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ABSTRACT

Hungary's Financial System: Status and Prospects

by
Gail Buyske and Robert Vogel

August 1993

This report is one of four country studies of financial sector
reform in Bulgaria, Hungary, Poland, and Estonia. It was
commissioned by USAID to assist the USG in planning programming
in this sector. Each report examines the macrofinancial
environmert; the functions of central banks, including bank
regulation and supervision; the future role of state banks, the
development of banking services, capacity development in the
banking system, and the role of donors. A synthesis report was
also prepared to draw common findings and lessons from the four
country studies.

This study concludes that Hungary's financial system is tied to
resolving its bad loan problem--in particular, that of the major
state-owned banks. Until this problem is resolved, the authors
believe that neither Hungary's state-owned banks nor its state-
owned enterprises, which are the major borrowers of these loans,
can be privatized. And, until the state~owned banks are
restructured, they will have neither the resources nor the
incentives to operate like market-oriented banks and contribute
to the development of Hungary's market economy.

The report concludes with observations and recommendations for
U.S. Government assistance.
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SECTION CNE

INTRODUCTION

Hungzary’s current evolution toward a market-based financial system began in 1987, when the
National Bank of Hungary (NBH) spun off its commercial banking operations to three state-owned banks
and establishec' a two-tiered banking system. These three banks, together with the savings bank and a
foreign trade tank that was already separate from NBH, are the core of Hungary’s state-owned banking
sector. In 1987, Hungary also had three banks with partial foreign ownership and 13 smaller banks and
specialized firancial institutions (SFIs). The most significant growth since then has been in foreign bank
participation; today, in addition to the five large state banks, Hungary has 18 banks with foreign
ownership and 14 smeller banks and SFlIs.

Hungary’s financial sector has two dominant and related features. In addition to characterizing
the sector, these two features also lay out the challenges for its reform. The first of these characteristics
is the overwhelming presence of the large state-owned banks, which, as of year-end 1991, accounted for
more than 70 percent of all banking system assets. Progress toward a n.arket economy will require some
combination of privatizing these banks, reorienting their incentives toward market-based practices, and
reducing their market dominance actively or through attrition. The issues of privatization and market
incentives are related to a serious problem of nonperforming loans.

The prospects for gradual siirinking of the state banks through competition is complicated by the
fact that there are essentially no private indigenous banks in Hungary; almost all the more than 30 other
banks and SFIs have foreign ownership or some combination of state bank and state enterprise ownership.,
The main competition for the state-owned banks will be largely from the foreign bank sector. Therefore,
Hungary cannot realistically pursue a strategy of strengthening private local banks in the hopes that they
will become viable competitors to the state-owned banks in the foreseeable future.

Privatizing the statc-owned banks, or at least altering their incentives, is complicated by an
enormous bad loan problem. As of December 1992, the nonperforming loans of the Hungarian banks
totaled 26 percent of total outstanding loans and 12.98 percent of total assets.' These loans consist of
bad loans inherited from the 1987 spin-off, as well 45 bad loans that were made subsequently by the spun-
off banks and other banks. The bad loan problem is particularly pronounced in the state-owned banks,
several of which are estimated to have negative capital.

The Government of Hungary intends to privatize the state-owned banks as part of its overall
program to privatize state-owned assets in Hungary and further the development of a market-based
economy. Although it is recognized that none of the state banks can be privatized unti! the bad loan
problem is resolved, a recent effort to deal with this problem through a loan consolidation program has
not been effective. Part of the ineffectiveness can be attributed to the complexity of the problem, but the
root cause appears to be a lack of political will. Resolving the bad loan problem goes to the heart of
enterprise privatization because it requires restructuring the enterprises that owe the bad debt. This, in
turn, calls for difficult decisicrs about which enterprises are viable and which are not. It also requires
recognition that losses have already occurred. Finally, it entails higher budget expenditures on the social
costs, such as unemployment benefits, that are related to enterprise restructuring. These are all issues

' NBH data



that the Government of Hungary has hesitated to address. As a result, the bad debt problem has been
dealt with only cosmetically.

These two features of the Hungarian financial sector are exacerbated by a deteriorating
macroeconomic situation that limits the financial options available to the Government of Hungary to
address the bad loan problem adequately. Furthermore, as this report will discuss, the government’s
financial and political constraints in acknowledging the costs of the bad loans perpetuate nontransparent
and inefficient ways of dealing with the loans and ultimately paying for them. These government efforts
also fail to address the incentives that created the bad loan problem, thereby setting the stage for the
problem to continue to grow worse.

Finally, over the last year and a half, the Hungarian banks have cut back on lending. The
reduction in lending has several causes, including far-reaching legislation enacted in 1992 that raised the
explicit cost of bad loans for the banks. This legislation included an accounting law, a bankruptcy law,
and a banking law (which included requirements for loan provisioning). Although many of the banks are
liquid, the well-managed ones are unlikely to increase their lending until they have more confidence in
the creditworthiness of their borrowers and in their own abilities to make sound loans. (There is a risk
that banks that are less well managed or whose management is offered the wrong incentives are not overly
concerned about the quality of their loan portfolios, because of the government’s track record of bailing
out weak banks.) In turn, the hesitancy of many banks to lend slows down the economic reform and
privatization process in Hungary. It is relevant to note that a government program of existence loans,
which provided funding to the banks for privatization loans, was so underutilized that the government
recently created a new privatization finance program.

In summary, the future of Hungary’s financial system is tied to resolving the bad loan problem
— in particular, that of the major state-owned banks. Until this problem is resolved, neither Hungary’s
state-owned banks nor its state-owned enterprises, which are the major borrowers of these loans, can be
privatized. Furthermore, until the state-owned banks are restructured, they will have neither the
resources nor the incentives to operate like market-oriented banks and contribute to the development of
Hungary’s market economy.

This review discusses the Hungarian financial sector according to the following outline. Section
Two addresses the financial system environment. Two topics of particular importance in this section are
the macroeconomic environment, which constrains the government’s options, and the system for bank
supervision, which reflects the highly politicized nature of financial sector reform in Hungary. Section
Three discusses the development of the banks themselves and includes an analysis of the 1992 loan
consolidation program. Section Four discusses capacity building in NBH and the commercial banks, as
well as donor activities to assist these institutions. Section Five concludes this review with
recommendations for future U.S. Government assistance.



SECTION TWO

THE FINANCIAL SYSTEM ENVIRONMENT

In terms of the usual indicators of macrofinancial performance, Hungary has done relatively well
so far in the 1990s, compared with the other formerly socialist countries of Central and Eastern Europe.
The fiscal deficit has been significant, but not astronomical, as a percentage of gross domestic product
(GDP) and has been financed rather easily, largely through increased domestic savings held with the
banking system. Hungary has not been forced to suspend payments on its foreign debt or to renegotiate
under duress (although some of its negotiations have been quite complicated) and has maintained a
sustainable balance-of-payments position without major depreciation of its exchange rate. In line with
these relatively strong fiscal and international positions, Hungary’s monetary policy has been relatively
tight, thereby avoiding high rates of inflation. At the same time, interest rates have been largely free to
adjust to inflation, which they have done with some lag. Hungary has also made significant progress in
developing appropriate legal and accounting infrastructure for a market economy, but the key area of
bark supervision has lagged. Moreover, a substantial public sector debt lies hidden in the nonperforming
loans of public sector banks, regardless of when this debt is officially recognized.

FISCAL POLICY AND THE TAXATION OF FINANCE

There has been some recent slippage in Hungary’s fiscal performance, as the central government
budget moved from approximate balance in 1990 to a deficit of about 5 percent of GDP in 1991 and 8
percent IN 1992. According to Hungarian government officials, the deficit is projected to decline to
about 5 percent of GDP during 1993, in conformance with the programs of the International Monetary
Fund and the World Bank. However, serious doubts were expressed by a variety of observers that this
reduction can be accomplished, given the approaching elections and their implications for the ability of
a government in any country to control expenditures effectively. Although government officials and other
observers tend to blame this slippage on reduced tax revenues from public sector enterprises, because of
their poor profitability performance, and on the growth of underground private sector enterprises that
avoid taxes, figures on government expenditures and taxes suggest instead that most of the increase in
the fiscal deficit is because of increases in expenditures relative to GDP.

In addition to the recent slippage in fiscal performance, two other aspects of Hungary’s fiscal
situation need to be closely monitored: the large internal debt, and the hidden government debt implied
by the nonperforming loans of the state-owned banks. Although Hungary’s government debt instruments
are now being sold at market rates of interest, debt incurred before 1991 and financed by NBH carries
rates of orly 8 percent. Thus, full liberalization of interest rates could further worsen the government’s
fiscal position, as could any significant increase in market rates of interest.? The large portfolios of
nonperforming loans of the state-)wned banks, discussed at length below, represent additional government
debt whether or not the portfolios have been officially recognized, because the government cannot avoid

? There is a growing literature on the so-called consistency issue, or the quasifiscal deficit, both of
which refer to the question of the sustainability of financial reform when government deficits increase
significantly with interest rate liberalization.



honoring the obligations of these banks. Furtherriore, infusions of government funds will likely be
necessary to continue these banks in operation and, eventually, to privatize them.

To this point, the financing of the government deficit has not been difficult because the personal
savings rate in Hungary has increased substantially and Hungarians have been willing to place a
significant portion of these savings with the banking system, in spite of the low (often negative) real rates
of interest on deposits (see Table 1 for data on the liabilities of the banking system).” In addition, bank
credit to the private sector and to state-owned enterprises has tended to decline in real terms, due to a
decline in demand for loans and an increase in bankers’ concerns about the risks of such lending, thereby
leaving more credit available to finance the fiscal deficit at relatively attractive rates of interest. In fact,
banking system credit to the government increased by about 22 percent in nominal terms during 1992,
and the government also had no difficulty selling bonds in the open market at declining rates of interest.
Consequently, the legal limits on NBH lending to the government have proven to be no constraint at all,
as NBH’s direct lending to the government actually fell slightiy in nominal terms during 1992. However,
there i no guarantee that such fortuitous circumstances for financing the government’s deficit will persist
into the future, and thus the situation warrants careful monitoring, with respect to both the fiscal
implications for the government and the potential crowding out of the private sector.

Tax laws and regulations in Hungary do not currently presant a laige number of significant
distortions for financial sector developmenrt. The main issue in the taxation of interest and dividend
income arises from distortion in discriminating between the taxation of real and nominal magnitudes.
Among such taxes worth noting is a 20 percent withholding tax on deposit interest, except on foreign
currency deposits, and a 10 percent withholding tax on dividends. In addition, interest expense is
deductible for tax proposes for corporations but is not deductible from income for individuals. Finally,
there is the usual conflict between tax collection and prudential regulations to maintain capital adequacy
with respect to the deductibility from profits for tax purposes of provisions for nonperforming loans.

THE BALANCE OF PAYMENTS AND THE EXCHANGE RATE SYSTEM

Hungary has been able to maintain a reasonably strong balance of payments position so far in the
1990s. Unlike many other countries of Central and Eastern Europe, Hungary has largely been able to
replace its exports to the former Soviet Union and other Eastern European countries with exports to
market economies in Western Europe and elsewhere. Hungary’s balance of payments situation Las also
been aided by substantial increases in receipts from foreign tourists, by continuing large external transfers
from inultilateral and bilateral donors, and by a significant decline in foreign interest payments due to
both lower external interest rates and a imodest reduction in its foreign debt. In fact, with its continuing
substantial capital inflows, Hungary could have reduced its foreign debt even more but chose instead to
accumulate foreign e..change reserves in large amounts.

3 In addition to low real interest rates, depositors may have good reason to be concerned about the safety of
deposits in certain banks and about the quality of services offered to depositcrs at all banks. Nogetheiess, deposits
of households and enterprises tended to grow in real terms during 1992. With the respect to the current high rate
of savings out of income, two main explanations are given: an incr.?* .d desire of Hungarians to save for the future
because of a reduction in perceived security as part of the transaction to a market economy, and the very high
profits and incomes earned by a significant number of Hungariaz entrepreneurs (often unreported for tax purposes).



TABLE 1

BANKING SURVEY: LIABILITIES
{in billions of forints)

Banknotes and coins Enterprise deposit Deposits of Households and small
outside banks entreprensurs
Housshold
Net Foreign Household deposits in Deposits of Bonds and
forei an Forint oxcha: e deposits in foreign emall Other savings
. g et Householde Other deposit deposit Forints exchange entrepren da its notas
Jdates liabilities ¢ ps our pos

Dec. 31, 1989 1018.4 161.0 19.6 166.3 13.7 262.9 20.4 23.9 49.6 67.4
Dec. 31, 1990 1024.3 181.2 28.6 228.2 49.5 261.4 62.5 36.6 81.9 93.9
Dec. 31, 1991 1134.6 204.9 65.3 258.6 65.8 302.5 129.5 67.6 96.8 186.8
Dec. 31, 1992 1129.8 269.6 62.8 336.6 83.0 429.3 162.6 63.8 1248 243.9

Source: NBH, Monthly Report



In keeping with its relatively strong balance of payments situation, Hungary's exchange rate has
depreciated little in relation to the U.S. dollar during the 1990s. In fact, when its exchange rate is
compared to its rate of inflation as measured by the consumer price index, Hungary has experienced a
significant appreciation in its real exchange rate during the 1990s, although in terms of the producer price
index such a conclusion is less clear (see Tables 2, 3, and 4). Statements by Hungarian officials indicate
that further appreciation of the real exchange rate would be viewed favorably, especially for its favorable
impact on inflation, and that there is little concern for the negative impact of real appreciation on the
demand for exports and import substitutes. The ability of Hungary to maintain a strong balance of
payments and a continuing appreciation of its real exchange rate is primarily the result of the tight
monetary policies that have been pursued until recently, because these policics have curtaiied capital
outflows and imports while encouraging capital inflows. Recent indications of movement toward
considerably less tight monetary policies could have more significant repercussions on the balance of
payments and the exchange rate than is generally iecognized.

TABLE 2

AVERAGE EXCHANGE RATES
{Hungarian forints per U.S. dollar)

— —
Period - - Rate
1989 59.10
1990 63.20
1991 74.81
1992 79.00
1992 January 76.84

February 77.81
March | 79.65
April 80.03
May 79.29
June 78.45
July 77.49
August 73.64
September 77.39
October 78.80
November 82.53
December 82.91

Source: NBH, Monthly Report



In spite of its strong balance-of-payments situation and appreciating real exchange rate, Hungary
has continued to maintain some noteworthy exchange controls. For example, exporters are supposed to
surrender their foreign exchange receipts but enterprises are free to purchase foreign exchange for
imports, while individuals cannot freely purchase foreign exchange (for example, for foreign travel) but
are freely permitted to hold deposits denominated in foreign currencies. Exchange conirols have proven
very hard to enforce almost everywhere, and the seemingly haphazard Hungarian system would appear
to be particularly vulnerable to evasion. Moreover, various Asian and Latin American countries that have
recently liberalized their foreign exchange regimes in major ways have typically experienced substantial
inflows of foreign exchange rather than outflows, especially if they have been maintaining credible
programs of fiscal and monetary restraint. This can be explained by the fact that foreign exchange
decontrol further enhances credibility, as an economy becomes an even mgcre attractive home for new
capital with increased assurance that capital can freely be taken out again. Whatcver might be the impact
in Hungary of further foreign exchange market liberalization on capital flows and the exchange rate,
continuing careful coordination among monetary, fiscal, and foreign exchange policies should be an
essential component of such liberalization.

TABLE 3

PRICE INDEXES

T Producer Price Index Consumer Price Index
Ym:r~ (p_rfw'ous year = 100.0) {previous year = 100.0)
1989 115.4 117.0
1990 122.0 128.9
1991 132.6 135.0
1992 112.3 123.0

—_————.———————__——_—-—_—_—————___—___:_—-——_d_—_——___—

Source: NBH, Monthly Report

MONI [ARY POLICY AND CENTRAL BANK OPERATIONS

As noted above, monetary policy in Hungary can generally be described as tight during the
1990s. In spite of potential pressure on monetary policy from the government’s fiscal deficit, the
substantial increase in savings in Hungary, together with only moderate demand for bank credit trom
private sector and state-owned enterprises, has allowed the growth in the nominal money supply to be
kept basically in line with the increased demand to hold money balances stemming from the increase in
savings. As a result, the rate of inflation, the erchange rate, and the balance-of-payments situation have
been kept under much better control in Hungary than in most other Central and Eastern European
countries. The inflation rate in Hungary reached a peak of only slightly more th1n 30 percent for 1991
and ha, .ince declined to about 20 percent; the depreciation of the exchange rate has been even less rapid,
and the balance-of-payments situation has allowed the accumulation of substantial foreign exchange
reserves (see Tables 2, 3, and 4). This performance has, in turn, allowed the beginnings of financial
dee; .nirg in Hungary, as real money balances grew significantly in 1992 after remaining about constant



in 1991, while nominal interest rates have begun to fall with the declining rate of inflation (see Tables
5,6,aad 7).

TABLE 4

CONSUMER PRICE INDEX
{Percent Change)

Compared with Compared with corresponding
_I\_/!gnth previous month Annualized rate month of previous year
1991 January 7.5 146.0 34.1
February 4.9 80.0 33.2
March 3.7 55.9 34.3
April 2.4 33.4 35.4
May 2.2 30.2 36.9
June 2.1 28.7 38.6
July 0.9 11.4 38.2
August 0.2 2.4 34.2
September 1.5 19.7 34.0
October 1.3 ' 16.9 33.9
November 1.4 18.3 32.8
December 1.6 21.2 32.2
1992 January 3.2 46.8 28.2
February 2.7 38.3 25.8
March 1.9 25.6 24.7
April 1.3 16.9 23.3
May 1.5 19.7 22.6
June 0.6 7.5 20.6
July 0.3 3.7 20.1
August 0.8 101 20.7
September 2.4 33.4 21.7
October 2.5 35.0 23.4
November 1.6 21.2 28.7
L December _ia 14.1 21.6 "

Source: NBH, Monthly Report



TABLE 5

BANKNQOTES, COINS, AND BROAD MONEY
{in billions of forints)

Banknotes and coins in circulation Broad Money
Held by Held by
Held by economic Held by economic
Dates households entities Total households entities Total
Jan. 31, ‘91 169.9 22.1 192.0 496.0 389.1 885.1
Dec. 31, ‘91 204.9 55.3 260.2 636.9 533.8 1170.7
Dec. 31, ‘92 269.6 52.8 322.4 851.5 639.7 1491.2

Source: NBH, Monthiy Report

To implement monetary policy, NBH has begun to use a wider range of modern monetary
instruments. After relying mainly on changes in reserve requirements and credits to the banking system,
NBH has now begun to rely primarily on open market operations to achieve its monetary policv targets.
In fact, as part of a policy to bring Hungary closer to international standards, required reserves on
deposits in domestic currency were recently reduced from 16 percent to 14 percent, in order to reduce
the taxatio. of the monetary sector implicit in unremunerated reserve requirements. The extent of
development of the interbank market and money markets in general in Hungary has provided NBH with
considerable flexibility for carrying out its open market operations. Nonetheless, the system of open
market operations actually used by NBH is somewhat unusual ir that, rather than buying or selling certain
quantities of securities, NB.l instead establishes interest rates for repurchase and reverse renurchase
operations, and then allows the banks to engage in these operations with NBH in amounts chosen by the
banks. This technical approach may reflect a more basic decision of NBH to target interest rates in its
monetary policy operations.

Officials at NBH have stated that interest rates are currently the target of monetary policy and
have indicated a specific preference for declining interest rates in the near future. NBH cfficials should
be aware of the difficulties that can arise in targeting nominal interest rates in a situation of volatile
inflationary expectations where a more rapid expansion of the money supply can cause nominal interest
rates to rise rather than fall. Ir addition, its sccins apparent that NBH officials also have targets with
respect to the rate of inflation, the exchange rate, and perhaps other variables as well. It must therefore
be kept in mind that NBH, like a central bank in any country, can ultimately choose only a single target
and, if in 1993 ii re-establishes a stabilization program approved by the International Monetary Fund
(IMF), NBH is likely to shift the intermediate target of monetary policy from interest rates to the value
of domestic credit.



TABLE 6

DEVELOPMENT OF MARKET INTEREST RATES: DEPOSIT RATES

BANKS TOTAL “
Current account
Fixed for less than a month Fixed for less than a year Fixed for more than a year deposit
Period min. max. wtd. avg. min. max. wtd. avg. min. max. wtd. avg. min. max.
Dec. ‘S0 10.0 38.0 23.7 8.0 43.0 28.5 10.0 35.0 29.3 4.0 15.0
Dec. ‘91 10.0 40.0 251 15.0 40.0 31.1 20.6 38.0 33.0 5.0 24.0
Dec. ‘92 5.0 34.0 12.9 6.0 26.0 17.6 9.0 25.0 19.5 0.0 17.0
FOUR LARGE BANKS TOTAL
Czc. ‘90 10.0 38.0 21.7 8.0 40.0 27.6 23.0 34.0 29.7 4.0 10.0
“ec. ‘91 10.0 34.5 21.8 15.0 37.0 30.0 25.0 36.0 33.3 i0.0 15.0
Dec. ‘92 6.0 34.0 15.9 6.0 24.0 18.0 9.0 24.0 18.7 5.0 15.0
OTHER BANKS
Dec. ‘90 10.0 37.0 26.0 16.0 43.0 30.2 10.0 35.0 27.2 5.0 15.0
Dec. ‘91 10.0 40.0 25.9 18.0 40.0 31.7 20.0 38.0 32.8 5.0 24.0
Dec. '92 5.0 27.5 11.5 8.0 26.0 17.2 15.0 25.0 19.4 0.0 17.0 !ﬁ

Source: NBH, Monthly Report

0T
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THE INTERBANK MARKET

Hungary has an active interbank market, which the banks use for liquidity management. NBH
initiated the development of this market in 1988 when it undertook the role of a blind broker; it took
excess funds from the banks and re-lent them, taking on the credit risk of the borrower directly. An
interbank market that operates directly through the banks has since developed as well, and NBH
encourages use of this market by charging higher rates for its own facility. Prices in the direct interbank
market are sensitive to perceived credit risks, although the lack of adequate information about the banks
makes it difficult to assess these risks fully. In this regard, several banks interviewed noted the need for
a bank rating agency. Several banks lost money from interbank loans made to the banks that failed in
1992, and it has therefore taken some time before other small banks could re-enter this market as
borrowers. '

TABLE 7

DEVELOPMENT OF MARKET INTEREST RATES: LENDING RATES

— = =
BANKS TOTAL

Maturing within a year Maturing over a year Discounted bills
Period min. max. wtd. avg. G max, wtd. avg. min. max., wtd. avp.
Dec. "80 125 41.0 21 18.0 420 215 24.0 45.0 324
Dec. 91 26.0 450 35.5 23.5 46.0 34.3 24.0 419 36.1
Dec. 92 17.0 39.0 28.8 20.0 40.0 25.4 22.0 38.0 27.4

FOUR LARGE BANKS TOTAL

Dec. '90 12.5 40.0 321 18.0 37.0 27.0 24.0 35.0 29.5
Dec. ‘91 32,5 44.7 36.1 235 33.0 34.4 30.3 40.0 35.1
Dec. '92 215 39.0 30.9 21.0 36.5 24.6 23.0 34.0 26.6

0THER BANKS

Dec. '90 20.0 410 32.2 21.0 42.0 305 25.0 450 34.1
Dec. 91 26.0 450 347 25.0 46.0 34.1 24.0 4.9 36.4

Dec. ‘92 17.0 39.0 265 20.0 40.0 26.1 22,0 38.0 27.8

Source: NBH, Monthly Report
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INTEREST RATES, DEPOSIT MOBILIZATION, AND CREDIT ALLOCATION

Interest rates in Hungary are largely market-determined. The two most noteworthy aspects of
interest rate behavior during the past two years were the rise during 1991 and fall during 1992 of rates
on deposits in nominal terms, following with some lag the pattern of inflation over those years and
tending to be at most slightly positive in real termis; and the same pattern for lending rates, but with a
much smaller decline in 1992 than that exhibited by deposit rates, so that spreads have tended to widen
substantially (see Tables 6 and 7). One reason for widening spreads is that the interest rate paid on
required reserves was reduced from 11 percent to 3 percent during 1992.* However, the main reason
for increasing spreads is undoubtedly the nonperforming loans of the large state-owned banks, because
these banks have had to generate additional revenues on performing loans to compensate for the loans
yielding no revenue. In addition, it should be noted that the spreads for other banks also increased, so
that banks without serious nonperforming loan problems (mainly the foreign-owned and joint venture
banks) could increase their profits substantially under the umbrella provided by the difficulties of the large
state-owned banks that dominate the system.

The Government of Hungary does not appear to intervene directly in the allocation of credit but
rather leaves this basically to market forces as implemented through the banking system. However, there
may be strong incentives for banks to roll over nonperforming loans, and the government may also find
it convenient for state-owned banks to continue to support illiquid state-owned enterprises, including those
without good long-run prospects. Data provided by NBH break down bank lending into general
government, local governments, enterprises, households, and small entrepreneurs, but it is not made clear
how much of the share going to enterprises is going to state-owned enterprises compared to privately
owned enterprises (see Table 8). In any case, general government represents by far the largest share of
bank credit outstanding, and during 1992 it increased enough in nominal terms to maintain approximately
its same level in real terms. For enterprises, households, and local governments, credit outstanding from
the banking system stagnated or actually declined in nominal terms and thus declined significantly in real
terms. (The entrepreneurial sector is defined to include state-owned enterprises, or SOEs.) Only for
small entrepreneurs does there appear to have been a large enough increase in nominal terms to result
in an increase in real terms, but, in any case, small entrepreneurs receive only a small share of total bank
credit outstanding.

* Foreign currency deposits currently have no reserve requirements, but several individuals interviewed
suggested that such reserve requirements should be introduced. Although this could reduce incentives for currency
.~"“sljtution (the "dollarization" of the Hungarian economy), any slippage in the credibility of Hungary’s stabilization
program would then create stronger incentives for Hungarians to hold foreign currency deposits in neighboring
countries, something that has everywhere proven hard to control even with draconian penalties.
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TABLE 8

BANKING SURVEY: ASSETS
{in billions of forints)

Net credit Credit to
to general Creadit to local Credit to Credit to small
Dates government governments enterprises households entrepreneur
3
Dec. 31, 1989 724.7 18.2 475.3 313.5 18.7
Dec. 31, 1990 730.4 21.9 594.3 330.0 44.0
Dec. 31, 1991 852.6 22.9 705.4 205.6 61.4
Dec. 31, 1992 1040.7 20.0 697.9 207.5 76.3

= ——n

Source: NBH, Monthly Report

Lending by NBH to Hungarian financial institutions decreased during 1992 (especially credits
against foreign exchange deposits), and, when deposits of financial institutions at NBH are taken into
account (mainly required reserves and foreign exchange deposits), financial institutions have increasingly
become net lenders to NBH. Although the hase interest rate for NBH refinancing of bank loans was 22
percent during most of 1992 (declining to 21 percent late in the year and to 20 percent at the beginning
of 1993), there are nonetheless a number of lines for the refinancing of loans (for example, for exports,
tourism, and privatization) at preferential rates, with some as low as 10 percent.

Deposit mobilization by the Hungarian banking system was reasonably satisfactory during 1992
in spite of three factors that could have been expected to hold down the growth in deposits: the
continuing weak performance of the Hungarian economy; declining nominal interests rat< on deposits and
continuing low real rates; and continuing complaints about the poor quality of retail banking services,
especially in terms of the long lags before deposited funds become available. Forint deposits of
enterprises and households grew in real terms during 1992, as did bonds and savings notes issued by
banks (see Table ). On the other hand, foreign exchange deposits of enterprises and households and
total deposits of small entrepreneurs tended to decline in real terms. At the same time, holdings of coin
and currency by enterprises fell in nominal terms while those of households grew in real terms.
Moreover, as indicated above, the base interest rate for NBH refinancing of bank loans was sufficiently
high during 1992 that banks were apparently not diverted from deposit mobilization by the availability
of cheap funds from NBH.

THE BUDAPEST STOCK EXCHANGE

Although the Budapest Stock Exchange (BSE) opened to great fanfare in 1990, so far it has not
lived up to the initial expectations that it would be an important vehicle for mobilizing financing for new
and privatizing enterprises. This is partly because of institutional factors and partly because of BSE's
initial experience. Looking at the institutional factors, Hungary does not yet have a financial
infrastructure of pension funds and insurance companies that would provide the basis for institutional
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investment in the stock market. The largest institutional players on the stock market are the banks, which
operate through their brokerage subsidiaries. In addition, Hungary’s privatization program has relied
primarily on private investment for privatizing state-owned assets, rather than on distributing ownership
rights to the population. (The exception is for individuals who received compensation for expropriated
property.) Therefore, in contrast to the Czech Republic, Hungary’s privatization program has not led
to the creation of a population of small shareholders, which, in the Czech Republic, also led to the
development of mutual funds.

The principal historical factor is that the Hungarian stock market has fallen substantially since its
initial heady days. The stock market index peaked at 1,227 (from a starting point of 1,000) in March
1991 and had fallen to the 700 range in April 1993. This appeared to be caused by overly optimistic
expecations, reflected in initial share price increases, together with the impact of the ongoing recession.
Not only have the initial participants — institutions and individuals — suffered losses, but the experience
also has discouraged any further investment. This has been a setback for the privatization process
overall, because the original intent had been to use the stock market more extensively for privatization.

BSE has more than 50 members and trades both equities and government securities. As of year-
end 1992, 23 companies were traded on the exchange. There were a total of 8,565 trades, including
government bonds. A futures market in government securities, foreign exchange, and interest rates is
scheduled for launching in July. Both the foreign exchange and interest rate futures markets will be
useful for the banks in managing foreign exchange and funding exposures. Bank shares are not traded
on BSE, although there is some over-the-counter activity. As discussed in this review, foreign investment
is the preferred method for privatization of the large banks.

A significant unknown factor in the future of BSE is whether the banks will be able to become
direct participants on the exchange, as in a universal banking system. Those who favor this change argue
that it would increase activity on BSE and provide needed additional income to the banks. Those who
argue against it note that countries that do not have universal banking tend to have stock exchanges that
play a more important role in the financial sector than in countries with universal banking. Opponents
of universal banking also want to shield the market from the direct influence of the still state-owned
banks. This debate does not yet appear to be a major controversy in the Hungarian financial sector, but
it is an aspect of the current banking law that is under review. Given the current problems of the
state-owned banks, it would seem prudent to postpone any potential chanjjes until these banks operate in
an environment with appropriate market-oriented incentives.

LEGAL AND ACCOUNTING INFRASTRUCTURE

Hungary appears to have made much greater progress in developing the necessary legal and
accounting infrastructure fer carrying out financial operations in a market context than have most of the
other countries of Central and Eastern Europe. In particular, Hungary has passed a number of important
laws that bring Hungarian laws and regulations affecting financial markets and institutions largely into
conformance with international standards and that should facilitate a relatively rapid development of
market-based financial operations. Internationally accepted accounting principals have largely been
adopted in the new Hungarian accounting law, along with the practice of annual external audits. A strict
bankruptcy law has been passed, according to which companies not able to pay their debts within 90 days
of the due date are automatically considered bankrupt.
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In addition, new banking law has been passed that tends to follow the U.S. practice of limiting
the ability of banks to become directly involved in non-banking activities, as oppnsed to the tendency of
most European banking laws (including those recently enacted in Central and Eastern Europe) to favor
the universal banking approach. However, such limits are not nearly as strong as in the United States,
and current discussions of possible revisions in the banking law include moving further toward the
European model of universal banking. The law provides for four different types of banks, each type with
a different minimum capital requiremert: full-scale commercial banks (F 2 billion), specialized financial
institutions with a narrower range of activities (F 500 billion), savings cooperatives (F 50 million), and
investment or development banks (of which none yet exists). The law also specifies other requirements
for a banking license such as adequate technical capacity, experience, and good character. In addition,
approval by both NBH and the State Banking Supervision (SBS) is required, which can lead to significant
delays in the licensing of ncw banks.

In spite of these important advances in Hungary’s legal infrastructure, several problem areas
remain, especially in implementation. Although the quality of financial information in Hungary is said
to be improving rapidly with the increasing number of trained accountants and auditors, the system has
not yet reached the point where it provides potential investors and creditors with the information they
need to make fully informed decisions.

Judging by the large number of companies in bankruptcy and liquidation, the bankruptcy law
appears to have been highly effective. In 1992, almost 15,000 enterprises, with sales representing 15.6
percent of GDP, went into bankruptcy or liquidation proceedings. However, it appears that the court
system is not adequately prepared to handle all these cases, especially given the low salaries and scanty
training of judges. It is said that many liquidation proceedings drag on to the detriment of all parties
(NBH reports that of approximately 5,000 liquidation applications, only 20 or 30 had been resolved by
the end of 1992) and that those that are resolved quickly often involve self-dealing and fraud. Moreover,
possible revision of the bankruptcy law is under consideration, including revisions allowing more
flexibility regarding the 90-day cut-off date.

There also are several areas in the banking law that appear to warrant revision. For example,
presentation of consolidated accounts for an entity with all of its parents and subsidiaries is not required,
so that risky assets (for example, nonperforming loans) and other problematic items can be "parked" in
the financial statements of related entities and thus not be appropriately reflected. In addition, equities
are not included among risk assets, so that loss provisions and capital may be less adequate than appears,
especially since nonperforming loans can also be effectively parked by converting them to equity
positions. Furthermore, bank secrecy has been defined in such a way that it is often claimed that banks
cannot disclose any information about clients, which clearly impedes the rating of borrowers or the
formation of any entity resembling a credit bureau. In fact, the concept of bank secrecy has its origins
in the protection of depositors but has often been used, not only in Hungary but also elsewhere, to
conceal important information about defaulting borrowers and nonperforming loans.

Even taking these shortcomings into account, the impact of the new accounting, bankruptcy, and
banking laws on the Hungarian banking system has been pronounced. Banks must now take into account
the realistic possibility that clients might go bankrupt, and they are also required to make standardized
provisions against nonperforming loans. This has been an important factor contributing to the decline
in bank lending in 1992 and, so far, in 1993. These new laws also provided an impetus to attempt to
resolve the bad loan problem of the banks, because the laws’ combined impact potentially had an
extremely negative effect on the banks’ year-end 1992 balance sheets.
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PRIVATIZATION®

The pace of enterprise privatization in Hungary couid best be described as "deliberate.” This
appears to be due to four main factors. First, the Hungarian privatization process relies on selling state
assets to investors rather than distributing them to the public. Therefore, privatization can take place only
as quickly as buyers can be found to purchase the assets. It should be noted, however, that Hungary’s
ability to attract foreign investment is one of its most outstanding characteristics. As of year-end 1992,
foreign investors had provided more than 80 percent of all fresh capital invested in Hungary since 1989,
totaling $4.9 billion. (Not all of this capital was related to privatization.) Hungary has more than 15,000
companies with foreign participation.

Second, Hungary began the privatization process from a relatively high base, with the private
sector already contributing 31 percent of GDP as early as 1988. As a result, some of the simpler
privatizations of small stores and businesses, which have contributed to impressive privatization statistics
for other countries in the region, had already been accomplished in Hungary.

A third and related factor is that many of the privatizations that remain are the difficult ones —
large industrial enterprises that produce goods inefficiently or produce goods for which there is no longer
any market. Forcing the privatization of these enterprises would result in the liquidation of many of
them. This is not politically acceptable in a country that already has a 13 percent unemployment rate.
Furthermore, even though the government already bears the cost of sustaining unprofitable enterprises
that it owns, there are also concerns about the social safety net costs for the employees of liquicated
enterprises.

A fourth factor is an apparent hesitancy by the government to part with certain assets that are
considered to have strategic value, such as those in natural resources, banking, and transportation.
Therefore, one of the two privatization agencies, the State Holding Company (SHC), was founded
specifically to hold the shares of these companies. Its initial portfolio consisted of 160 companies,
including 11 banks, banking institutions, and insurance companies. The other agency, the State Property
Agency (SPA), is responsible for privatizing enterprises in which the government will not retain any
shares. SPA’s total portfolio represents more than 30 percent of the productive assets in the economy.

As a result of these factors, the privatization process in Hungary has been a slow one, although
the private sector’s contribution to GDP had risen to 44 percent in 1992. (Given the difficulties in
measuring private sector activity, the actual contribution is most likely higher.) As of year-end 1992,
SPA had sold 2pproximately 12-13 percent of its portfolio.

The fact that Hungary has reached a difficult stage in enterprise privatization has important
repercussions for the banking sector, because the political motivations that delay the privatization process
(such as concern about unemployment, and unwillingness to sell strategic assets) aiso delay the
restructuring of bank debt.

$ The primary source for data in this subsection is Istvan Racz, Privatization in Hungary, Budapest: Credit
Suisse First Boston, April 10, 1993.
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BANK REGULATION AND SUPERVISICN

As in many countries, responsibilities for bank regulation and supervision in Hungary are spread
among more than one entity. State Banking Supervision, which reports to the Ministry of Finance, and
the Banking Department of the National Bank of Hungary (BD/NBH) currently divide the responsibilities
for bank regulation and supervision; the creation of the Deposit Insurance Fund (scheduled to begin
operation in summer 1993) suggests that there could soon be another participant in the process. Although
having a multiplicity of regulatory agencies may be relatively costly and inefficient, an attitude of "Why
should I bother when someone eise is also responsible?" does not appear to be the main cause cf lack of
supervisory diligence in Hungary.® Rather, the main problems in Hungary appear to be of a different
nature, although they do relate to some degree to the existence of more than one supervisory agency.

With the exception of some of the problems noted above, the banking, accounting, and
bankrupicy laws appear to provide an adequate infrastructure for carrying out bank regulation and
supervision. Howevey, it is not clear that implementation is adequate, and there appear to be several
reasons for this. The most obvious shortcoming is the inadequate number of professionals trained in bank
examination and other aspects of supervision at SBS and BD/NBH if these agencies are expected to
regulate all banks effectively. If the regulatory approach were to rely heavily on external audits of
financial institutions to snpply informaticn to SBS and the BD/NBH — which one or both of these
agencies would then analyze and thoroughly check from time to time for reliability — it might be possible
to operate with relatively small staffs. However, while such an approach could be appropriate, it would
rely on unproven external audit capabilities, the development of which would need to be carefully
monitored, and it would also require .BS and BD/NBH to develop precise terms of reference for the
external audits to insure that all the necessary information would be supplied to them. In any case, this
approach does not appear to be what SBS and BD/NBH have in mind.

Before concluding that a major training program could solve most or all of the problems of bank
regulation and supervision in Hungary, it is important to ask why the professional staffs of SBS and
BD/NBH appear inadequate. State-owned banks with large portfolios of nonperforming loans currently
dominate the Hungarian banking system. Other than pointing out the obvious — that many of these banks
are insolvent — one must consider what SBS and BD/NBH could accomplish with these banks. Effective
regulation of state-owned banks has everywhere proven extremely difficult, if not impossible, and, in the
Hungarian case, the crucial task of dealing with the portfolios of nonperforming loans, and, ultimately,
with the banks themselves (for example, in liquidation, rehabilitation, and privatization) has been assigned
to other government agencies, such as SPA, SHC, and the Hungarian Corporation for Investment and
Development (MBF Rt).” For SBS and BD/NBH to provide information indicating possible bank
solvency problems without being able to deal with these problems could become almost an invitation to
bank runs — so a broad interpretation of bank secrecy may be as convenient for these agencies as it is
for the banks with problems.

¢ There seems to be a fairly widespread view in Central and Eastesa Europe that the U.S. savings and loan crisis
provides two important lessons about how not to carry out bank supervision: (1) that it is bad to have a multiplicity
of regulatory agencies; and (2) that the U.S. approach emphasizing on-site supervision is inferior to the European
approach that is said to emphasize off-site supervision. On closer analysis of the U.S. experience, neither of these
views can be supported.

7 MBF Rt is responsible for managing the bad debt that the state-owned banks swapped with the government.



i8

At present, SBS and BD/NBH have two major tasks with regard to the state-owned banks. One
is to gear up for the day when these banks will either be largely privatized or cease to play a significant
role in the Hungarian banking system. The urgency of gearing up should not be minimized, given the
time needed to develop a well-trained staff of bank examiners and the most effective systems for bank
supervision. The second task is to impose high standards of information collection, analysis, and
reporting on these banks. This is an important role because there appear to be limited motivations for
the banks themselves to undertzke this process. Therefore, SBS and BD/NBH can play an important role
by forcing this process, regardless of their ability to act on the basis of the information provided. Having
this information will improve bank management capability and the ability of SBS and BD NBH to monitor
bank activity in this critical sector.

Most of the remaining banks in Hungary of any significance are foreign-owned or are joint
ventures in which the foreign partners are clearly in control. Such arrangements should also potentially
reduce the present work load of bank regulatory agencies in Hungary. So long as these foreign banks
are audited by internationally recognized auditing firms according to international standards and are
subject to supervision in their home countries according to international standards that require
consolidation of all types of significant foreign interests, relatively little work remains to be done by
Hungariar regulatory agencies. Moreover, to that extent that Hungarian banking supervision emphasizes
full disclosure of information so that interested parties can make informed judgments, and to the extent
thac the foreign banks operating in Hungary have international reputations they want to protect (which
should always be the case), the work load for Hungarian regulatory agencies with respect to these banks
will be further reduced.

The banking sector that requires particularly active supervision is the purely domestic banks, and
these are relatively small in size and not particularly numerous. In fact, these banks have been the source
of most of the problems facing the Hungarian regulatory authorities. Three small banks were officially
recognized as insolvent in 1992 (and several other small domestic banks are currently rumored to be in
more or less similar circumstances), but SBS did not move aggressively to deal with these insolvencies
(for example, to require the injection of additional capital or to move quickly to merger or liquidation).
It is not clear whether this has been because of a lack of accurate and timely information about the status
of these banks, a lack of professional staff with the technical expertise to liquidate these banks or to
secure merger partners, a lack / . (unds to carry out such activities, or a lack of political support to act
aggressively. In any case, it F s fallen largely to BD/NBH to deal with these problem banks through its
role as a lender of last resor. and, ultimately, to confront their insolvency.

Initially, the international agencies dealing with the Hungarian financial sector had hoped to
consolidate responsibility for bank regulation and supervision in SBS, but the morale and effectiveness
of SBS appear to have been declining. In part, this may be because SBS rcports to the Ministry of
Finance, a relationship that can limit its autonomy. The size and tax treatment of loan loss provisions
is an issue between regulatory and taxing authorities in every country, and especially so in Hungary,
where nonperforming loans are substantial and profits taxes on banks are an important source of revenue.
However, limits on the independence of SBS from political intrusions is seen by some to be a more
pervasive issue in Hungary. Autonomy is a crucial element in the effectiveness of any regulatory body,
especially in the economically and politically sensitive area of bank supervision, but experience in other
countries around the world does not give any clear-cut recipe for where a bank supervision 2gency should
best be located to ensure autonomy. Some argue for putting bank supervision in the central bank, others
for creating a separate entity, and still others for combining supervision with deposit insurance, but it
would appear that the best solution for Hungary or any other country will depend on the particular
political and governmental structure of that country.
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BD/NBH has been and is involved in bank supervision, as noted above. In fact, to the extent that
a central bank fulfills the crucial central banking function of being a lender of last resort, it must at least
have highly accurate and timely information to ascertain whether a bank asking for help is just illiquid
or also insolvent. In addition, a central bank’s responsibilities for monitoring reserve requirements and,
more generally, for implementing monetary policy, similarly require accurate and timely information
about the financial condition of banks. Thus, to fulfill its responsibilities, NBH, like central banks
everywhere, must either carry out certain bank supervisory functions itself or be assured of highly
accurate and timely information about the financial condition of banks. NBH cannot abandon its current
supervisory activities until the controversy about the entity or combination of entities that should assume
primary responsibility for bank regulation and supervision is resolved and the chosen system is adequately
strengthened. In fact, it needs to strengthen these activities, so that training and technical assistance at
this time for the BD/NBH would not be wasted, no matter how the bank supervision controversy is
ultimately resolved in Hungary.

With the banking system largely state-owned in Hungary at present, there appears to be little
reason to invest scarce resources immediately in the costly activitics of prudential regulation and
supervision — except that it takes considerable time to develop procedures and train personnel needed
to supervise the largely private banking system planned for the future. In addition, the initiation of
deposit insurance requires more rigorous supervision in the short run to avoid excessive risk taking by
banks when depositors no longer have clear incentives to monitor bank solvency. There are also several
specific issues that need to be dealt with, such as consolidated financial statements and adequate loan loss
provisions in the face of tax consequences, as well as the always difficult problem of insider lending.

THE BANK PAYMENTS SYSTEM

Hungary is installing a modern computer system to handle payments within the banking system,
to which all banks will have access and which most appear ready to join. Nonetheless, some doubts have
been expressed about whether the system will be operational by the end of 1993, as planned, and whether
the system will live up to its promises. In fact, some banks that plan to join the system stated that they
were also installing parallel internal computer systems. Clearing among banks is reported to operate
presently with a lag of about three days, which is not bad by current standards in Central and Eastern
Europe. Rather, the main problems are said to be in making funds available to customers on a timely
basis. Although these lags may be due in part to technical shortcomings in banking operations, they are
more likely due to a lack of serious competition among banks for retail customers, together with the
profits that can be earned from float in a high-interest rate environment.
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SECTION THREE

THE DEVELOPMENT OF THE HUNGARIAN BANKING SYSTEM

THE RECENT EVOLUTION OF THE BANKING SYSTEM®

The Hungarian banking system began evolving toward its current configuration in 1987, when
NBH’s commercial banking operations were spun off into three large banks. This spin-off continues to
have a major impact on today’s banking system because of the portfolio of nonperforming loans to
state-owned enterprises inherited by these banks and because these banks are so large that they dwarf
most other banks in the system. These three banks are the Budapest Bank, the Hungarian Credit Bank,
and the Commercial and Credit Bank. The other two large important state-owned banks are the
Hungarian Foreign Trade Bank, which has always been state-owned but separate from NBH, and the
Savings Bank (OTP). At year-end 1991, these banks accounted for approximately 73 percent of all bank
assets.

Acrording to the banking law, state ownership of these five banks (as well as three others) must
be reduc .+ to a maximum of 25 percent by 1997. One exception is the Savings Bank, where the
ownership will oe reduced to 50 percent. In the interim, state ownership of these banks is exercised by
SHC. Privatization of the banks is coordinated by the Bank Privatization Working Group, whose
members include the Ministry of Finance, NBH, SPA, SHC, SBS, and MBF P:. . our of the five large
banks, excluding OTP, are currently working with Western investment advisors who are assisting them
in attracting foreign equity investors. These advisors were selected as part of an international tender
process. The advisors will be paid largely on the basis of their success in completing bank sales. It is
far from clear how successful this process will be, given the magnitude of the bad loan problem.
However, it is widely rumored that the Hungarian Foreign Trade Bank, whose bad loan portfolio is
limited because historically it focused on financing foreign trade instead of domestic lending, is in
advanced negotiations with Bayerische Landesbank. The European Bank for Reconstruction and
Development (EBRD) has also expressed interest in investing in the Hungarian Foreign Trade Bank.

There is a gap between the five large Hungarian state-owned banks and the other tier of
Hungarian-owned financial institutions — the 14 smaller banks and SFIs. As of year-end 1991, this
category accounted for approximately 9 percent of total banking system assets. Almost all of these banks
and SFIs were founded by some combination of SOEs and state-owned banks. Some of these, such as
the Ibusz Bank, were originally founded to provide banking services to their founders. Others were
formed by state banks as special purpose banks for leasing, for example, or, in the case of the Quantum
Bank, as a loan work-out bank. Although there has been some movement within this category, the total
number of banks and SFIs has changed only from thirteen in 1987 to fourteen in 1993. Asa group, these
financial institutions are considered vulnerable to failure for several reasons, including lack of portfolio
and geographic diversification, inability to compete with larger banks in services and branch networks,
and comparatively low capital. In 1992, three banks in this category became insolvent; one is now in
the process of liquidation. (Depositors in the liquidated bank are to be reimbursed by tue government.)

§ The primary source for data in this subsection is Matthew Czepliewicz and Istvan Racz, Hungarian Banks,
CSFB Equity Research, n.d.
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It is further rumored thai several other banks in this category have had problems in 1993 and have
received emergency funding from NBH.

The third group of banks is those with foreign ownership. As of year-end 1991, banks with full
or partial foreign ownership accounted for approximately 18 percent of total bank assets. Hungary has
a long tradition of allowing joint venture banks to operate in the country, although foreign branches are
not allowed and foreign-owned banks are incorporated locally as subsidiaries, in an effort to increase local
control over these entities. The first establisked — and still the largest of these banks — is the Central
European International Bank (CEIB), founded in 1979 with 34 percent ownership by NBH. Its other
owners, which own 13.2 percent each, are Banca Commerciale Italiana, Vereinsbank, the Long-Term
Credit Bank of Japan, Sakura Bank, and Société Générale. Other large joint venture banks in terms of
registered capital are Inter-Europe Bank (Instituto Bancario San Paolo Di Torino owns 22 percent), Posta
Bank (Postsparkasse of Austria owns 11 percent), and Creditanstalt Budapest (Creditanstalt owns 100
percent). As will be discussed later in this review, Posta Bank is the main competitor to OTP for retail
business. Citibank Budapest was established as an 80-percent-owned subsidiary in the mid-1980s, and
Citibank recently announced its intention to increase its holding to 100 percent. The number of banks
and SFIs with foreign participation has increased from four in 1987 to eighteen in 1993.

Hungary also has several investment banking operations, such as Bankers Trust’s office, which
operates under corporate law and not under the banking law. Tables 9 and 10 show the ownership
structure of the Hungarian banks and the size of the banks based on total assets.

THE NONPERFORMING L JAN PROBLEM AND THE LOAN CONSOLIDATION FUND

The nonperforming loan (NPL) portfolios of the state-owned banks are of such magnitude that the
banks cannot be privatized until this problem is resolved. In addition to the burden of the bad debts, the
repercussions of unsuccessful government-sponsored attempts to deal with them have distorted the
incentives of bank management. Therefore, banks with particularly large bad loan portfolios, which
include the three spun-off banks, will not be effective participants in the economic transformation process
in Hungary until this issue is resolved. This subsection will discuss the background of this problem,
current attempts to deal with it, and the practical and theoretical shortcomings of these attempts.

The NPL probiem in Hungary stems from three sources. The first is the bad loan portfolio
inherited by the three banks that were spun off from NBH in 1987. The second and relaied source is the
subsequent efforts to keep these borrowers and other inherited weak borrowers afloat through loan
rollovers, fresh credit, and interest capitalization. It has been suggested that some of the efforts to sustain
these borrowers were encouraged by the government, which in many cases is the major shareholder of
both the banks and their clients. The third source of the problem applies to the other Hungarian banks
as well as to the spun-off banks, whose loan portfolios have deteriorated for a combination of reasons
including the recession in Hungary, the loss of the COMECON export market, and lack of experience
by the banks in credit analysis and management.

With regard to the original loa.. portfolics, the government of Hungary initially argued that the
bad loan inheritance was the responsibility or the banks. As it became clear that these loans were a
problem that would not go away, the government instituted a program in 1991 to guarantee 50 percent
of the 20 billion forint in nonperfor -ira loans that these banks had inherited. However, this addressed
only half of the historical loan problem and, in the meantime, other bad loans continued to accumulate.
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TABLE 9

TOTAL ASSETS OF BANKS IN HUNGARY

{end-of-year data)

1990 1991 1990 1991 91/90 91/90

(HUF bn) (HUFbn) (% share) (% share) (HUF;%%) (USS:%)

1. Orszegos Takarekpenztar /1 515,334 699.559 31.9 31.8 35.7 10.3
2. Magyar Hiteibank /1 2538.34 312.923 15.9 14.2 22 0.8
3. Magyar Kulkereskedelmi Bank /1 225.987 234,939 14.2 10.7 22 -17
4. Kereskedelmi Bank /1 191.6 218,234 1.9 9.7 11.8 =91
§. Budapest Bank /1 103.36 135.584 6.4 6.2 1.2 6.6
6. Postabank es Takarekpenz:iar /2 41.079 89.663 2.5 d.1 118.8 77.8
7. Kozep—Europai Nemzetkozi Bank /2  42.206 60.85 2.6 3.7 91.1 55.3
8. Takarekbank 24.937 36.76 1.5 1.7 47.4 19.8
9. Inter-Europa Bank 2 25.173 35.38 1.6 1.6 4G.5 14.2
10. Citibank Budapest /2 13.657 35.248 0.8 1.6 157.5 169.3
11. 1BUSZ Bank - 32.02 - 1.5 - -
12. Unicbank /2 17.n44 28.759 1.1 1.3 68.7 37.1
13. Credilanstant/2 15.267 28.4 0.9 1.3 86 51.2
14. Mezobank 14.351 27.618 0.9 1.3 92.4 56.4
15. Kozep—Europai Hitetbank /2 16.738 26.264 1 1.2 56.9 27.5
16. Agrotank 16.057 24.853 1 1.1 54.8 25.8
17. Altalanos Ertekforgalmi Bank /2 14.4 19.241 0.9 0.9 336 8.6
18. Konzumbank 8.63 16.962 0.5 0.8 95.4 58.8
19. Leumi Hiteibank /2 2517 12.472 02 0.6 395.5 302.7
20. Altalanos Vallalkozasi Bank /2 11.05 12.471 0.7 v o 0.6 12.9 -8.3
21. MHB-Daewoo Bank 12 9.227 11.291 0.6 0.5 22.4 =0.6
22. Realbank 4,767 102 0.3 0.5 114 73.9
23. Corvinbank /3 7.613 10.11 05 0.5 32.8 7.9
2, BKD-Bank /2 - 9.743 - 0.4 - -
25. Iparvankhaz 4,172 9.3 0.3 0.4 1232 81.3
25. Dunabank 6.675 7.356 0.4 0.3 102 -10.4
27. Europai Kereskecelmi Bank /2 - 6.612 - 0.3 - -
28. YblBank /4 3.an 6.315 02 0.3 87.3 52.2
23. ingatanhank /S 6.861 6.294 0.4 0.3 -3.3 ~-25.5
30. Merkantil Bank /3 5.209 4,442 0.3 0.2 -14.7 -30.7
21. Kuiturbank /2 3.027 2.206 0.2 0.2 389 129
32. Innofinance Merchant Bank /3 2.107 2.997 0. 0.1 422 15.6
33. Investbank /3 2.537 2.862 02 0.1 8.5 -11.8
34, INB Bank /2 - 2.558 - 0.1 - -
35. Portolio Bark /3 0.985 1.409 0.1 0.1 42,9 16.1
36. Kvantum Bank /3 - 1.036 - 0 - -
37. Nomura Magyar Belfektetesi Bank /2 - 1.029 - 0 - -
Five large banks 1296.623 1597.139 80.2 725 23.2 0.1
International banks 211.515 404,387 © 1341 18.4 91.2 55.4
Small domestic banks /6 108.423 200.544 6.7 9.1 85 50.3

All domestic banks /6 1616.561 <202.07 100 100 38.2 10.7

Nceas

'/ "Large” tanks: 2! ntarnationally—ownea banks; I/ Soesialised instilutions; 4/ Under liquidation:
&/ Bark acuvities are terminated in 1992; &/ Exclucing savings cooperatves

Source: Credit Suisse First Baston
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TABLE 10

STRUCTURE OF BANK OWNERSHIP IN HUNGARY
(data at end of 1991, in percentages)

Direct Social
state security, State— State— Dome:.iic Foreign
ownership  budgetary owned ownership, private private
(SPA) institutlons cornpanies lotal ownership ownership
1. Orszagos Takarexpenziar /1 100 0 0 100 o 0
2. Magyar Hitelbank /1 49.3 0 50.6 ° 99.9 0.1 0
3. Magyar Kuikereskedelmi Bank /1 44.6 0 429 87.5 12.4 0.1
4, Kereskedelmi Bank /1 341 101 0 44.2 55.8 0
5. Budapest Bank /1 © 82 10 26 68 12 0
6. Postabank es Takarekpenztar /2 25.1 0 33.9 53 24.1 16.9
7. Kozep-turopai Nemzetkoz Bank 12 0 34 0 e 0 66
8. Takarekbank : 0 0 0 0 100 0
9. Inter-Eurppa Bank /2 6.6 1 51.8 59.4 18.1 22.5
10. Citibank Bugapest /2 0 0 20 20 0 80
11. 1BUSZ Bank 0 0 100 100 0 0
12. Unicbank /2 0 0 22 22 6 72
13. Creditanstalt 2 0 0 0 0 0 100
14, Mezobank 0 0 0 0 100 0
15. Kozep~Europa: Hitelbank /2 0 4 0 K2) 0 66
16. Agrobank 0 i AR] 12 79 9
17. Altalanos Enekiorgaimi Bank /2 50 0 0 50 0 50
18. Konzumbanx 0 0 6.5 6.5 93.5 0
19. Leum Hitelbank 12 0 0 50 50 0 50
20. Altalanos Vallaikozasi Bank 12 23.6 71 8.1 38.8 26.6 34.6
21. MHB-Daewoo Bank /2 0 0 50 50 0 50
22. Reabank 0 0 51 51 49 0
23. Corvinbank /3 4.8 62.3 0 67.1 32.9 0
24. BKD-Bank 2 0 0 <5 26 0 74
25. Iparmankhaz 0 0 0 0 100 0
.26. Ounabank 5 0 25 20 70 0
27. Europai Kereskedelmi 3ank /2 -0 0 33.4 33.4 0 66.6
28. Yb! Bank /4 0 1.6 17.9 19.5 80.5 0
2Y. Ingatlanbank /3/5 6 0 71.4 77.4 22,5 0
30. Merkantil Banx /3 0 0 100 100 0 0
31, Kuiturpank 72 0 0 0 0 0 100
32. Innolinance Merchant Bank /3 0 15 0 15 60 25
|33, Investbank /3 0 &3 41.4 94.4 5.5 0
34, INGEANR2 0 0 0 0 0 100
35. Ponliolio Bank /3 25.1 0 33.9 59 241 16.9
26. Kvantum Bank /3 0 0 100 100 0 0
27. Nomura Magyar Sefekteies: Bank /2 0 5 24 33 0 &1
Five large banks /7 o9 2.2 18.4 89.6 10.3 0
International banks /7 9.3 9.3 19.8 38.4 8.2 53.4
Small domestic banks /6/7 0.8 4.0 27.8 J2.8 65.6 1.
All domestic banks /677 51.8 3.7 19.5 75.1 15 10
All domestic banks /6/8 38.1 5.7 24 67.8 16.6 15.6

Ncies

1/ -Large” Sarks: ' Internanonally-owned tanks: 2/ Scecialised insutuions: 4/ Unaer liquiczticn: 5/ Bank acuvities
are terminaiag in 1532; 5/ Exciucing savings ccoseratves 7/ Weignlea ty total assets; &/ Vieighiaa By total ecuny

Source: Credit Suisse First Boston
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By 1992, the bad loan problem had reached serious proportions; it is estimated that 26 percent
of all loans in the banking sector (305.8 billion HUF) were nonperforming at year-end 1992. (It should
be noted that there are several different estimates concerning the total proportion of NPLs, which reflects
the lack of available hard data. However, because banks have not been effectively prevented from rolling
over past-due loans, it can be assumed that the number of actual NPLs is higher than the estimates.)

At the end of 1992, there were two major motivations for dealing with the bad loans on a
programmatic basis. One was that the banks could not be privatized without an improvement in their loan
portfolios and, as their NPL portfolios continued to grow, they were becoming less attractive candidates
for privatization. The other motivation was the perceived need to deal with the problem before the year’s
end. This was because the combined impact on the banks’ balance sheets of the new accounting law, the
new bankruptcy law, and the new banking law would show that several of them had negative capital,
according to their 1992 financial statements. It was considered necessary to avoid this outcome because
of the negative impact on confidence in the banking system, both domestically and internationally. This
concern was heightened because the problems of the three small banks earlier in 1992 had generated
adverse publicity.

The product of these concerns was the Loan Consolidation Fund (LCF), a program in which banks
that were majority~owned by the state and had a capital adequacy ratio of under 7.25 percent werz eligible
to participate. Loans that were classified as loss at year-end 1991 could be swapped for 50 percent nf
face value, and loans classified as loss at year-end 1992 could be swapped for 80 rercent of face value.
In cases where the borrower was considered by SHC and SPA to be strategically important, the loans
could be swapped for 100 percent of face value. Past-due interest on these loans could also be swapped
for the same proportion of face value as the underlying loans. In return for the swapped assets, the banks
received 20-year government bonds. The bonds pay a market rate on the loan principal that was swapped
and no more than 50 percent of the market rate on the accrued interest amount that was swapped. (The
rate is determined annually.) The banks in turn must pay a tax on this interest income that can have a
rate as high as 50 percent.

The LCF program has several practical shortcomings, of which the three most fundamental will
be discussed, followed by a discussicn of the apparent failure of the program to change the incentives that
contributed to the build-up of NPLs. The purpose of this discussion is io outline the nature of the LCF
program and to highlight issues that should be considered in any future bad loan programs. The three
major practical shortcomings were as follows:

®  The banks were able to use this program to clean up their balance sheets only partially. For
example, only 102 billion HUF of the 153 biltion HUF in loans thay were proposed to the
LCF program were actually accepted. Also, as has been noted, the program did not include
problem loans that had not been classified as loss; therefore, the banks retained their
substandard-loan and doubtful-loan portfolios. In addition, the banks evaluated their
participation in the program based at least as much on how it would reduce their tax burden
as on how it would strengthen their balance sheets. Therefore, they did not transfer bad
loans if the net effect would be to increase their tax burden. Furthermore, banks are not
prevented from cortinuing to roll over nonperforming loans; therefore, they can continue
to keep NPLs in their portfolio at their discretion. The program also does not cover off-
balance-sheet exposure, including the Hungarian practice of swapping nonperforming debt
for equity and holding the equity in an unconsolidated subsidiary. Finally, the Hungarian
government has designated 13 large enterprises as being so important for Hungary’s
economy that they will not be privatized and will continue in operation. These enterprises
are known as the Dirty Thirteen, and their debt, which has been rolled over, was not
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swapped into the LCF program. (It is not known what proportion of their total debt is, in
effect, nonperforming.)

A second problem with the program concerns how the loans in the LCF program will be
managed in e future. The LCF program itself is managed by MBF Rt, an organization
owned by the State Holding Company. MBF Rt was established with the purpose of
becoming a development bank, and it is in the process of applying for a banking license.
MBF Rt, with a staff of approximately 80, does not have the personnel (in number or
experience) to manage the 30,000 loans from 1,885 different borrowers that have been
transferred, either on a day-to-day account management basis or on a long-term loan work-
out basis. As a result, the LCF program requires that ihe banks themselves continue until
the end of June 1993 to manage the loans being transferred. It is possible that this date will
be extended. One important issue that still has not been resolved is how borrowers whose
debt is completely transferred to MBF Rt will obtain minimum banking services, including
enough working capital to sustzin them until MBF Rt has a plan of action.

MBF Rt plans to divide the LCF portfolio into three categories, of which the most
significant will be those loans that have the potential of being worked out with the
enterprises restored to financial health. In particular, MBF Rt will focus on the 105 debtors
whose loans make up approximately 75 percent of all loans transferred. However, there are
several reasons it is not clear that MBF Rt will be able to accomplish this objective. First,
the loans swapped to the LCF program are those that the banks rated "loss." Therefore, the
proportion of borrowers in this category that can be restored is undoubtedly low. It has
been reported that of the 1,885 borrowers that have been transferred, 665 have declared
bankruptcy — and 549 of those are in iiquidation.

Second, the banks were not required to swap all of the debt of an individual obligor; the
banks could hold on to loans that they deemed stronger and swap the weaker ones. As a
result, it remains to be seen whether MBF T't is the majority creditor to enough enterprises
to carry out a successful work-out function.

Third, it also remains to be seen whether MBF Rt has the political mandate to carry out an
effective loan work-out program that will require liquidations, wage cuts, and increased
layoffs in many enterprises that could not otherwise survive. As has been discussed, the
Government of Hungary has historically avoided some of the most difficult decisions related
to privatization, at least in part because of fears about such painful repercussions. It is not
clear that MBF Rt, operating under the control of SHC, will »e any more successful in
pushing through any necessary enterprise restructurings in relation to managing its own loan
portfolio.

The third major shortcoming of the LCF program is its unexpected impact on government
budget revenue. Whereas the government anticipated that this program would increase bank
taxes, it has reduced the 1993 taxes to essentially zero because the banks participated in the
program in ways that would minimize their tax burdens. For example, banks did not swap
loans that would require them to write back into their profit-and-loss statements loan
provisions that they had previously taken, because these write-backs would be taxable. This
has been an unpleasant surorise for a government that is constantly struggling to manage its
fiscal deficit.
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Even more important than the practical problems with the LCF program is its negative impact on
the incentives of the participants in the program. The most important aspect of any bad loan work-out
program is its impact on incentives. What will be the current and future behavior of participants in the
program? If the incentive structure does not change, then cleaning up old bad loans will only make it
easier for banks to continue to make more such loans in the future. Beginning with the incentives of bank
management, there is nothing in the program to change their behavior in the future — they made bad
loans, they sola the loans to the government, and there will be another loan bail-out program in 1993.
Why would a bank manager think that there would not always be loan bail-out programs for troubdled
banks? Not only will the incentives of bank management not change, but the LCF program has provided
management with new fundiag, in the form of the bonds received for swapping the bad loans, to continue
their former behavior.

Implicit in this discussion of incentives for bank management is the lack of effective bank
governance. Most notably, there do not appear to be legal means to force board members who represent
a specific organization (such as SHC) to follow any instructions established by that organization. In
addition, it seems doubtful that the SOEs that are now owned by SP4 or SHC exercise any significant
leverage over the banks in which they own shares.

The LCF program also does not change the incentives of borrowers. Weak borrowers seem to
gain from this process in the short term; the banks that are managing the loans to be transferred no longer
have any interest in pursuing repayment, and the time required for MBF Rt to get up to speed after the
transfer should give these borrowers further breathiug room. Furthermore, in cases where only part of
a borrower's debt was transferred, the bank will have an interest in keeping the retained debt performing.
Therefore, some borrowers may receive fresh credit from the banks and ailow their transferred debts to
languish at MBF Rt.

Finally, MBF Rt does not have enough of a track record to determine whether it has the incentives
to pursue Joan work-outs and enterprise restructurings aggressively. MBF Rt clearly does not think of
itself as cast in the type of Treuhandanstalt (the German privatization organization), which was formed
for 2 specific purpose and is expected to put itself out of business when that purpose is accomplished.
Instead, MBF Rt plans to become a development bank with an indefinitely long life, where its functions
potentially will include providing subsidized interest rate lcans. Therefore, there will be incentives at
MBF Rt, as is common to most bureaucracies, to survive long after the bad loan problem could have been
resolved. This creates a bias toward growing rather than shrinking and does not encourage asset
shrinkage that a rational enterprise restructuring process would iinply.

Why was the LCF program unable to fulfill its objective of resolving the bad loan problem and
restoring financial health to the Hungarian banks? There are several possibilities, including the
complexity of the problem, a short timetable that precluded careful analysis of the interaction of the many
steps involved, the desire to minimize budget outlays, the need for compromise, and the participation of
players in the negotiating process who did not understand how banks operate. Nevertheless, at least one
other Eastern European country — Poland — grappled with similar issues and appears to have reached
a better resolution.

Another interpretation is that design of this program reflected a lack of political will to
acknowledge the magnitude of the problem and deal with it transparently. This lack of political will is
due to several factors, of which two stand out. One is that addressing the bad loan problem is the other
side of enterprise restructuring. This is a thorny issue that the government i.as-hesitated to face full on.
The other is that bad loans made by state-owned banks to state-owned enterprises are unavoidably a fiscal
expense. The government’s unwillingness to acknowledge this expense, as with the U.S. Government's
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handling of the savings and loan crisis of the 1980s, results for Hungary in convoluted (and potentially
underfunded) programs for dealing with the problem, perhaps with the hope that the problem will
diminish over time or become the responsibility of some other organization that might even be able to
resolve it. These two factors are exacerbated by the 1994 elections and the desire to maintain Hungary's
reputation as one of the best investment markets in Eastern Europe.

The failure of the 1992 LCF program to resolve the NPL problem has led to the need for a 1993
program. At this point, one possibility is for bank recapitalization based at least partly on World Bank
funding. Given the many problems with the 1992 program, including the overburdening of MBF Rt,
some consideration is being given to keeping the 1993 loan program within the banks and establishing
work-out units there. Without evaluating any programs specifically, because they are still in the
developmental phase, it can be said in very general terms that there is merit to an in-bank work-out
approach. This gives the banks valuable experience and can, as the design of the Polish program
demonstrates, contain appropriate incentives.

BANK INVOLVEMENT WITH STATE-OWNED ENTERPRISES

The Hungarian banks are h=avily involved with state-owned enterprises in three ways: several
of the banks were founded by SOEs, they have significant lending relationships with SOEs, and they can
potentially be shareholders of SOEs.

As of year-end 199., SOE ownership of all Hungarian banks, weighted by total assets, was 19.5
percent. SOE ownership weighted by total equity was 24 percent. These figures are important as an
indication of the influence of the SOEs in founding several banks as well as in influencing their lending
policies. (According to the banking law of 1991, sucb influence is limited because maximum bank
ownership by one party is 25 percent, and the maximum that a bank can lend to one borrower is 25
percent of the bank’s share capital. However, it appears that in the case of at least one of the three banks
that became insolvent in 1992, cross-shareholdings among the bank’s shareholders may have resulted in
higher loan concentrations. Furthermore, a bank with four shareholders could readily lend all of its
capital to those shareholders and stay within the limits.)

There are not any breakdowi - of bank loan portfolios according to what proportions of loans are
to SOEs and what proportions are t¢ irivate enterprises. The fact that data are not collected in this way
— by NBH, SBS, or the banks -- is revealing, because it implies that this important aspect of risk
differentiation has not yet been identified as significant. NBH and some of the banks break out data
related to small entrepreneurs, but this category captures only part of the private corporate sector. (As
has been noted, as of year-end 1992, total credit extended to smal! entrepreneurs was 2.7 percent of the
total credit outstanding.) However, given that the new private sector is consicered to have high credit
risk, that a considerable portion of the state-owned banks’ resources appears to have been allocated to
keeping their existing SOE borrowers afloat, and that the joint venture banks are focusing their lending
on attractive foreign joint ventures, one can conclude that SOEs command the lion’s share of bank
lending.

Another lack in information concerns bank equity investments in SOEs. Currently, there is an
incentive for banks to swap nonperforming debt for equity, because no provisions are required on equity
and because banks do not has * t~ publish consolidated financial statements. Presumably, banks could
take shares in SOEs that have been transferred to SHC or SPA and that, as part of that process, have
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been converted into joint stock companies. Data about equity investments are provided to SBS, but this
is treated confidentially.

In conclusion, although there is good reason to assume that bank exposure to SOEs is relatively
high, the exposure is not quantifiable. Consequently, it is also not possible to determine the 'evel of bank
lending to private companies and to begin to evaluate the frequent claim that they are deprived of credit.
Going forward, it will be important to develop information about bank loan portfolio breakdowns between
SOE:s and private borrowers, both as an element of risk assessment and to evaluate the need for imprcved
private sector access to credit.

BANK SERVICES AND THE DEVELOPMENT O.' COMPETITION

Banks in Hungary provide a wide range of banking products and appear to compete with each
other more on the basis of service quality than on price. There are several current account and deposit
products for individuals and enterprises, including foreign currency accounts and overnight sweep
accounts.

Payment services provided by the banks have been a problem historically because of payment
delays. It is hoped that this will be resolved by the year’s end with the introduction of a giro system (a
type of payment system) supported by the World Bank, but, as has been discussed, there are some doubts
that this system will be successful. Checks are not commonly used, and non-cash payments through the
banking system are mad.. by payment orders.

Approximately 60 percent of the Hungarian banks have foreign currency licenses. Banks
prominent in foreign trade finance are the Hungarian Foreign Trade Bank, CEIB, and Citibank. With
regard to foreign exchange transactions, the four large Hungarian banks (excluding OTP) had a 73
percent market share as of 1992.

At the end of 1991, the large commercial banks and the retail banks each accounted for
approximately 39 percent of all the deposits in the system. (The other banks and the savings cooperatives
accounted for the remaining deposits.) This proportion has been relatively constant since 1987. Deposits
are largely short-term; only 4 percent of deposits placed in December 1992 were for more than one year,
and 31 percent were for one month or less.

Loans are made in local and foreign currency and are granted on the basis of cash flow and
collateralized lending rationales. Most bank lending is short-term; for example, 82 percent of all credits
extended in December 1992 were for less than one year. Longer term project finance and more complex
privatization-related finance is structured by the foreign and joint venture banks, which bring in the
Hungarian banks if there is a significant forint lending component to the transaction.

There is no breakdown available on the sources of bank income. However, it can be assumed,
as was stated by the head of NBH’s Banking Department, that it is mainly in funding spreads. In 1992,
the funding spread for short-term lending increased from 6.6 percent at the beginning of the year to 12.7
percent it the year's end. This increase was due Jargely to the increase in the perceived risk of lending,
as well as the need to finance bad debt provisions required by the banking law. Over time, competition
for deposits and attractive ! ~nding opportunities will erode this spread. Therefore, the heavy reliance on
this source of income represents a future vulnerability in the banking system.
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One of the most noteworthy characteristics of the Hungarian banking system is its tiering into
three groups: state-owned banks, banks with foreign participation, and small domestic banks. Until very
recently, these banks operated in separate market sectors. The state-owned banks focused on the SOEs,
the joint venture and foreign banks operated in niche businesses such as trade finance and investment
banking, and the small banks served th2 needs of their founders and the local market. This has gradually
begun to change, but the main direction of the change is that the state-owned banks and the foreign banks
have both turried their attention to the blue-chip corporate market.

Several factors contributed to this change, ot which two stand out. One is the impressive increase
in the number of banks with foreign participation — from four in 1987 to eighteen in 1993. As the
niches have been filled, these banks have sought to play a more broadly based banking role with their
clients. The second factor is a gradual recognition on the part of the state-owned banks that they will
need to develop a new client base to survive the process of debt restructuring and enterprise privatization.

The positive aspect of this increase in competition is that it is forcing the state-owned banks to
respond to the market. However, the fact that all banks have turned to the same market, while not
uncharacteristic of bank behavior worldwide, does demonstrate a lack of strategic thinking on the part
of the banks. It seems fair to say that the bluechip Hungarian corporate sector is overbanked,
particularly because several of these companies also have access to foreign debt markets; $500 million
in non-sovereign debt was raised in 1992. One can conclude that banks that hope to survive will have
to develop more diverse strategies.

The other intriguing aspect of the Hungarian banking sector is the small banks. So much attention
has been focused on the large banks that little attention is left for the small bank market. This sector is
generally assumed tc have many problems and to be at risk of collapsing, although specifics are difficult
to obtain. A useful project could be to study this sector to determine whether technical assistance would
be beneficial.

The question of why Hungary, in contrast to Estonia, has not been able to develop a relatively
competitive indigenous private banking sector is an important one to consider. Part of the answer may
lie in the early presence of foreign banks in Hungary; they were able to fill the demand for high service
quality that some of the Estonian banks successfully pursued in order to win business away from the
state-owned banks. Another factor could be the overwhelming presence of the Hungarian state-owned
banks, which, on the basis of their branch networks alone, can provide more services than the new
private banks. The state-owned banks in Estonia, which were branches of the Soviet banks, did not have
as extensive a branch network. (The exception was the Savings Bank.) One factor that has been
important in Estonia is that the central bank has made it clear by its actions that the banks must stand on
their own and cannot expect government bail-outs. In Hungary, by contrast, NBH appears to be helping
several of the smaller banks with liquidity loans. Together with the government bail-outs of the
state-owned banks, this does not increase the incentives of the small Hungarian banks to operate in a
market-driven manner.

In summary, there are two somewhat conflicting trends in the banking sector. One is the gradual
increase in competition, brought on mainly by the growing number of banks with foreign ownership and
their consequent efforts to expand beyond niches to relationship-oriented banking business, which in turn
threatens the business base of the larger Hungarian banks. This competition encourages the banks to
develop more market-oriented behavior. (One way to enhance the effect of such competition is to provide
technical assistance in strategic planning.) The opposing trend is reliance on government assistance,
which has been forthcoming in recent support for smaller troubled banks and in the LCF program. This
is a potentially dangerous combination — as long as bank managers believe they will be supporied by the
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government if they have difficulties, there is an incentive to take large risks in an attempt to beat the
competition.

RETAIL BANKING, THE SAVINGS BANK, AND THE POSTAL BANK

Given the emphasis on corporate and investmen: banking in Hungary, retail banking — especially
the provision of credit and deposit services to individuals and small-scale businesses — has been
neglected.  For the Hungarian banking system in the aggregate, the amount of credit to households
(mostly housing loans) is less than one-third the amount of credit to larger-scale enterprises, and the
amount of credit to small-scale entrepreneurs is in turn about one-third of the amount of credit to
households. Interest rates on deposits, especially on short-term deposits that would tend to be relatively
attractive to small-scale enterprises and households in need of frequent access to liquidity, have been
almost continuously negative in real terms during the 1990s. Moreover, while the payments system
seems able to handle transfers among banks quite rapidly, long delays are reported as typical before
individuals can have access to funds that they have deposited.

The general neglect of retail banking notwithstanding, there are supposed to be two banks in the
Hungarian system that are primarily devoted to providing retail banking services — OTP and the Postal
Bank. The remainder of this section of the report analyzes briefly, but with some detail, the activities
of these banks, and makes some observations about certain recommendations that have been made with
respect to the future of these two banks, especially OTP.

OTP was fovnded in the late 1940s, initially as a division of the Ministry of Finance, and has been
devoted from its inception to taking deposits and providing housing finance. In 1989, OTP acquired a
full commercial bankir.g license, and it currently accounts for about one-third of the deposits of the total
Hungarian banking system. It is also a large bank by other measures, with more than 400 branches and
more than 10,000 employees. in addition to its continuing major roles in deposit taking and housing
finance, OTP also is the main provider of financial services to municipalities — an activity it has found
to be highly profitable.

The most recent income statements for OTP reveal a small loss in 1992 as comnpared with a very
small profit in 1991. The reasons for this adverse change can be found mainly in three accounts: net
interest income declined because, according to bankers throughout the system, banks were not quick
enough in reducing interest rates on deposits in the face of excess liquidity; fee and commission income
declined; and other operating income and expenses that had been a source of profits in 1991 became a
source of losses in 1992. While the reason for the shift in net other operating income could not be
ascertained precisely, the notes to GTP’s financial statements suggest that this change is related primarily
to the Government of Hungary’s loan consolidation program. With respect to profitability, most other
Hungarian commercial banks appear to have had similar experiences in 1992.°

? In addition, for OTP there is continuing uncertainty about the losses incurred on long-term fixed-interest
housing loans that had been granted before the arrival of significant inflation in Hungary. It appeared at one point
that the Government of Hungary would assume most or all of these losses, but in 1991 the government decided to
return to OTP the housing loans that had carlier been exchanged for government bonds, and during 1992 the portion
of the losses that would be borne by the government and the portion borne by OTP continued to be unclear.
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OTP’s small loss in 1992 notwithstanding, its deposit base increased significantly in real terms
in 1992, after falling in real terms in 1991. More than three-quarters of these deposits are from
individuals, including small-scale entrepreneurs, and the rest are divided about equally between
commercial enterprises and municipalities. OTP’s market share for individual deposits is similarly high
(about three-quarters), while it accounts for only a little more than 10 percent of enterprise deposits.

The focus of OTP on lending is less clear. First, a substantial proportion of its assets are tied up
in old housing loans or government bonds issued to replace these loans. Second, although loans to
individuals continue to predominate, OTP has tried to expand its lending to commercial enterprises with
mixed success — the volume has increased, but among these are a relatively high proportion of
nonperforming loans, according to OTP management. Third, to this point the municipalities have been
more a source of deposits than an outlet for loans, apparently due to municipal government surpluses
(which may or may not continue in the future). [Finally, OTP has not yet become an aggressive supplier
of funds to the interbank market and has only recently begun to accumulate significant quantities of
investment securities, mainly government bonds.

There are two quite different views of OTP held by international agencies (and possibly also by
Government of Hungary officials, although these were less outspoken). A majority of international
agencies appear to see OTP as a monopolist, providing poor service to its retail banking clients, with its
monopoly position maintained in part by its infrastructure of a widespread branch office network but
mairly by the Government of Hungary’s guaraniee of its deposits. The problem with this view is that
other large state-owned banks also have the guarantee of the Government of Hungary, implicitly if not
explicitly, and also have reasonably large networks of branch offices. Moreover, it need not be
insurmountably costly to develop an effective branch network for retzil banking if a bank sees that to be
a strategically important and profitable activity. The failure of other banks to enter the retail banking
market aggressively, with serious programs of deposit mobilization in particular, appears to have far more
to do with their current strategic focus on corporate and investment banking. In any case, there is no
empirical support for the view that deposit insurance is a crucial factor in deposit mobilization in Hungary
because no relevant studies could be found. Serious studies of depositor behavior and depositor
preferences are clearly quite important from the perspectives of both government policy makers and bank
marketing strategists.

The most widely heard recommendation of those holding the view that OTP is an inefficient
monopolist is that OTP should be dismembered and sold off piece by piece to other commercial bariks.
The problem with this recommendation, as suggested above, is that other banks are not in fact interested
in retail banking in general -1 in retail deposit mobilization in particular. Nonetheless, these other banks
might be quite interested in buying the branches of OTP to obtain the deposits that would come with these
branches, especially if liquidity became tighter in Hungary, even though these other banks might have
no intention of providing any service to depositors.

The other view, with its corresponding recommendation, is that OTP should be strengthened
through training and technical assistance and especially through increased competition that would force
it to provide better retail banking services. Although some of the training and technical assistance might
focus on improved service for depositors, the main focus would likely be on improved lending and
investment of surplus funds in the interl'ank market and elsewhere. O71P has already experienced
significant difficulties with lending to larger-scale enterprises. A preferable strategy is likely to be for
OTP to continue to focus on the markets it knows best — individuals, municipalities, and small-scale
enterprises. In these markets, it has the special advantage of key informa...-u ~bout potential borrowers
that is provided by their past histories as depositors. Moreover, instead of selling the branches of OTP
to other banks, an innovative approach to privatization could be pursued for OTP by offering depositors
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the opportunity to convert their deposits at OTP to shares in OTP, thereby creating more widespread
ownership than for any other bank. In this respect, the Government of Hungary’s current plan to
privatize OTP only after the other state-owned banks have been privatized and to privatize only 50
percent of OTP has not been given any convincing rationale.

In the short run, the main potential competitor of OTP is the Postal Bank. Although the Postal
Bank was founded only recently — in 1988 — it now has more than 1,300 employees and 19 branches
outside Budapest, in addition to the deposit services offered at more than 3,000 post office branches. In
terms of deposits, the Postal Bank is currently less than one-quarter the size of OTP, but, like OTP, it
mainly has individual retail deposits. In addition to being well positioned in the foregoing aspects to
compete effectively with OTP, the Postal Bank has a significant advantage in that its ownership is not
entirely governmental but also includes various private domestic and foreign owners and, most important,
the Austrian Postal Bank. The Austrian bank not only has a significant equity position in its Hungarian
counterpart but also has taken a substantial role in the management of the Hungarian Postal Bank.
Although dynamic foreign ownership should lessen the need for additional external training and technical
assistance, such support might nonetheless be offered if it is felt necessary to encourage the Postal Bank
to move more quickly to compete aggressively with OTP for deposits and to avoid lending problems of
the type OTP has encountered.

A final component of the retail banking market in Hungary is the savings cooperatives. Until
recently, these formed part of the banking network of OTP, but the savings cooperatives are now
independent and are developing in a manner somewhat parallel to credit unions in the United States. In
fact, they have received some technical assistance from the U.S.-based World Council of Credit Unions
(WOCCU), and WOCCU appears quite interested in expanding on 1.s initial activities. In Hungary, the
savings cooperatives appear to be generally viewed as small and weak, but in fact there are 257 savings
cooperatives, with about 1,800 branches and about 2 million members (but, of course, not all of these
may be active). Although the vast majority of savings cooperatives may indeed be small and weak, they
nonetheless may have considerable potential outreach in small towns and rural areas, wnere most of them
are located and where there are few other providers of financial services. U.S. Government training and
technical assistance activities in Hungary could advantageously be expanded to include the savings
cooperatives, as well as OTP and the Postal Bank, but some detailed analytical work by experts outside
WOCCU would be advisable to assess the current situation and potential of the savings cooperatives and
to decide whether the traditional credit union model is the most appropriate approach for Hungary.

SECTOR-SPECIFIC BANKS AND LINES OF CREDIT

Hungary’s sector-specific banks are limited. Agrobank, which was the 16th largest bank by assets
at year-end 1991, was founded to lend to the agricultural sector. MBF Rt, as has been mentioned, has
applied for a banking license and wouid be considered a development bank. Most of the specialized lines
of credit in Hungary are focused on privatization finance, small business development, and agriculture.
The perceived need to encourage lending in all three areas implies that support for these credits may
increase in the future.

Existence loans are loans funded by NBH and made through the banks to support Hungarian (in
contrast to foreign) purchases of privatized assets. The major advantage of this program for the banks
is that the funding is long-term. The major advantage for borrowers is that *he interest rate is 7 percent.
However, because the spread for lenders is limited to 2 percent and because these are risky loans, usage
on the part of the banks has been small. As of November 1992, total existence loans and other
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privatization-related loans represented | percent of all credit outstanding to enterprises and small
entrepreneurs. SPA, which developed the existence loan program, has concluded that the program has
not been successful. It will be supplemented by an installment credit program, managed by SPA, that
will by-pass the banks. This new program has several potential pitfalls, because SPA does not have
banking expertise and because its incentives are more likely to be to privatize assets than to ensure that
its installment loans are creditworthy.

Efforts to increase lending to small and medium enterprises (SMEs) are focused on the Credit
Guarantee Company (CGC), a non-profit, majority (75 percent) state-owned organization founded at the
end of 1992. Its other shareholders are Hungarian banks that lend to SMEs; the five largest Hungarian
banks make up 79 percent of this group. CGC’s main purpose is to issue credit guarantees (maximum
80 percent) for a risk-based fee. However, there is a proposal afloat to expand CGC'’s responsibilities
to provide interest rate subsidized loans to companies that purchase assets from bankrupt companies.
CGC is a small organization, with 2 staff of 32 people and initial equity of 3.5 billion HUF. It
anticipates that its maximum guarantee portfolio in 1993 will be 8 billion HUF. (As of May 1993, no
guarantees had yet been extended.) EBRD is considering an equity investment in CGC.

The Hungarian American Enterprise Fund (HAEF) should be mentioned in the context of SME
lending. As of March 1993, HAEF had funded 108 small loans, totaling $43.8 million. These funds
were on-lent through two Hungarian banks. This program appears to be successful in extending SME
loans, limiting losses (there had been four defaults as of May 1993), and providing some on-the-job
training to participating banks. However, it has not developed as rapidly as the parallel program in
Poland.

The Ministry of Agriculture is responsible for agriculture lending policy. Currently under
discussion is a $100 million agribusiness lending program through selected banks, to be funded by EBRD,
with an interest rate subsidy and credit guarantees provided by the Ministry of Agriculture.

Loans funded by foreign donors are managed by the Banking Department of NBH. These include
a $100 million Japanese Eximbank facility, a German Start loan, and a $300 million World Bank loan
designated in part to encourage lending to small entrepreneurs (part of a program initiated in 1987-1988).
At least in the case of the World Bank facility, since its primary purpose is to provide long-term funding,
it has been reported as not being attractive to entrepreneurs who still must face what they consider
onerous interest rates and collateral requirements.

In summary, although Hungary is not characterized by specialized banks, there are several
specialized lending programs, and these appear to be growing. The most noteworthy of these programs
are those focused on privatization finance and SMEs. One could argue that both of these programs are
targeted at the same market because the !arge privatization purchases are more likely to be made by
foreign investors with their own sources of financing. There is no doubt that SMEs, especially those that
are privately owned, are not getting all the credit that they want. However, more research would be
required to determine how many profitable SMEs are being starved for credit. In addition, a better
understanding of reasons the banks are not lending to SMEs should be a prerequisite for developing any
programs to encourage them to undertake such lending. The implicit assumption in on-lending programs
is that the banks are not ..ading because they do not have adequae funding. As has been discussed,
however, the Hungarian banks have excess liquidity.

Specialized len*~, programs characterized by subsidized interest rates should be strongly
discouraged because they distort the market and create a dependence on these programs that prevents
them from being replaced by the market. If the market rate for a potential transaction is too high for the
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transaction to bear because it will eliminate its profitability, then one must ask whether the transaction
makes market sense. If not, it is important to determine whether there are any other rationales. One
rationale that is frequently used is that this type of program will help develop a pariicular market. If that
is the case, then it is necessary to be clear about the way the transition from a subsidized interest rate to
a market interest rate environment will be made. If entrepreneurs become accustomed to a risk return
trade-off that includes subsidized interest rates, how will they ever be able to afford market rates? And,
if venture capital is essentially provided through state-subsidized funding, will there ever be a niche for
the banks or venture capital funds to fill?

Whether long-term funding at market rates is a useful form of lending program is a controversial
issue that hinges on the degree to which banks match-fund their long-term loans. The question can be
answered only by asking the banks whether the availability of long-term funding is a significant factor
in their decisions to provide long-term loans. If it is, and if the market does not provide adequate long-
term funding or liquidity management options, this type of lending support may be acceptable.

A third type of leuding program that could be appropriate for SMEs (depending again on the
reasons the banks are not lending and on whether there is a creditworthy but credit-starved SME sector)
is credit guarantees. Credit guarantee programs have the potential to be useful because they reduce risk
by sharing it, they do not distort the market, and they can provide a training function — a participating
bank can learn about credit evaluation and monitoring by working with the credit guarantee agency. It
should be noted, however, that these programs often do not work well. Common pitfalls include shared
responsibility leading to no responsibility, private bank fustration with the difficulties of collecting on
a failed loan from a government agency, and the use of guarantees for !oans that the banks are already
making rather u.an for sharing risks that the banks would not otherwise accept — therefore not helping
to change bank behavior. It will be important to minimize the risk that CGC might experience these
pitfalls.
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SECTION FOUR

DONOR ACTIVITIES

THE COMMERCIAL BANKS

The development needs of the commercial banks are enormous, covering a broad range of bank
training at all employee levels, an improved bankwide payments system, hardware and software, and,
in the case of the large Hungarian banks, some combination of portfolio restructuring and increased
capitalization. The donor community has been active in addressing various aspects of these needs. It
is worth emphasizing that all of the donor representatives interviewed freely provided information about
their projects and stressed the need for and their interest in greater cooperation.

EC PHARE has organized its technical assistance into the 1990 and the 1991 programs, based on
when the funding was made available. PHARE delivers its assistance through program management units
placed within various Hungarian institutions. The 1990 program was organized around NBH. This
program is not considered to have achieved its maximum potential, partly because of lack of focus at
NBH and start-up pains at EC PHARE. Elements of the 1990 financial program include working with
the Hungarian Bankers’ Association to provide technical as.istance to smaller Hungarian banks (in
coordination with a World Bank program), providing an advisor to SBS as well as financing for SBS
computers, and a computer system for the Budapest Stock Exchange.

The 1991 program is organized around the Ministry of Finance. This program has included
funding a feasibility study for turning the post office payment system into a giro system as well as
participation in the development of the bankwide giro system being financed by the World Bank. In
response to emphasis placed by Hungarian officials, EC Phare is trying to work with MBF Rt, and had
planned to provide at least one long-term advienr and a short-term advisor to provide initial assistance
with the LCF program.

EC PHARE has financed a study of mortgage finance and plans to follow up on the results of the
study, but the nature of the follow-up has not yet been determined.

EC PHARE has financed technical assistance to the Deposit Insurance Fund, provided by Ernst
and Young. Ernst and Young is advising the Deposit Insurance Fund on establishing its operating
procedures, systems, and so forth, and v.:ll provide an advisor who will work with the Fund for several
months.

With regard to the general structure of the PHARE program, the EC PHARE advisor observed
that the level of access by advisors is dictated by the level of the Hungarian counterpart managing the
PHARE program. Therefore, it is critical that these Hungarian individuals be at a high enough level
within their own institutions to maximize the effectiveness and particularly the potential policy impact of
the PHARE programs. The advisor also noted that PHARE is tightening up its requirements on
nationalities of individual consultants and, therefore, it could be more difficult to provide appropriate
technical assistance in the future. (The advisor to SBS, for example, is Canadian.)

The British Know-How Fund had been poised to begin an extensive training program to be
provided first to Budapest Bank and then offered to other interested banks when the program was fine-
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tuned. When the Budapest Bank unexpectedly decided not to participate, it was a setback for the Fund’s
planned programs. The Fund has also provided various short-term technical assistance to the banks,
including an advisor who is currently at Budapest Bank, and a short management training program for
OTP several years ago. The Fund provided an advisor to MBF Rt earlier this year on overall
organizational issues.

One of the Fund’s most impressive accoraplishments has been training 10,000 accountants in
connection with Hungary’s new accounting law. Elements of this massive training effort might have
some relevance for bank training.

In contrast to EC PHARE and the British Know-How Fund, which focus on technical assistance,
EBRD’s efforts are largely in financing or investment. EBRD has publicly expressed an interest in equity
investments in the Budapest Bank and the Hungarian Foreign Trade Bank. As mentioned, it is also
considering an investment in the Credit Guarantee Company. Two other potential investment projects
are a 25 percent share in a $20 million venture fund (the Commercial and Credit Bank and the French
bank Siparex would be the principal participants) and 2 $1 million share in a smaller financial investment
and advisory firm called Eurocorp. A longer-term project that is not expected to materialize this year
is a joint venture municipal bank in which OTP and the French bank Crédit Locale de France would be
the major participants.

With regard to credit facilities, EBRD provides three credit lines for large projects ($1-10 million
each) to ING Bank, CEIB, and UnicBank. Inter Europa Bank may also participate in the program.
EBRD takes 50 percent of the credit risk and provides 50 percent of the funding; the banks determine
the lending rate. This program began at the end of 1992, and «wo projects have been approved under
the program. EBRD'’s intent is to participate in three to four loans per bank each year. EBRD’s other
credit-related project, its proposal to provide $100 million in funding for agribusiness lending, has already
been noted.

The World Bank’s involvement in strengthening the Hungarian financial sector currently focuses
on possible assistance in the restructuring of the large state-owned banks. As in many of the World
Bank’s financial sector activities in Central and Eastern Europe, these efforts are carried out jointly with
IMF. As discussed at length elsewhere in this report, the Government of Hungary’s loan coasolidation
program, announced at the end of 1992 and in implementation during 1993, has been widely criticized
on a number of counts. As a consequence, the World Bank and IMF are seeking alternative mechanisms
to reach the objective of recapitalizing the state-owned banks while maintaining incentives for these banks
to deal with their nonperforming loans through market-based solutions. At the same time, the
Government of Hungary is being encouraged by the World Bank and IMF to restructure selected large
state-owned nonfinancial enterprises, the result of which would be to resolve a large portion (in value,
but not in number) of the nonperforming loans of the large state-owned banks.

The World Bank has also been involved in other activities intended to strengthen the Hungarian
financial sector. For example, in collaboration with IMF, it has been involved in attempts to improve
the Hungarian payments systems in general and the performance of the large state-owned banks in this
respect in particular. It also appears to be prepared to work with IMF and c:her international agencies
to strengthen bank supervision in Hungary as soon as the roles of SBS and NBH in bank supervision are
clarified to the satisfaction of the World Bank and IMF. Finally, in the past, the World Bank provided
funds for lines of credit through NBH, but inost of these funds (US$ 300 million) are still undisbursed.
It is unclear whether the failure to disburse is due to the widely nc..” ~xcess liquidity in the Hungarian
banking system, to flaws in the design of the credit lines, or to a recognition by the parties involved that
directed credit lines are not a good way to promote the development of a financial sector.
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TRAINING

The focal point for bank training in Hungary is the International :raining Center for Bankers
(ITCB). This organization was founded in 1988; its major shareholders are the 29 banks that existed at
that time. Of its shares, 80 percent are held by the five large Hungarian banks and NBH and 2 percent
by CIFPB, a French banker training organization that participated in founding ITCB. ITCB is a nonprofit
organization that covers all of its costs from revenues. Foreign funding has never contributed more than
10 percent of revenue and is usually in the range of 2-3 percent.

ITCB’s objective is to provide postgraduate training to middle- and senior-level bank management.
It has 14 full-time faculty and more than 100 part-time lecturers. ITCB has three types of programs.
The first is focused courses that run for three to ten days each. Approximately 120 people attznd this
type of course each day. The second is a two-ycar degree program, jointly offered with the Hungarian
University of Economics, which is the bighest banking-related degree available in Hungarv. Students in
this program attend class for one week every month. The third program is a seif-study program provided
jointly with the Chartered Institute of Bankers in England. ITCB has also positiciied itself to provide
assistance to banks to build up their in-house training, such as in training of trainers. For example, EC
PHARE is funding Allied Irish Bank to develop in-house bank training programs, and the local input is
subcontracted to ITCB.

The feedback received from other bankers on ITCB’s capabilities could most accurately be
characterized as mixed; some thought it was doing a good job and some did not. A much more reliable
assessment of ITCB's capabilities was conducted by an EC »HARE-financed consulting group, which
generally gave ITCB high marks.

The ITCB is a potentially useful model for bank training in the region because it is run by the
Hungarian banks for Hungarian bankers. ITCB receives foreign assistance in the form of long-term
lecturers, training materials, and the like, but the assistance is provided in a framework established by
ITCB. As noted above in the case of EC PHARE, ITCB also often plays a role in providing technical
assistance services intended for specific bank training. ITCB works closely with the banks, who are its
shareholders and clients, to anticipate future training needs. ITCB appears to act as a de facto
representative of the needs of the banks, a role that is enhanced by the somewhat passive approach of the
Hungarian Bankers’ Association.

Given [TCB’s prominent role, ownership, capabilities, and experience, any training assistance
provided by A.L.D. would be channeled most efficienily directly to ITCB or should include ITCB in the
design of individual training programs. ITCB management noted that they have not been able to take full
advantage of KPMG's bank training services because they do not have a clear sense of KPMG's overall
capabilities and how they could best be merged with ITCB's needs.

In summary, donors have been involved in an array of financial sector activities in Hungary.
Some assistance has been in niches, such as with the Deposit Insurance Fund, whilz other assistance has
been earmarked for prominent organizations such as MBF Rt. Given this relatively high level of
saturation, it is important that future technical assistance be carefully coordinated with other donors. It
is also increasingly necessary to ensure that the recipients "buy into" the technical assistance — that is,
that they accept the need for it, are enthusiastic about it, and, ideally, participate in structuring it. This
can be seen in the case of the ITCB, which is interested only in tschnical assistance that is carefully
designed to meet its specific needs, and in the case of Budapest Bank, which apparently did not feel
committed to the British Know-How Fund’s program.
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SECTION FIVE

OBSERVATIONS AND RECOMMENDATIONS
FOR U.S. GOVERNMENT ASSISTANCE

This conclusion outlines current U.S. Government financial sector activities in Hungary and makes
recommendations on future activities. To put these recommendations into the appropriate context, it
should be emphasized that U.S. Government financial sector activities have been very well received in
Hungary. A significant part of this credit is due to the long-term Treasury advisor program, which is
the most prominent and wide-reaching of the finarcial sector activities. The following recommendations
are made with the goal of building on the strong base of expertise and good will that has already been
established. U.S. Government financial sector activities in Hungary fall into the following categories:

®  The long-term Treasury advisor program. Currently there is an advisor at the Hungarian
Credit Bank, the Budapest Bank, and the Ministry of Finance, and with the Minister of
Privatization without Portfolio. These are one-year assignments with renewal options.

® Loan Consolidation Fund. KPMG, under the auspices of USAID, has worked with
members of the Bank Privatization Working Group, including MBF Rt, on various aspects
of development of the LCF program. This project has recently beeri completed.

¢ Training. KPMG, under the auspices of the U.S. Treasury, has provided limited technical
assistance to ITCB under its regional bank training project.

® HAEF. HAEF has developed an on-lending program with two Hungarian banks. As noted,
the HAEF program had funded 108 small loans, totaling $43.8 million as of March 1993.

®  There are also several other small projects, including a Financial Services Volunteer
Corps (FSVC) volunteer assigned to the Hungarian Credit Bank to write a case study and
a short training course sponsored by USAID for the Credit Guarantee Corporation.

It is recommended that these activities, some of which operate relatively independently, be brought
together into a more explicitly coordinated program by building on the existing foundation of partnerships
with key participants in the Hungarian financial sector. These participants can be grouped into four
categories: the policy makers, which are primarily the Ministry of Finance and NBH; the state-owned
banks; ITCB, as the main training organization and the de facto spokesperson for the banks’ needs; and
participants in the bad loan program, most notably MBF Rt. Current and future relationships with each
of these groups will be considered in turn.

PARTNERSHIP RELATIONSHIPS

Policy Makers

With regard to policy makers, the U.S. Government already has a strong relationship with the
Ministry of Finance through the Treasury advisor program. NBH stands out as the other policy
organization that is an important partner for the U.S. Government, both as a recipieni of technical
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assistance and as a participant in an ongoing dialogue on the restructuring of Hungary’s financial system
and the U.S. Government’s participation in that process. The U.S. Government, including A.1.D. and
Treasury, already has extensive contacts at NBH. Providing technical assistance to NBH could be a way
of building on those contacts through the hands-on activities of technical assistance. For example,
discussions with NBH officials reveal awareness that the current organizational structure and capacity of
NBH are unlikely to be optimal for carrying out all the functions of a modern market- oriented central
bank, including especially the design and implementation of monetary policy. Since the traditional
monobanking system was split between commercial banking and central banking components,
considerable attention has been devoted to modernizing the commercial banking component, including
substantial inputs of technical assistance and training. However, while NBH has received external support
to improve certain specific functions, the overall structure and capacity of NBH have not yet been
critically examined, including the possibility that there may be substantial staffing from the monobank
era that is excess or is in need of major redeployment. It might therefore be useful for A.I1.D. to propose
assistance in holding a seminar, or a series of seminars, where countries that have recently reorganized
their central banks and are of a size and level of development similar to those of Hungary could share
their experiences with NBH officials. '°

In addition, NBH will need assistance in defining more clearly its role in the regulation and
supervision of financial institutions and, subsequently, additional technical assistance and training for
implementation. An even larger program of technical assistance and training will be required for
organizational restructuring and capacity building to enhaice the effectiveness with which NBH
formulates and implements monetary policy. This will need to begin with a key unit in NBH that wil;
be responsible for improving accuracy and timeliness of data on the financial sector in particular, but not
neglecting the economy in general, so that data can be collected and processed for subsequent analysis.
Following this, there will need to be an even more important NBH unit to analyze these data for the
primary purpose of providing the basic analytical inputs for the formulation of monetary policy.
Following this, the implementation of monetary policy needs to be centralized in a single unit, although
operationally there may be some specialization, — in, for example, a sub-unit that deals with foreign
exchange markets and another that deals with domestic money markets.

The State-Owned Banks

Technical assistance to the banks themselves has been provided largely through the Treasury
advisor program. Given the effectiveness of this program, it is reasonable to assume that the demand for
this technical assistance will increase. Two criteria should be considered in responding to potentially
competing opportunities. First, the banks themselves must have the appropriate incentives to take full
advantage of this technical assistance. The existence of these incentives could be confirmed in part by
having written agreements with the banks regarding the terms of the assistance. These would go beyond
the existing scopes of work by establishing review points, potentially on a quarterly basis, at which time
assistance could be ceased if it is determined that the program is not making adequate progress. The
other and related criterion should be which banks 1equire assistance the most critic.ily. (Input from NBH
could be helpful here.) Another possibility to consider is to aim for a demonstration effect by focusing
technical assistance on one bank in an effort to achieve visible results. This could be achieved by

'*New Zealand, which has undergone one of the most thorough financial liberalization and central bank reform
programs, and Chile, which developed highly innovative programs for bank rehabilitation and supervision after its
financial crisis of the early 1980s, are possible examples.
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assigning a team of Treasury advisors to one bank and supporting their efforts with short-term specialists
from FSVC and other organizations.

One bank that should be considered as a potential recipient of technical assistance is OTP. OTP
has received essentially no assistance from foreign donors. More attention might be focused on OTP for
two reasons in particular. The first is that retail banking facilities in Hungary are inadequate, as
demonstrated by the estimate that only 1 in 5 adult Hungarians has a bank account. More effective
financial intermediation requires a ratail banking system able to mobilize personal savings. Second, the
management of the state-owned OTP is subject to the same moral hazard as is the management of the
other large state-owned Hungarian banks. Thurefore, this management runs the risk of following the
same ill-advised lending policies. This risk is heightened by the threat of eventual increased competition
for retail business from other banks and by the limited number of profitable ways for OTP to invest its
retail deposits, which have been growing as the Hungarian savings rate has increased. As a result, there
is pressure on OTP to respond to competition by offering more services, such as loans, as well as to
increase its income in other ways. OTP has already had some unsuccessful lending experiences.

Technical assistance to OTP could be applied to help it devise a long-term strategy to deal with
the competition, devise prudent lending policies, and consider privatization options. (It should be noted
in regard to this last point :hat the government has stated that OTP will be the last of the large Hungarian
banks to be privatized; therefore, this last function would be relevant only if the government’s timetable
changes. At a minimum, however, an advisor could help ensure that OTP will still be an attractive
candidate for privatization and does not become hobbled by bad loans.)

It should be stressed that the point of the preceding comments is that the need for technical
assistance at OTP exists. The receptivity of OTP management to technical assistance would have to be
confirmed.

The International Training Center for Bankers

ITCB is an important organization because it is the main delivery vehicle for bank training and
because of its ability to assess the current and future developmental needs of the banks. Contacts with
ITCB do not appear to be strong and are based primarily on the KPMG regional training project. It will
be important to evaluate why KPMG and ITCB have not worked more closely together, it appears that
there is a mismatch between ITCB’s needs and KPMG's capabilities. If that is the case, the mix should
be improved, or other ways of building a working relationship with ITCB should be pursued, or both,
One area where there may be potential synergy is between ITCB and the lending activities of HAEF; for
example, HAEF’s experiences may indicate specific training needs in the participating banks.

Participants in the Bad Loan Program

The fourth category of partnership that has been identified is with organizations working on the
bad loan program, most notably MBF Rt. This category has been included because this is a key issue
in Hungary’s banking system and because the U.S. Government has built up experience in this area
through the work of KPMG as well as the Treasury advisors. However, it could also be possible to
develop a program with the three primary partners, not including MBF Rt directly, and to address the
bad loan problem through some of the three othier partnerships, such as the Ministry of Finance and the
commercial banks. Another possibility is to build the fourth partnership around a different organization
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the KPMG contract has recently ended and because MBF Rt is just beginning to grapple with the LCF
program.

Given the enormity of the NPL problem and recent failures to deal with it effectively, what is the
appropriate role for potential technical assistance to MBF Rt? Technical assistance can be provided at
two levels: policy and implementation. Effective results at the implementation level, especially for a
complex project such as this one, require donor input into policy design and decisions that provide the
framework for other technical assistance. Given the rather inchoate nature of MBF Rt’s mandate,
objectives, and capabilities, there is a risk that technical assistance at the implementation level could be
frittered away unless it is preceded and enforced oy technical assistance at the pclicy level to develop a
coherent program design and ensure agreement on basic goals and objectives.

If technical assistance is provided to the MBF Rt, the following guidelines are recommended:

®  For technical assistance in policy design, the purpose should be to provide policy design
assistance, not shadow management. The purpose of the assistance should be agreed upon
in advance with MBF Rt. The program should be designed so that it has regular cut-off
points with pre-agreed criteria where it can easily be continued or discontinued. One of the
major elements of such criteria should be establishing MBF Rt’s mandate to restructure or
liquidate enterprises.

®  Implementation-level technical assistance should be preceded by donor input at the policy
design level. This technical assistance shousu be for well-defined projects, such as a specific
number of loan work-outs, with pre-agreed completion dates. If it becomes apparent during
work on these projects that MBF Rt does not intend, or is not able, to follow through on
any necessary enterprise restructurings, this progran should also be stopped. One advantage
of a tightly focused pilot technical assistance project is that it can serve as a basis to test the
soundness and implementability of policy-level decisions.

® It should be recognized that there is a potential conflict of interest if the same party provides
technical assistance at the policy level and at the implementation level; it would be difficult
not to favor policy design that would maximize the opportunities for implementation-level
technical assistance. For example, a policy design advisor would have a vested interest in
recommendinig that a 1993 ivan work-out program be housed in MBF Rt and not in the
banks. Therefore, these two responsibilities should be divided.

®  Technical assistance to MBF Rt should be coordinated with the larger donor community.
MBF Rt is a major candidate for technical assistance, and all of the donors interviewed had
some plans for working with MBF Rt. Coordination with other donors is important for
three reasons. First, it will minimize duplication of efforts. Second, it will help to ensure
that donor assistance does not inadvertently keep MBF Rt afloat solely as a major technical
assistance recipient in Hungary. Third, assuming that MBF Rt’s survival and growth is a

"' The point of this suggestion is not that the bad loan problem could be resolved by working with another
organization; this report has discussed how Hungary's bad loan program is characterized by several problems,
including political will as well as organization. The point is simply '*- ! because several organizations are involved
in the bad loan program, a choice can be made about which organization will be the primary partner for the U.S.
government.
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goal of MBF Rt management, it is in MBF Rt's own interests to maximize the receipt of
technical assistance and donor funding. Therefore, it should be the donor community, and
not MBF Rt, that coordinates its technical assistance.

TREASURY ADVISORS

A.LD. could be helped in building up its partnerships and coordinating activities by the success
of the Treasury advisors, who collectively have done an impressive job of building relationships to enable
them to share their personal expertise. The credibility of this group of advisors is a sound foundation
for continuing to develop the policy dialogue with their technical assistance recipients as well as with
other financial sector institutions in Hungary. The following recommendations are made with the
intention of building on this foundation:

®  Itis recommended that the responsibilities of each Treasury advisor be developed and agreed
upon in a memorandum of understanding with the advisor’s counterpart in the host
institution. This would go beyond the existing terms of reference by specifying any
commitments to be made by the host institution. In addition, it would be useful to have
regular program review points based on the memorandum of understanding, the purpose of
which would be to determine how to improve the advisory project, whether the host
institution commitments are being met, and whether an unsuccessful project should be
discontinued. The current practice of quarterly reporting by the Treasury advisors is very
useful for conveying information about weir programs; the point of this recommendation is
to consider going further by developing a review mechanism that will involve the advisor
and the host institution and that will facilitate any necessary adjustments to an ongoing
advisory program. One of the ways in which adjustments would be facilitated is by making
this a regular process, so that adjusting or even discontinuing prcgrams is seen as a normal
process, rather than as an unusual one with negative connotations.

®  The access of Treasury advisors to additional technical and training support should be
streamlined to increase their effectiveness and credibility. There are two potentially
complementary ways in which this might be done. One is to establish a regional office with
a management well versed in macroeconomics and finance that can coordinate short-term
technical expertise to the local Treasury advisors in the region. This could include using
some of the Treasury advisors themselves who have expertise that could be provided on a
short-term basis in other thar: their host country. The other way is to precontract with one
or more firms to provide specialists on short notice for short-term assignments. Arranging
the contract in advance and ensuring that the firms can provide these specialists would
shorten the period between requesting assistance and receiving it.

SUPPLEMENTARY ACTIVITIES

Despite the large number of donor programs in Hungary, there remain many relatively untapped
opportunities for donor assistance. Examples include banking supervision, deposit insurance, and the
smaller banks. There is little doubt that effective technical assistance could be provided to each of these
organizations. However, in keeping with the recommendation for a financial sector reform program built
on partnerships with three or four key participants or groupings of participants in Hungary's financial



sector, the following activities should be undertaken only in consultation and coordination with these
primary partners.

Banking Supervision

BD/NBH and SBS are still working out the precise nature of the division of their responsibilities
on bank supervision. As a result, A.I.D. is likely to maximize the impact of its assistance if it focuses
on certain strategic issues:

®  The importance of full disclosure of all relevant information so that interested parties can
make their own informed decisions — which needs special emphasis in the face of
Hungarian preoccupation with bank secrecy;

®  Resources and technical capabilities for supervisory agencies not only to examine banks but
also to merge, liquidate, or rehabilitate banks that are found to be insolvent; and

®  Adequate enforcement powers for supervisory agencies, including political independence and
the availability of penalties that are substantial but not so draconian that they will not be
used.

Deposit Insurance

A deposit insurance fund has recently been created and is currently receiving start-up technical
assistance funded by EC PHARE. Further technical assistance would be useful in areas such as bank
monitoring techniques and risk-based deposit insurance. This would be a worthwhile target for short-term
technical assistance not only in itself, but also because the institutional arrangements of the deposit
insurance fund, including how it relates to SBS and BD/NBH, are important for the long-term
development of the financial sector. The issue of how to provide deposit insurance without unduly
increasing moral hazard is a particularly important point to review.

The Smaller Banks

Little attention has been paid to the smaller banks as a group, and little seems to be known about
their capabilities, needs, and so forth. EC PHARE has financed one short-term advisor to work with the
small banks through the Hungarian Bankers’ Association. However, this program does not appear to
have been totally effective, with only three banks choosing to participate. Consideration should be given
to funding a study of these banks to determine whether and how technical assistance could be useful.
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