-
est rate premium was permanently higher than the level
consistent with corporate sector expectations.

Chart I111-18 Households’ total non-bank assets
as a proportion of net financial wealth
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Chart II1I-19 Real growth of the household and corporate
components of M3

(Three-month moving average, real growth, same month

a year earlier = 100)
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Chart I11-20 Seasonally adjusted, operational financing
requirement and borrowing of the corporate sector,
as a percentage of GDP
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IV, Demand

n 1999 the volume of gross value added (GDP) in-

creased by an estimated 4.4% compared with 1998.
As aresult of changes in demand, GDP expanded mod-
erately at the beginning of the year (Q1: 3.3%, Q2:
3.8%), with a considerable surge in economic activity
then occurring later in the year (Q3: 4.4%, Q4: 5.6%).
The small, 0.5-percentage-point decline in the annual
growth rate over the previous year and tendencies during
the year indicate that the Hungarian economy responded
quickly first to the drop in external activity and then later
to the upswing in demand.

GDP grew in parallel with domestic absorption, at a
nearly identical rate of 4.5%, indicating that the gap be-
tween GDP growth and the expansion of domestic ab-
sorption, which had widened in 1998, narrowed in 1999.
The slowdown in domestic absorption growth was due
to much weaker gross capital formation compared with
the previous year. Responding to changing external cy-
clical conditions, most economic agents reigned in their
investment activities, reflected by a low investment rate
early in the year, which then picked up in the second
half. For the year as a whole investment expanded by
6.6%, only half the level of the exceptionally strong

Table IV-1 Annual growth rate of GDP and its components

growth rate seen in 1998. In addition to weaker invest-
ment, running down inventories accumulated in the af-
termath of the Russian crisis also contributed to a fall
from 5% in 1998 to 1.2% in 1999 in the contribution of
gross capital formation to GDP growth. By contrast,
consumption steadily gained momentum in the course
of 1999, with consumer demand becoming the other
driving force behind growth, in addition to exports, in
contrast with the previous years when growth was
driven by exports and investment. Household consump-
tion rose by roughly 5%, similar to 1998, and public
consumption by 2.8%, compared with a standstill in
1998 (see Table IV-1).

Hungarian economic integration into the world mar-
ket continued in 1999, with the proportion of exports
and imports relative to GDP rising further. As a result of
the drop-off in external demand and the concomitant
slowdown in the expansion of export capacities, export
growth within the framework of GDP was lower than the
exceptionally high rates recorded in 1997 and 1998. Si-
multaneously with this slowdown in exports, the re-
structuring of domestic demand in favour of consump-
tion requiring lower levels of imports than investment

Per cent
Change in volume Contribution to GDP growth** Structure (at current prices)

1997 1998 1999* 1997 1998 1999* 1997 1998 1999*

GDP 46 49 4.4 4.6 49 4.4 100.0 100.0 100.0
Total consumption 2.3 42 4.7 1.7 3.0 3.4 721 71.6 71.8
Household consumption 1.7 49 5.0 1.1 3.0 3.1 61.6 61.6 61.9

Public consumption 5.7 -0.2 2.8 0.6 0.0 0.3 10.5 10.0 9.9

Gross capital formation*** 9.0 17.9 3.9 2.4 5.0 1.2 28