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AN ASSESSMENT AND RATING OF THE HUNGARIAN BANKING SYSTEM

I Introduction

The followmg assessment of the Hunganan bankmg system has been produced under
contract to the Umted States Agency for InternatIOnal DevelopmentlENIIPER by MIchael Bonsh
and Company, Inc wIth support from Tnumph TechnologIes, Incorporated MIchael Bonsh and
Company, Inc would lIke to thank Jean Lange ofUSAIDIENIfPER, and Tom Cornell and
Karoly OkohcsanYI of USAID m Hungary for theIr kmd support and gUIdance MIchael Bonsh
VISIted Hungary from March 1-7, 1998 m conjUnctIon WIth thIS project

n Methodology of the Ratang System

The ratmg system utIlIzed to assess the bankmg sector of Hungary IS based on a reVIew
of more than 200 Issues and tOpICS that have been used to construct a dIagnostIc methodology for
the reVIew ofbankmg systems ThIS tool WIll be utIhzed by USAID 10 other parts of "transItIOn
Europe," and IS apphcable to VIrtually all bankmg sectors 10 the world

In ItS SImplest form, the ratmg system IS focused on four general areas of actIVIty-based
on 28 "sub-categones," and subject to five general clasSIficatIons The actIVItIes and sub
categones are mcluded below

USAIDIENUPER Bankmg Sector Ratmg System ActIVItIes
General Areas ofActIVity Sub-Categones

• Fmanclal Sector • General policy and system
Infrastructure • Legal framework

• Regulatory and supervisory capacity
• Payments systems
• Accounting framework
• Rating agencies
• FinanCial media

• ProfeSSIOnal associatIOns
• AcademiC institutIOns
• Miscellaneous areas relevant to finanCial sector mfrastructure--

telecommumcatlOns postal, safekeeping

• Economrc Factors and • General trends
Imhcators • Pnvate sector development Issues

• Monetary and related savmgs and credit matters
• Fiscal conSIderatIOns
• Exchange rates
• Balance ofpayments Issues

• Banking Structure and • OvervIew of the system and finanCial measures
System Profile • Profile of ownership structures

• Governance and management Issues
• Non-bank competition

• Banking Sector • Capital adequacy
Development Based on • Asset qualIty
Prudential Norms • Management capacity

• Earmngs
• LiqUidity
• Operating environment
• Transparency and disclosure
• SenSitIVIty to market nsks



The followmg classIficatIOns are utlhzed to provide a sconng for the mdlvlduallssues
assessed, as well as m developmg a composite ratmg for the bankmg sector as a whole Annex 1
provides greater descnptlve detail about how the ratmgs apply by sub-category

USAIDIENUPER Bankmg Sector Ratmg System Sconng DescnptlOn
5 Outstandmg world class state-of-the-art best practices, virtually no senous systemIc nsks
4 Sohd strong, satisfactory competItIve, few systemIc nsks or problems, and those are manageable
3 Adequate favorable trend Improvement needed potential for major systemIc nsks
2 Inadequate weak slgmficant Improvements needed major potentIal for destabIlizatIOn vIa systemIc risks
1 DIsmal monopohst resistant to competitIon and change no confidence Widespread corruptIOn weak mstltutIOns

No effort has been made to weight mdlvldual variables, or to quantify ratmgs along
mathematical hnes Rather, 28 major sub-categones of the four mam groupmgs were all rated
wlthm the five-pomt ratmg system, With allowances for pluses and mmuses m the event that the
direct numencal claSSification did not fully match With performance The evaluation IS both
quahtatlve based on trends and assessments, and quantitative to the extent the figures are useful
and meanmgful In general, the mformatlon available m Hungary IS suffiCient to form a
Judgment However, there are certam mconvemences associated With the tImmg of the exerCIse
or the completeness of data These mclude (I) annual reports and general financial data on a per
bank basiS for 1997 were not yet prepared by the time of the assessment-only a hmlted amount
of openly disclosed financial mformatIOn was avaIlable on balance sheet and mcome statement
mdlcators, (n) IMF StatiStiCS are generally avaIlable only through mld-1996, although a recent
study pubhshed m February 1998 prOVided useful mformatIOn through mld-1997, and (m) laws
and regulations m Enghsh are difficult to obtam

ill The Hungary RatIng

The composite score awarded Hungary was 3+/4-, which generally reflects Hungary's rapid
pnvatlzatlon m the bankmg sector smce 1995, success m attractmg prIme-rated strategic
mvestors as owners, reasonably strong financial mdlcators (mamly capital and assets), and
POSitive trends With regard to governance A strengthemng economy Will further asSiSt bankmg
sector development, and hopefully wIll prOVide suffiCient confidence to expand the customer
base beyond the small sample of firms and mdlvlduals currently targeted by the banks, and the
maturIty of mstruments aVailable m the marketplace Thus, as of sprmg 1998, the assessment of
the Hungarian bankmg system IS as follows
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The Hungarian Bankmg System-8prmg, 1998 I Composite Score 3+/4-
Hungary has long had a satIsfactory legal and bankmg framework Combmed wIth membershIp In the OECD and
prospects for membershIp m the ED Hungary has pursued a steady course towards a pnvate sector-oriented economy
Hungary contmues to encounter macroeconomIc weaknesses-mflatIon rates of 18 percent, nearly 5 percent fiscal
defiCIts 10 percent unemployment rates-and thIS has had a dampenmg effect on lendmg actIvIties However the
Hunganan bankmg system has undergone rapid privatIzatIon SInce 1995 succeedmg In attractmg pnme-rated strategic
Investors to take maJonty ownership posItions m most key banks The bankIng sector IS now better capItalized than It
was Just two years ago Asset quality has Improved Pnme-rated banks are Investing In people and systems that should
transfonn Hungary s bankmg system mto a competitive one 10 the commg years Major nsks 10 the foreseeable future
are the abilIty of banks to IdentIfy and manage nsks as competItion intenSifies and the ability of the regulatory
authontles to provIde adequate supervIsory oversIght

• Nearly 100 percent of assets depOSIts and capItal are In pnvately-owned banks

• 30 of 44 banks are foreign-controlled by pnme rated InstitutIOns

• Total assets approxImate $22 billion or $500 mIllIon on average per bank

• Loans to the household and corporate sector approxImate 35 percent of assets

• Loans to the central budget and reserves held WIth the central bank approximate 36 percent of assets

• TIer I and 2 capItal are nearly 12 percent of assets

• 1997 ROA 1 14 percent

• 1997 ROE 1I 7 percent

The baSIS for the composite IS descnbed by each of the four general actlVltles and the 28 sub
categones below A more detailed summary IS attached as Annex 2
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I Fmanclal
Sector
Infrastructure
Score 3+

11 Polley and
System. Score
4-

12 Legal
Score 3+

1 3 Regulatory
and
Supervisory
Score 3-

SectIOn 1 Assessment of Fmanclal Sector Infrastructure

Hungary IS on the right track towards financial sector modernIzatIOn Its polIcy IS
open, forward-lookmg, and anchored 10 recogmtlOn of market globalization trends
Recent entry IOto the OECD, expected formal entry IOto NATO, and future entry
IOto the EU are all provldlOg ongomg momentum for mstltutlonal reform Hungary
has privatized aggressively 10 the last three years with a focus on strategic
mvestment. Its legal and regulatory framework for finanCial services has been
harmoDlzed with BIS, EU and other mternatlonal standards to ensure contmued
IOtegratlon mto IOternational markets Its payments system IS efficient Accountmg
standards are movmg mcreasmgly towards mternatlOnal norms General support
orgaDlzatlons which enhance and help sustam market development-ratmg
agencies, professIOnal associations, media, academic and trammg mstltutes-all
eXISt or are evolvmg towards professIOnal standards Only structural weaknesses
remam, and general trends m these areas are posItive However, the next round of
lDstitutlOnal and risk management challenges Will determme how effectively
Hungary competes ID global markets, and how rapidly It narrows the gap m per
capita mcomes With other OECD countries

Hungary IS generally perceived to be safe sound and stable for the time be10g It IS qUIckly JOInIng
internatIOnal organizations that reqUIre a commItment to democracy free trade and multilateral
cooperation Its legal and regulatory structure has been reformed to conform to these prerogatIves
LikeWIse, Hungary s economy bankmg and overall finanCial system have undergone conSiderable
reform m less than 10 years There are still nsks assOCiated WIth the country-residual forms of
governance high SOCial welfare costs high mflatIOn rates, the relatively small Size of the
economy-but these are generally structural 10 nature and changmg favorably

Hungary s legIslatIOn and JUdiCIal mfrastructure are conSIdered satisfactory by global standards
and adequate In advance of Hungary s assumption of membership obligations In the ED ED rules
and dIrectIves on competitIOn, public procurement, 10tellectual property and company and
accounting laws are VIrtually completed This apphes as well 10 the finanCIal sector-for bankmg
as well as In 10surance capital markets and pensIOn funds However where Hungary still needs
strengthemng IS In the applicatIOn of commercial law The system IS still charactenzed by delays
10 many cases due to complex market transactlons that make It dIfficult for courts to process
claims m a timely manner

Hungary s regulatory framework conforms to prudential gUIdelines rendered by the Basle
CommIttee for Bankmg Supervision as well as more recently WIth ED dIrectIves and gUIdelines
more conSIstent With universal" bankmg practlces However there are questions about the
effectIveness of institutIOnal capacity These mclude the absence of standardIzation and
consistency In supervISOry actiVities the need for a stronger team concept, and a focus on nsk
based supervISOry practices The supervisory agency has only recently been reorganized
consolidated and freed of clvd service compensation constramts Pnor weaknesses consIsted of
Inadequate coordmatlon between/among dlffenng authontles and oversIght functiOns and hIgh
levels of turnover among traIned and qualIfied personnel Recent changes confinn mcreased
mdependence and management autonomy although the agency does not have the power to Issue
regulatIOns There has been an mcrease 10 personnel from about 100 In 1994 to 260 In 1997
Exammation fees currently cover the superviSIon agency s budget Where there are gaps 10 tenns
of on-site examinatIon skills or off-Site surveIllance, pnvate contractors have been brought In to
asSIst However the use ofpnvate contractors frequently IS conSIdered to be more hke a bank
audit than a nsk-based exammatlon The Postabank bank run m February 1997 dId not cause
systemIC panIC nor was there any senous eVIdence of a • contagion' effect from the finanCIal cnSIS
10 Asia m late 1997 However thIS appears to have had less to do WIth bankIng superviSIOn and
more to do WIth the effective market response ofdepOSItors, banks, and other sources offinancmg
There are Imgenng concerns about the disclosure and transparency of weaknesses stili reSIdent m
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14 Payments
System Score 4

1 5 Accountmg
Score 4-

16 Ratmg
AgenCIes
Score 3+/4-

17 Fmancial
Medla
InsuffiCIent
Basisfora
Score

18
ProfessIOnal
AssoClat,ons
Score
InsuffiCIent
Bas,sfora
Score

19 Acadenuc
InsuffiCIent
BaslSFora
Score

some of the banks and the limited wJ1IIngness of supervisors to enforce regulations as needed
Hungary still has not concluded a cooperation agreement With counterpart regulatory agencies
raising questions about the real financial condition of some of the banks There are also concerns
about a focus on comphance by regulators rather than nsk management The reporting of off
balance sheet contingencies IS considered weak and may represent a layer of nsk that IS not being
adequately provIsioned for There are also major gaps between senior management and mid-level
management with regard to training and development It wJ11 take time before adequate risk
management capacity IS developed and before the market perceives regulatory capacity to be
wholly effective

The payments system functions well In Hungary The system IS based on electromc funds
transfers--ehecks are not used The predommance of pnme-rated banks In the bankmg sector
combined With slgmficant Investment flows and fairly open current and capital accounts all
provide confidence In the ability of the payments system to functIOn effiCiently

Hungary s accountIng standards are evolVing increasingly towards internatIOnal standards These
have been In place for Hungary s larger firms-such as most of those listed on BSE They have
also been increasingly expected In recent years as Hungary has pnvatlzed hundreds of large firms
and banks by attracting strategic foreign Investors lAS has been a fundamental element of
valuatIOns due diligence and Investment deCISion-makIng (both for direct Investment and
portfolio Investment) All the major internatIOnal accounting firms have been active In the
HungarIan market Since 1989 Four of the SIX majors had a total of 1015 personnel at end 1996
including 45 partners and 110 accountants chartered or certified In accordance With lAS
Meanwhl1e there are many more Hungarian accounting firms speclahzed In local accounting
standards While beIng reasonably strong, these standards are stdl not conSidered wholly
acceptable by the global marketplace ThiS IS due to (1) Inadequate disclosure of meanIngful
informatIon on a consolidated basiS and (11) the use of legalistiC notes that do not prOVide
suffiCient finanCial detail In some cases resulting In a lack of consistency ThiS sometimes
contrIbutes to banks deCISions to not lend to many mid-Sized and larger firms

All the major international rating agenCIes have been active for several years In the Hunganan
market Hungary s ratings In February 1998 were generally favorable In terms of the long-term
outlook For Instance, Moody's ratings-which were unchanged from ratings one year earlier
(1996) after haVIng been downgraded In I995-reflect confidence In the long-term development
of the banks based on Increased organizatIOnal development, reduced problem loans and
Increased capItal However, Hungary remaIns below pnme for foreign currency depOSits

No particular effort was made to assess the finanCIal media However, there are several
newspapers that report daIly and weekly monetary and finanCial informatIOn This Includes Interest
rates trade volumes exchange rates and other related informatIOn No problems regarding the
media were reported In terms of chromc rumors that could weaken finanCial institutions based on
unfounded eVidence Media coverage dunng the Postabank run m early 1997 was conSidered
responsible There IS some cntlclsm that the media do not devote enough attention to detaIls or
that there IS some excessive edltonalIzatlOn However, thIS IS also a cntlclsm of the bankIng
commumty for not cOfiumttmg suffiCIent resources to public relations

No particular effort was made to assess associations m Hungary There are several profeSSional
associatIons m Hungary for finanCial sector indiViduals and groups One group the InternatIOnal
Trammg Center for Bankers prOVides tralnmg and engages In consultmg assignments This
mcludes workmg WIth HBCMS on inspeCtIons and other regulatory matters The Hunganan
Bankers AsSOCIatIon also eXIsts and IS conSIdered Important In coordInatmg Input from the banks
mto the legaVregulatory draftIng process However there IS lImIted Input from the banking
community In buddIng up thIS associatIon and the HBA s budget IS consequently lImited

No particular effort was made to assess the number or quality of academiC InstItutIOns m Hungary
Nor was there a systematic effort to speak With bUSiness/management school offiCials However
there are many schools mstItutes and thmk tanks that are able to make a slgmficant contrIbutIon to
bankmg sector development Bank managers and others beheve that academIC mstltutlons now
prepare younger students adequately for employment WhIle finance accountIng and management
are studIed, there IS reported to be only one Master's level program In busmess administratIOn
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110
Miscellaneous
Score 4

offered In Hungary

There has been rapid movement towards pnvatlzatlon and modernizatIOn of the
telecommunications market MATAV has been pnvatlzed and there IS competition In the cellular
busmess The telecommUnications sector functions well a necessary precondItion If Hungary IS to
succeed as a "regional platfonn' for Investment and growth Postal services appear adequate With
the added feature ofhavmg a 3200 bank branch network (Postabank) Safekeeping from a
phySical and lOgistiCal standpOint appears adequate, although no systematic effort was made to
review thiS In general Hungary has made a strong effort In recent years to prOVide an enabling
enVIronment condUCive to growth
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II Econonuc
Factors and
Indzcators
Score 3+/4-

21 General
Score 3+14-

22 Pnvate
Sector
Development
Score 4

SectIOn 2 Assessment of Economic Factors and Indicators

Hungary has an open economic system that IS mcreasmgly pnvate sector-onented
m terms of ownership Competition policy IS generally harmoDlzed with EU
legislation, although some trade protectIOn was stilim effect m mld-1997 This
mvolved Import cellmgs on about 20 types of products, mostly c1othmg, cars and
vans, and textiles, footwear and precIous metals There are still IIcensmg
reqUIrements as well for the Import and export of energy and many agncultural
products, the Importation of cars, and the exportatIOn of pharmaceuticals
However, most quantitative restnctlOns on Imports and exports were removed m
1989-91, and state tradmg monopolies were substantially removed m 1989, ahead of
all other transItion countnes Thus, remamlDg barners are expected to disappear
or dlmlDlsh m Importance over time as Hungary complies with WTO, ED and
CEFTA Agreements Structurally, there IS a disconnect m the 14 percent ofGDP
that ongmates with foreign-controlled enterprises, and the balance of the economy
that remalDs only loosely connected to thIS segment. Bulldmg stronger links
between Hungarian-controlled enterprises and foreign ones represents a key
structural challenge lD the commg years for rlslDg competitiveness and lDcomes,
and lD anticipation of entry mto the EU There IS already some eVidence of
movement lD this direction 10 some sectors, such as suppliers to the major auto
manufacturers Hungary IS also already competitive 10 a number of products
agro-processmg, textiles and c10thmg m ED markets, with 60 percent of Its trade
With the ED A major structural challenge ID the commg years IS to strengthen the
links between domestic firms and mternatlonal markets based on competitive
conditions and mcentlves Trends m this directIOn are favorable However, It will
stili take many years to close the average Income gap between Hungarians and most
EU members

The economy IS reasonably strong In Hungary, and IS pOised In 1998 for Its highest growth rate (4
percent) Since economic refonns were mtroduced In the late 1980s Increased productiVity and
competitiveness are being demonstrated m employment figures, as the registered unemployment
rate has declined to 10 percent While high thiS IS not abnonnal on the European contment The
crawling peg exchange rate policy has prOVided predictability to the devaluation process and
offiCial and market rates generally parallel each other With limited vanatlon Given the export-led
growth of 1997 the exchange rate does not appear to be undennmmg mdustnal exports to
Western Europe Debt polIcy has also been prudent, as pnvauzatlon proceeds have been uulIzed to
pay down $7 bIllIon m gross external debt smce 1995 a more than 20 percent decrease which wIll
have a favorable Impact on balance of payments mdlcators General polIcy has been effective In
narrowing external defiCits-the current account defiCit reached more than 10 percent of GDP for
the 12 months leading up to March 1995 ThiS has been reduced to less than 4 percent today The
weak spots are the persistently high inflation rate-17-18 percent In 1997 and lIkely to stay high
for the foreseeable future-and fiscal defiCits of nearly 5 percent of GDP The latter IS lIkely to
cleclme to 3 percent In the commg years bolstered by GDP growth and expenditure controls
However the inflation rate could delay Hungary s entry Into the European Umon

The enablIng" environment m Hungary IS satisfactory for pnvate sector development, except for
high payroll taxes reqUired to finance benefits It IS esttmated that about 75 percent of GDP comes
from the pnvate sector-both new and pnvatIzed enterpnses-compared With only 20 percent m
1990 Much of the export-led growth of 1997 was powered by multInattonals-GM Aud! and
Suzuki In the automotive sector and mM m the electncal engmeenng sector About 40 percent of
employment IS from firms With less than 10 employees Most people work In services pOSSibly as
many as 75 percent of the total work force Among pnvate finns WIth more than 10 employees, the
largest sources of employment are In transport and commumcauons, trade, cngmeenng, agro
processmg, and texules and clothmg
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23 Money,
Savmgsand
Cretht Score
3+

24 FIScal
Score 3+

25 Exchange
Rates Score 4-

2 6 Balance of
Payments
Score 4-

Monetary pohcy and the Impact It has had on savmgs and credit has focused on gradual
devaluatIOn of the exchange rate through the crawhng peg regime Introduced In March 1995 a
gradual dechne In the inflation rate as reflected In slowly dechnmg mterest rates but general
restrictiveness bUIlt Into both monetary and fiscal pollcy The effects are startmg to show some
benefit, as savmgs and credit both Increased m 1997 Without a major mcrease In the money
supply Banks are stronger today than a few years ago With stronger capital positions and new
ownership The weak spot IS the mflatlOn rate which remaIns far higher than levels that can be
tolerated accordmg to EMU cntena Nevertheless performance compared to targets was fairly
close In 1997 which IS a favorable accomphshment In hght of the Postabank run m early 1997 and
the ASia cnsls In late 1997 Overall the outlook IS reasonably stable With even the high mflatlon
rate somewhat predictable and hkely to declme m 1998

Fiscal developments m 1997 showed an mcrease m the estimated defiCit to GDP of 4 7 percent
compared to 3 5 percent m 1996 Because of Hungary s tradltlOnal SOCial protection and the high
fiscal costs associated With such benefits the government has sought to reduce macroeconomic
weaknesses and put financmg on a sounder footing via structural reforms that take time to become
effective ThiS approach was more loosely followed In the early 1990s which led to Significant
defiCits and erosIOn of macroeconomic fundamentals Such trends prompted a reversal of pohc) m
1995 and since then, fiscal pohcy has become more effective In containing defiCits Much of thiS
has resulted from the reduction In SubSidies to loss-making enterprises via state-owned banks the
accelerated privatization of enterprises and banks and the overall Improvement m the economy m
1997 Pension reform Introduced m 1997 IS also expected to generate net savings to the budget In

future years and decades However expenditures are still hIgh as shown In the hIgher 1997
defiCit It will be essentIal to maintain expendIture control as proceeds from pnvatlzatlon are
commg to an end A growmg economy should help With revenue collectIOn and thiS w1l1 asSIst the
government m brIngmg the defiCIt target down to the 3 percent range In the commg years

Exchange rate pohcy has been relatIvely moderate, based on a gradually dechmng rate of
devaluatIon that has been announced on a daIly basiS SInce March 1995 The current account
defiCit was probably about 3-4 percent ofGDP, and has narrowed conSIderably since 1994 m
absolute terms as well as In percentage terms of GDP Much of the growth experienced by the
economy In 1997 was export-led In the machinery sector suggesting that Hungary Sexchange rate
IS not an obstacle to exports to Western Europe

Hungary s balance of payments figures strengthened In 1997 due to a reduced current account
defiCIt, and further reduction In external debt which WIll save the country future mterest payments
and thereby help subsequent current account performance The current account defiCIt narrowed
on the strength of Improved export performance However Imports of mdustrlal machinery were
also high While accountmg for a current-year defiCIt, these Imports should asSISt With future
effiCIency and competItIveness
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III Bankmg
Structure and
System Profile
Score 4-

31 OverView
Score 4-

32 Ownership
Score 4+

33 Governance
and
Management
Score 3+/4-

Section 3 Assessment of Bankmg Structure and System Profile

The Hungarian bankmg system IS now virtually wholly private lD ownership,
governance and management. Foreign banks (generally prime-rated) and mvestors
control 30 of 44 banks, accountmg for about 75 percent of capital and assets After
tax earnmgs mcreased about 5 percent m 1997, and balance sheet measures
capital, liqUidity-and quality mdlcators-Ioan portfolIo quality-are generally
favorable There has been a steady harmomzatlon of laws and regulations with
mternatlOnal standards to make the environment conducive to ongomg mvestment
There IS eVidence that some of the strategic mvestors are preparmg for more
aggressive strategies m retail bankmg, as well as m non-bank financial activIties
Wltb pressure on marglDs resultmg from mtense competitIOn, tbe ImplementatIOn
of new strategies and some measure of consolidation are likely While some thmk
that Hungary IS "overbanked," there IS a hmlted supply of credit available m the
market. Trends are favorable for lDcreased lendmg to the corporate sector
However, the net outflow of funds from the banks to the government co~tmues to
mamfest a dlSlDtermedlatlon effect. Households account for nearly 29 percent of
fundmg for banks, yet receive less tban 4 percent of loans

Hungary's bank10g system now appears to be relatively well managed under a new mcentlve
structure 1Otroduced 10 the early 1990s-based on BIS guldehnes for prudential regulations and
mternatlOnai standards of accountmg-and Significantly reinforced from 1995 on With the
term1OatIon of government-financed recapitalization programs and a focus on the attraction of
strategic mvestment from foreign banks and 1OstItutlOnai 1Ovestors Balance sheet mdlcators were
sound for the largest banks 10 mld-1997 most ofwhich were part of the monobank system 10
years ago After-tax earnmgs mcreased 10 1997, although return measures agaInst assets and equity
10dlcated some sluggishness due to pressure on margms There IS Significant eVidence of
competition for large corporate busmess, as mtermedlatlon spreads have dropped conSiderably
from high levels 10 1993-95 Upcom1Og challenges mclude management depth and capacity as
greater nsks are assumed 10 the com1Og years Without government ownership or guarantees, the
strategic dIrectIon of vanous bank10g firms under open and highly competitive conditions the
synergies achieved from 10vestment 10 retaIl bankmg and non-bank services and the overall level
of consolIdation that occurs 10 terms of both numbers of firms and their respective finanCial
actiVities

The bankmg system 10 Hungary IS now about 75 percent owned and controlled by foreign banks
and 1Ovestors Assets, Credit and capItal are now predommantly forelgn-controlled Only the
depOSit base IS stIll concentrated 10 predommantly non-foreign mstltutlons Such foreign
dommance has been a conscIous policy ofthe government smce 1995 to 1Otroduce Improved
governance and management, to achieve sustaIned caPital growth based on strong asset quality
and earn1Ogs. and to externalIZe potential lender of last resort requIrements The degree of foreign
ownership 10 the bankmg system IS umque for the region, and differentiates Hungary from most
countnes 10 the world

There IS a perception of two levels of governance and management m Hungary m both the
fmanclal and the real sector The first apphes to the larger blue chip operations largely forelgn
controlled, that operate accord1Og to recommended mternatlOnal standards and guidelines This
would mclude the prune-rated banks and msurance companies that have established operations 10

Hungary along With the Hunganan companies hsted on the BSE The second applies to the vast
maJonty of Hunganan enterpnses that are disconnected from thIS blue-chip sector, and which are
reported to operate 10 a manner which reflects weak governanee--a prevalence of connected and
InsIder transactlons--and sometimes poor management--noncommerclal declSlons whIch weaken
the value of the firm 10 the long run for the sake of short-term pohtlcal or other gaIns Over time
the second group IS lIkely to move 10 the dlrecuon ofthe first as new accountmg standards are put
10 praetlce, as they seek addItional eqUIty 10 their busmesses, and as they attempt to obtam debt
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34 Non-BanI..
CompetItIOn
Score 3+/4-

financing from banks and other financial institutions However for now the perception of weak
governance and management explains why many Hungarian enterpnses find It difficult to obtain
bank finanCing In the banking sector there IS a perception that governance IS strong at the pnme
rated institutions due to oversight from parent companies and Investors and that thiS IS serving as
a catalyst for Improved governance at other banks There IS a perception that management IS
strong at OTP although the governance structure IS viewed as somewhat diluted and potentially
weak At Postabank governance IS viewed as weak and management IS viewed as pohtlcally
connected ThiS IS clear from the Ft 33 5 bllhon received from vanous government entities and
the Ft 12 bllhon guarantee received from the Ministry of Finance Movement towards increasing
transparency and dIsclosure Will be reqUIred for mcreasmg mtegratIOn between the blue chip and
non-blue chip sectors For the time being, the trend towards Improved governance and
management IS favorable Strategic Investment helps and oversight from foreign regulators and
board members proVides added comfort However there IS a sense that foreign Investment
automatically externalIZes much of the nsk and responslblhty associated With governance and
management standards ThiS IS partly true but does not exclude the POSSlblhty that foreign owners
and board members wIll themselves make senous mistakes that can have an adverse Impact on the
Hunganan economy For thiS reason a more active and reciprocal approach Will be needed to
prOVide higher levels of confidence that governance and management are satisfactory and strong

There IS hmlted If any competition for banks In the financial services Industry Brokerage firms
Investment houses and Insurance companies attract some resources prompting some
diSintermediatIon However, With new legislatIOn, banks are free to enter non-bank actiVities and
they have LIkeWise non-banks are permitted to enter banking as long as they comply With
bankmg regulatIOns It IS expected that over time there Will be a consohdatIOn of finanCIal
services company shares of assets and depOSits which would cut across traditional bank and
non-bank clasSificatIOns However thiS Will take time In the interim It IS not expected that

there wdl be slgmficant competition With banks from non-bank institutIOns
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Section 4 Assessment of Bankmg Sector Development Based on Prudential Norms

IV Banlang
Sector
Development
Based on
Prudential
Norms Score
4-

41 Capital
Adequacy
Score 4

42 Asset
Quality Score
4

The Hungarian bankmg system IS generally strong based on financlalmdlcators,
but Will need some time operatIOnally before It IS considered "world class" The
trends are favorable, due largely to the attractIOn of prime-rated strategic mvestors
after the recapitalizatIOn and consolidatIOn programs through 1994 Capital IS
strong, and asset quahty IS good LiqUidity IS somewhat constramed by monetary
pohcy, but IS becommg more available Markets are functlOnmg well-mterbank as
well as non-bank-wlth mcreasmg access to mternatlOnal funds (banks and non
banks), and Tlsmg capltahzatlon and turnover 10 tbe capital markets Overall, tbe
trends are favorable, and have been smce 1995-96 However, several questIOns
remam With regard to (I) tbe persistence of blgb mflatlon rates and contmued
dlslOtermedlation effects resultmg from fiscal defiCits, (II) Tlsk management
capacity as bank asset structures grow and take on more and diverse Tlsks, (Ill) the
sustamabillty of earnings as banks adjust tbelr Tlsk tolerances and venture mto
actiVities 10 wblcb tbey have limited experience-Hungarian banks from a product
standpomt, and foreign banks from a local market standpomt, (IV) the ability to
more fully mtegrate the non-blue chip sector IOto the export-led part of tbe
economy that IS growmg, (v) tbe willingness of mid-SIZed compames to adapt to
mternatlonal standards of transparency and disclosure to obtam added financmg,
(VI) the ablllty of regulatory authorities to momtor for Tlsk m portfolios tbat can
potentially lead to adverse effects on the local economy, and (VII) the overall ability
to adapt to rapidly acceleratmg cbanges m tbe global marketplace, mcludmg
potential capital outflows How these questions are answered Will go a long way m
determmlllg how qUickly Hungary closes the still Wide gap III Illcomes With most EU
and OECD members The trends III Hungary are broadly favorable, particularly
when compared With the performance of most countries emergmg from excessive
state controls However, the next several years will test the abIhty of the bankmg
system and financial sector to transform Hungary from a "transItion" or
"emergmg" market to one WbiCh IS on an IrreverSIble course towards prosperity
and ongolllg competitiveness

Management practices have been conservative and prudent smce 1995 focusmg on
recapltahzatlOn and restructured balance sheets Portfohos are still heaVily weighted towards
government secuntles-whlch are zero nsk-welghted accordmg to BIS Although 1997 witnessed
some shift mto mcreased lendmg to corporate customers and reduced lendmg to the central
budget, loans are generally to blue chips Reserves are higher than reqUired to meet the 8 percent
mlmmum nsk-welghted capital reqUIrement As portfohos shift to corporate loans-which are 100
percent nsk-welghted-t1ns wl1llead to some capital adequacy adjustments ExpanSion mto retail
actiVities for those plannmg to pursue that market Will also require capital both for mvestment as
well as for some of the nsks assOCiated With thiS expansion (e g commerclal/mstallment credit)
Prehmmary unaudited statements show own funds -or Tier 1 capital to assets-at nearly 10
percent at end 1997 against 8 8 percent at end 1996 Subordmated loan capital m both years
added another 1 7 percent at mld-1997 and 1 6 percent at end 1996 Extraordmary capital
injections can no longer be expected from much additIOnal pnvatlzatlon activity From thiS pomt
forward, capital adequacy Will be sustained by retained earnmgs asset quality and SIZe and the
ability to float shares or obtain equity from other sources

Asset quality appears to have Improved and overcome many of the hurdles of earher years when
large loan losses undermmed earnmgs Bad loans are but a fraction ofearher talhes-2 ] percent
In mld-]997 and 2 7 percent at end 1996 against 13 7 percent at end 1993 ProvIsioning for loan
losses dechned m absolute Ft terms as well as on a percentage basls-down 34 percent m 1997
compared With 1996 This could represent under-provlslomng particularly as competition has
mcreased and put pressure on net mterest margins However, the nsk-averse practices of the last
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43
Management
Score 3+14-

44 Earnmgs
Score 3+/4-

4 5 L,quuhty
Score 3+/4-

46 Operating
Environment
Score 3

two years-hmlted lending, Investment In government securities-suggest that banks were hkely
not under-provlslomng In 1997 However some adjustments In provlslomng will hkely be
required from 1998 on as greater risks are assumed In a wider range of activities

One of the mam reasons for attractmg strategic mvestors mto the bankmg sector was to Improve
governance and management Based on Hungary's success m attracting pnme-rated mstltutlons,
management IS hkely one of the strongest elements of the Hunganan bankmg sector However,
thiS IS still a penod of Investment and transformation In Hungary The acqu1SltIOns of large banks
generally occurred In 1996-97, and mvestment In new systems, tramlng of staff, and adaptation to
new standards and procedures are stili underway In addition, umversal banking presents a
multitude ofnsks that need to be properly managed and coordmated to contain destabllIzmg
developments and systemIC nsk

PrelImmary results for many of the largest banks operating m Hungary show a 5 0 percent Increase
m after-tax eammgs for 1997, WIth OTP accounting for about one quarter of these profits
However return on assets declmed from 1 37 percent to 1 14 percent, and return on eqUity
declIned from 163 percent to 11 7 percent Thus, eammgs are up, but not return measures
Increased after-tax profits denved from Improved loan qualIty (reduced provIsions for losses,
actual profits) However net mterest margms have narrowed as Increased competItion In the blue
ChIp sector has brought down mtermedlatlon spreads Meanwhde operatmg costs are still hIgh,
estImated at nearly 65 percent of Interest mcome plus other revenues DespIte reductIons m head
count over the years, Increases In operating costs are due to wage Increases m the finanCIal
servIces sector along With Increased mvestment In personnel trammg and Information systems for
Improved services (e g new technologies for ATMs branches) thiS should generate Incremental
earnings and effiCienCies In subsequent years, but for now, they constitute expenses

WIth eammgs pressure mCfeaslng due to heightened competition and narrowing mtermedlatlon
spreads, there may be some lIqUidity constraints m the near term However, underlyIng asset
qUalIty IS good, and Interbank and caPital markets are faIrly responsive to lIqUidity needs The
share of reserves to total assets declIned In 1997, and thIS might free up additIOnal resources for
hqUldity purposes However, mandatory reserves still constItute a large proportion of lIqUid assets,
reducmg funds aVaIlable for term lending The internationalIzatIOn of the bankmg sector has made
banks less dependent on local financmg for lIqUIdIty needs although local currency fInancmg IS
not as freely aVaIlable as It was prevIous to 1995 thiS IS due to the crawlIng peg whIch has had
the effect ofmaIntammg money measures but not mcreaslng them In any matenal way smce
1995

Hungary's banlang system IS perceived to enjoy a high level ofpublIc confidence thiS was true
pnor to accelerated pnvatIzatlOn, when Hunganan households at least belIeved an ImplICit
guarantee would protect depOSit safety at OTP, Postabank and other mstltutlons where retail
depOSIts were held, and among the corporate sector due to the contInUOUS refinanCIng and
recapitalization of state banks from 1991-94 The bankIng system IS now currently majonty
controlled by pnme-rated foreign institutions, which also Inst1l1s confidence In the sector
However, there are many questions about the effectiveness offmanclal sector superviSion While
Hungary's regulatory framework conforms to prudential gUldehnes rendered by the BIS and the
EU, there are questions about the effectiveness ofmstltutlonal capacity A cooperative agreement
With counterpart regulatory authonoes has not yet been concluded despite the predommance of
foreign banks In Hungary The supervISory agency has only recently been reorganIzed
consohdated, and freed of Civil service compensaoon constraInts It Will take orne to demonstrate
the abIlity to retam quahfied and trained regulators to ensure adequate polley wlthm a UnIversal
bankIng context, and to maIntain useful and relevant coordmatIon between off-Site surveillance
and on-site mspectlon functIons Recent changes confirm Increased mdependence and
management autonomy, greater numbers ofpersonnel Improved compensation and a budget that
permIts contractIng when In-house resources are not suffiCient. However, there IS a lack of
standardIzation and consistency In SUperviSOry pUrsUIts, and nsk management capacity IS viewed
as farrly weak It remaIns to be seen how long It wdl take before regulatory OVersight IS perceived
to be effectIve In Hungary, particularly In the fume when more complex nsk-takIng finanCing IS
evident In the marketplace
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47
Transparency
and Disclosure
Score 3

4 8 SensitIVIty
to Market R,sks
Score 4-

There are some concerns about the lack of full and tImely public disclosure of meanmgful
financial mformatlon m Hungary ThiS IS less of a problem today than 10 the early 1990s as
Hungary has harmOnIzed legislation and regulations With the WTO, OECD, EU, BIS and other
organizations However these standards tend to apply at the larger blue-chip level that IS already
Integrated Into the global economy, bankIng system and capital markets ConclUSIOn ofa
cooperatIon agreement With counterpart regulatory authontles would Increase confidence In the
supervisory overSight of banks The challenge With regard to disclosure and transparency IS also
directed at HAS and the lack of disclosure 10 notes associated With statements, the high tax burden
carned by companies which prOVides incentives for barter transactions and understatement of
Income and traditIonal reluctance to share Information due to fears or concerns about how that
Information could be used

NatIOnal and global events 10 I997-namely the bank run on Postabank and the recent Asia
cnsls-have prOVided a general endorsement of Hungary's abtllty to weather cnses m a stable
manner The run on Postabank did not spread to the system as a whole In fact, the response was
benefiCial m some ways-a shift of depOSits to safer InstitutIons, bmlted access (If any) of
Postabank to the Interbank market-although It has been negative m other ways reminiscent of
earlIer days-a defacto bal!out from publIc resources, partly resulting from close polItical
connections With regard to global tremors emanating from the Asia enSlS, Hungary showed far
less senSitiVity than other non-Asian markets Thus, there was no major change In exchange rates
and mterest rates (or assOCiated polICies and bands) nor was there major volatility mthe capital
and money markets for any extended penod of time Much ofthe underlymg strength comes from
the Immediate benefits ofa growing economy This has resulted partly from the structural reforms
that have been Introduced m recent years-pnvatlzatlon strategic Investment, mcreased
competitIOn, recapitalIZed banks With relatively clean loan portfolios The near-term challenges for
banks and regulators mclude mcreased competition m retal! bankmg the bberallzatlon and
expansion offinancial markets (domestically and globally), and general nsk management practices
and capacity as margIns tighten for blue chip customers and banks take on new customers With
dlffermg rISk profiles
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ANNEX 1. A DESCRIPTION OF THE USAID BANK RATING SYSTEM

Ratmgs Summary for USAfD
Topics/Categories and Descrrphon of Ratmgs

Description of Coverage
1 2 3 4 5

General Description ofRatings Dismal monopolist resistant Inadequate weak slgmficant Adequate, favorable trend Solid strong satlsf1ctory Outstandmg world class

• Fmanclalmfrastructure to competition and change Improvements needed major Improvement needed competitive few systemIc state-of the art best practices
• Economic factors and no confidence, Widespread potential for destabilization potential for major systemic risks or problems and those Virtually no serious systemic

mdlcators corruptIOn weak mstltutlOns Via systemic risks risks are manageable privately nsks privately owned and

• Bankmg sector structure owned and managed managed
and profile

• CAMELOTS mdlcators

I FINANCIAL INFRASTRUCTURE
Topics/Categories and 1 2 3 4 <;

Description of Coverage
f f Policy/System Wholly unsupportlve of Generally unsupportive of Partly supportive ofstable SupportIve ofstable safe and Wholly supportive ofstable

stable, safe and sound stable safe and sound safe and sound bankmg but sound bankmg safe and sound banking
banking bankmg, slgmficant Improvements needed

Improvements needed
12 Legal Wholly unsupportIve of Generally unsupportlve of Fairly supportive ofstable, Supportive ofstable safe and Wholly supportive of stable

stable, safe and sound stable safe and sound safe and sound bankmg but sound banking and safe and sound banking and
banking and meanmgful bankmg Virtually no ImplementatIOn deters meaningful levels of risk meaningful levels of risk
levels ofnsk takmg meamngfullevels of risk meanmgfullevels of rlsk- taking taking

taking taking
13 Regulatory and Wholly Inadequate for Inadequate regulatory Adequate regulatory Solid regulatory framework Outstanding regulatory
Supervision prudently managed and framework for prudently framework for prudently for prudently managed and framework for prudently

supervised banking managed and supervised managed and supervised supervised bankmg managed and supervIsed
bankmg slgmficant bankmg but strengthenmg banking
strengthening needed needed

1 4 Payments System Wholly madequate and Inadequate and mefficlent Adequate but less than Solid systems remforce World class systems remforce
undemunes integrity of systems weaken limited effiCient systems support integrity of banking system integrity of banking system
banking system efforts to bUild up mtegrlty of Increasmg mtegrlty of

bankmg system bankmg system
1 5 Accounting Wholly madequate Unacceptable framework for Acceptable framework for Sattsfactory framework for Outstandmg framework for

framework for banking bankmg slgmficant bankmg but sophistication bankmg bankmg
Improvement needed needed

1 6 Rating Agencies and Wholly unsupportlve of Generally unsupportlve of Marginally supportive of Supportive of banking sector Wholly supportive of bankmg
Systerm bankmg sector development bankmg sector development bankmg sector development development sector development
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1 7 Financial Media Wholly unsupportlve of Generally unsupportlVe of Marginally supportive of Supportive ofbanking sector Wholly supportive of banking
bankmg sector development banking sector development bankmg sector development development and growth sector development and
and growth and growth, and growth growth

professlOnahzallon and code
ofethics needed

1 BProfessional AssociatIons Wholly unsupportlve of Generally unsupportlve of Margmally supportive of Supportive of banking sector Wholly supportive of banking
bankmg sector development banking sector development bankang sector development development and growth sector development and
and growth and growth and growth growth

19Acadenuc Wholly unsupportlve of Generally unsupportlve of Marginally supportive of Supportive ofbankang sector Wholly supportive of banking
banking sector development banking sector development banking sector development development and growth sector development and
and growth and growth and growth growth

1 10 MIScellaneous Wholly Inadequate and Generally unsupportlve of Only partly supportive of Supportive and reinforces Wholly supportive and
undermmes integrity of banking system Slgmficant banking system but integrity ofbankang system reinforces integrity ofbankang
banking system Improvement needed Improvmg system
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II ECONOMIC FACI'ORS/lNDlCATORS
Topics/Categories and I 2 3 4 S

Description ofCoverage
21 General DIsmal macroeconomic Inadequate macroeconomIc Adequate macroeconomIc Solid macroeconomIc Outstandmg macroeconomIc

fundamentals undenmne fundamentals deter risk fundamentals asSISt with fundamentals provIde fundamentals remforce and
bankmg sector development takmg by banks banking sector stabIlity banking opportunttles enhance banking sector

2 2 Pnvate Sector Development Poor levels of private sector Growing but Inadequate Adequate private sector Strong economy based on World class state of the art
development In fonnal levels of private sector development supported by compelltlve private sector economy predIcated on
economy undermine banking development for sustainable favorable trends, but innOvative, resourceful private
development meaningful growth undercut Improvements needed sector

banking sector development
2 3 Money, Savings and Credit Dismal monetary Weak monetary fundamentals Adequate monetary Solid monetary fundamentals Solid monetary fundamentals

fundamentals wholly deter banking sector fundamentals boost contribute to strong banking shaped by world renowned
undermine banking sector development confidence but Improvement system risk management pracllces
development needed contribute to global standards

of banking system
competlllveness

24 Fiscal Dismal fiscal fundamentals Weak fiscal fundamentals Adequate fiscal fundamentals Solid fiscal fundamentals Solid fiscal fundamentals
wholly undennlne banking deter banking sector boost confidence but contribute to strong banking contribute to stability In
sector development development Improvement needed system support ofbankmg system

competItIVeness
2 5 Exchange Rates Dismal exchange rate Weak exchange rate Adequate exchange rate Solid exchange rate Solid and stable exchange rate

fundamentals wholly fundamentals deter bankmg fundamentals boost fundamentals contribute to fundamentals shaped by
undermme bankmg sector sector development confidence but Improvement strong bankmg system world renowned fisk
development needed management prachces

contrIbute to global standards
ofbanking system
competitIveness

2 6 Balance ofPayments Dismal balance of payments Poor balance of payments Adequate balance of Reasonably strong balance of EnVIably strong balance of
POSition reflects competitive POSitIon reflects compellllve payments posillon reflects payments pOSitIOn reflects payments poslllon reflects
weaknesses ofeconomy weaknesses ofeconomy growing competitIveness of compellllve strengths of compellllve strengths of

economy despite weaknesses economy economy
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III BANKING STRUCTURE AND SYSTEM PROFILE
Topics/Categories and 1 2 3 4 5

Description of Coverage
31 Overview Wholly uncompetltlve Poor reputahon re Adequate reputatIOn for Solid reputation for World class status re

banking system competlhveness m the competitiveness m bankmg competlttveness m bankmg competitiveness m bankmg
bankmg system but strengthemng IS needed

3 2 Ownership Monopolist, protectlOmst Tradillonally closed banking Adequate levels of Reasonably open and Open privately owned and
banking system resistant to system only begmmng to competlhveness and generally pnvately owned managed bankmg system
foreign competitIOn and open up to foreign performance due to recent and managed bankmg system globally respected for
change competition and change trend towards pnvate respected for competttive competitive prowess

ownership and management position
3 3 Governance and Dismal governance and Weak governance and Adequate governance and Strong governance and World class governance and
Management management undermine management undermine management for bankmg but management sustain management reinforce and

banking and economic bankmg development despite Improvements needed to compehllveness m bankmg sustam compelltiveness In
development recent but very margmal achieve global bankmg

Improvements compehltveness m bankmg
3 -I Non-Bank CompetitIon No senous competition from Very limited competillon Adequate levels of Sattsfactory levels of Slgmficant competitIOn from

non banks further from non banks prOVide little competition from non banks compellhon from non banks non banks further strengthens
undermines the need for pressure on banks to exercise but tack ofmarket breadth enhance competitiveness and levels ofcompetitiveness and
financial diSCipline finanCial dlsclplme and depth limit Impact on finanCial dlsclplme of banks fin'lRclal dlsclphne of banks

competlltveness and finanCial
diSCipline of banks
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS
Topics/Categories and 1 2 3 4 ~

Description of Coverage
4 1 CapItal Adequacy Wholly Inadequate capital Inadequate capital Adequate capital Reasonably strong capital Enviably strong capItal
4 2 Asset Qua/lly Dismal asset qualtty Poor asset qualtty Adequate asset qualtty Reasonably strong asset Enviably strong asset quahty

although slgmficant room for qualtty
Improvement

43 Management Whglesale disregard for General lack of awareness of Fatrly weak but Improving Reasonably strong reputalton Env13bly strong reputalton
fundamentals of risk risk management reputatIOn based on emerging based on satisfactory fisk based on world class fisk
management fundamentals fisk management capaCIty m management capacIty In a management capacIty 10

a market shOWing increasing fairly competitive market fiercely competitive market
levels ofcompetition

44 Earnings Sustamed losses that have Weak or unstable earnmgs Adequate earnmgs but room Reasonably strong and EnViably strong and
decapltaltzed the banks by for added stablltty and diverSified earnings diverSified earnmgs
lAS diverSification

4 5 Liquidity Severe Itquldlty problems LiqUidity problems Adequate Itquldlty posItIon Reasonably strong ItqUldlty EnViably strong ItqUldlty
but room for strengthenmg pOSItion on an ongomg basIS pOSItion on an ongomg basIS

4 6 Operating and Regulatory Dismal operating and Poor operating and regulatory Adequate and Improvmg Reasonably strong operatmg EnVIably strong operatmg and
Environment regulatory envIronment environment operating and regulatory and regulatory environment regulatory envIronment

environment
4 7 Transparency and Dismal standards for Weak standards for Adequate standards for Reasonably strong standards World class standards for
Disclosure transparency and dIsclosure transparency and dIsclosure transparency and disclosure for transparency and transparency and disclosure

dIsclosure
48 Sensitivity to Market Risk Dismal reputation for Poor reputation for sensItivIty Adequate and Improvmg Strong reputatIOn to manage World class reputatIon to

senSitIVIty to market fisk to market rIsk under market reputalton to manage sensitiVIty to market fISk manage sensItiVity to market
under market conditIOns condItions senSlltvlty to market fisk as under market conditions risk and contmuously prosper

market conditions under market conditions
increasingly prevail
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ANNEX 2 A DETAILED ASSESSMENT OF THE HUNGARIAN BANKING SECTOR

I FINANCIAL SECTOR INFRASTRUCTURE Hungary IS on the rIght track towards
financIal sector modernIzatIOn Its polIcy IS open, forward-Iookmg, and anchored m recogmtlOn
of market globalizatIOn trends Recent entry mto the OEeD, expected formal entry mto NATO,
and future entry mto the ED are all provIdmg ongomg momentum for mstltutlOnal reform
Hungary has prIvatIzed aggressIvely m the last three years WIth a focus on strategIc mvestment
Its legal and regulatory framework for financIal servIces has been harmomzed WIth BIS, ED and
other mternatlOnal standards to ensure contmued mtegratlOn mto mternatlOnal markets Its
payments system IS effiCIent Accountmg standards are movmg Increasmgly towards mternatlOnal
norms General support organIzatIOns whIch enhance and help sustam market development
ratmg agenCIes, profeSSIonal asSOCIatIOns, medIa, academIc and trammg mstltutes-all eXIst or
are evolvmg towards profeSSIOnal standards Only structural weaknesses remam, and general
trends m these areas are pOSItIve However, the next round of mstitutlonal and risk management
challenges WIll determme how effectIvely Hungary competes m global markets, and how rapIdly
It narrows the gap m per capIta mcomes WIth other OEeD countrIes Score 3+

1 1 Polley/System Hungary IS generally perceIved to be safe, sound and stable for the tIme
bemg It IS qUIckly Jommg mternatlOnal organIzatIons that reqUIre a commItment to democracy,
free trade, and multIlateral cooperatIon Its legal and regulatory structure has been reformed to
conform to these prerogatIves LIkeWIse, Hungary's economy, bankmg and overall financIal
system have undergone conSIderable reform m less than 10 years There are stIll risks assOCIated
WIth the country-resIdual forms ofgovernance, hIgh SOCIal welfare costs, hIgh mflatlon rates,
the relatIvely small sIze of the economy-but these are generally structural m nature and
changmg favorably Score 4-

• The polmcal envIronment IS stable m Hungary, and has been for years Hungary IS a parhamentary
democracy WIth a freely elected legIslative assembly Parhamentary electIOns were held m 199o-the
fIrst free electIons smce 1947-and 1994, WIth the next electIons due m May 1998 Hungary IS a
member ofma]or mternatlOnal organIZatIOns such as the World Trade OrgamzatlOn (WTO), European
Free Trade Agreement (EFTA), Central European Free Trade Agreement (CEFTA), the World Bank,
the InternatiOnal Monetary Fund (IMF), and the Orgamzatlon for economIC Cooperation and
Development (aECD) Hungary was among the fIrst three countnes ofthe former SOCIalIst bloc
mVIted to Jom NATO m 1997 Currently, Hungary IS pursumg EU membership, anticIpated some tune
m 2002-05 I

• WIth regard to legal and regulatory reform, Hungary has a comparatively well developed legal system
for bankmg and busmess development This has contnbuted SIgnIfIcantly to the degree of foreIgn
dIrect mvestment that Hungary has achieved over the years, makIng It the best performer m thIS
domam on a per capIta basIS among tranSItIon countrIes As for bankmg, SIgnIficant protection has
been afforded to banks and other credItors smce mtroductlOn of the Bankruptcy Law m 1992 (and
subsequent amendments) Hungary IS also one ofthe few tranSItIon economIes WIth a reasonably well
developed secondary market for asset reposseSSIOn and dISpOSItIon when debtors are unable to comply
With contractual agreements

• EconomIC developments m 1997 were strongly favorable as Hungary bounced back from weakenmg

An EU ASSOCiation Agreement was Signed m March 1992, along With Poland and the Czech
Slovak Federal Repubhc These were the fIrst ASSOCiation Agreements SIgned
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macroeconomic mdlcators In 1992-95 and an adjustment penod for reforms m 1996 In 1997, GDP
growth was estunated to be 3 percent Much oftins was export-led m the electncal engmeermg and
automotive sectors

• The bankmg sector contmued Its march to competItIveness Only one large bank remamed severely
troubled by end 1997-Postabank The government prIvatlZed the last oftlIe five large and prevIOusly
state-owned commercial banks-K&H-m August 1997 Prehmmary results for the major banks m
Hungary showed about a 5 percent mcrease m after-tax profits, but declmes m ROA and ROE The
declmmg return trend IS due to tlghtenmg pressure on margms due to mtenslfied competItIOn, and stIll
hIgh operatmg expenses The after-tax mcrease m profits reflects lInproved loan portfoho quahty, and
the consequent declme m prOVISIons for loan losses m 1997

• There IS growth m capItal markets and non-bankjinanclal mstItutIOns Insurance premIUms exceed $1
bllhon per year New legIslatIOn mtroducmg a three-pIllar penSIOn system m 1997 IS expected to add
resources for mvestment m tlIe capital markets There has also been mcreasmg turnover and market
capItalIzatIon on tlIe Budapest Stock Exchange (BSE) However, by global standards, tlIe capital
markets and non-bank mstItutIOns remam relatIvely small There IS also a concern of future rIsks of
decapItaltzatIOn-net profit transfers out ofHungary by large fmanclal mstItutlons m a small
economy-wltlI tlIe steady IIberahzatIOn ofmarkets now that Hungary IS a member oftlIe OBCD

• Regardmg future developments m the bankmg sector, tlIere has been some sOCIa-cultural or histOrical
enmIty towards bankmg This perceptIon, found m many cultures around tlIe world, 15 based on the
sense that "abnormal profits" are beIng generated from mSlde mformatlon whIle much ofthe
populatIon has faced mcome stress, a reductIon m benefits, less Job securIty, and an InabIlIty to access
credIt from banks However, there has been lIttle pubhc OPPOSItion to prIvatIzatIon oftlIe bankmg
sector smce 1995 Moreover, mcreased competition m the bankmg sector IS already brmgmg down
margIns for those WltlI access to credIt If there IS a broadenmg of retaIl services, as anticIpated, thIS
mIght make the household and small busmess sectors feel less excluded over tlIne 2

1 2 Legal Hungary's legIslatIOn and JudICIal mfrastructure are conSIdered satIsfactory by global
standards, and adequate m advance of Hungary's assumptIOn of membershIp obhgatlons m the
ED ED rules and dIrectIves on competItIon, publIc procurement, mtellectual property, and
company and accountmg laws are VIrtually completed TIus applIes as well m the finanCIal
sector-for bankmg, as well as m msurance, capItal markets and pension funds However, where
Hungary stIll needs strengthenmg IS m the applIcatIOn ofcommercIal law The system IS stIll
charactenzed by delays m many cases due to complex market transactIOns that make It dIfficult
for courts to process claIms m a tImely manner Score 3+

• The Law on the National Bank ofHungary (NBH) became effectIve m 1987 and legally transformed
Hungary from a monobank to two-tIer bankmg system This was earher ilian most countrIes whIch
formerly had close economIC tIes WIth ilie CMEA and former Soviet Umon The law asSIgns
responSIbilIty for the lInplementatIon ofmonetary pollcy to NBH

• A new Banlang Law became effectIve on January I, 1997 Hungary's earher law was already open
as attested to by the enormous foreIgn mvestment m the sector-and conformed to EU gUldelmes The
old law and assOCIated regulatIons spelled out the requIrements ofbanks WltlI regard to mmlInum
capItal, capItal adequacy, mSlder loans, large loans and exposures, clasSIficatIon standards and
provlslonmg reqUIrements, and oilier common features found m commerCIal bankmg laws The new

2 However, only about 200,000 mIddle class or hIgh net worth mdlVlduals are currently targeted by
most banks Ifthere IS any retaIl strategy at all ThIS represents only about 4-5 percent of the population
hkely to have accounts wlili banks
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law added three key features (1) strIcter requIrements ofbank management and board members, to
asSISt WIth Improved governance m the future, (11) a doublmg of mmrmum Ft capItal, from Ft 1 bIllIon
to Ft 2 bIllIon (about $10 mIllIon at end 1997, and slIghtly hIgher than ED mmrmum capItal
standards), and (m) greater reVIew m the lIcensmg process

• The Law on SecurztIes Investment ServIces and the SecurztIes Exchange mtroduced m 1996 IS
conSIstent WIth ED dIrectIves3 and OECD gUIdelmes InternatiOnal standards of corporate governance,
accountmg and mformation dIsclosure are applIed m the cases of companIes lIsted on the BSE 4

Hungary has long benefited from sIgmficant foreIgn mvestment, mcIudmg portfolIo mvestment
Investors are free to transfer capItal and earnmgs m and out of the country as long as tax oblIgatIons
are complIed WIth The lIberalIzatIon ofcurrent and capItal account transactIons, a functIon ofOECD
membershIp, has assIsted m these developments The Secunties Law speCIfies mmrmum capItal
requIrements for brokerage fIrmS at Ft 20 mIllIon and secunties fIrmS at Ft 100 mIllIon Investment
fIrmS may not acquIre more than 10 percent ownershIp m another mvestment fIrm Solvency needs to
be mamtamed on a permanent basIS WIth 5 percent of regIstered capItal held m lIqUId assets (cash and
government SeCUrItIes) ClasSIfied nsks must be covered by (and expensed as) prOVIsIons,s and 10
percent ofafter-tax profits must be placed m general reserves pnor to dIVIdend payments 6

Management and board members must meet speCIfied profeSSIonal standards and cntena for a lIcense
to be approved These condItIons must be met on an ongomg basIS FIrmS are also requIred to have an
mternal control functIon to momtor for nsks, and to regularly report mvestment servIce actIVIties to
supervISOry authOrItIes (on a quarterly basIS) Tradmg book requIrements mcIude daIly entry of
valuatIons and nsks to capItal of mvestment and tradmg actIVItIes The Law on SecurItIes and the
Bankmg Law are reconcIled m theIr provIsIons m terms ofbanks' lImIts on large exposures (and
rISks), WhICh must be accounted for on a consolIdated basIS

• Clarms on movable propertIes through lIen perfectIon have recently been strengthened WIth Improved
property regIstratIOn procedures In May 1997, Hungary mtroduced a umform, centralIzed and
computenzed property regIstratIon system for non-possessory pledges over movable propertIes
Pledgees only need an executory warrant from a court to exerCIse nghts under the pledge agreement
GIven Hungary's comparatively strong record for aVOldmg protracted proceedmgs m commerCIal
dIsputes mvolvmg movable propertIes, enforcement of such agreements that have been notarized and
regIstered WIth the courts should prOVIde comfort to credItors Banks were previOusly heSItant to
extend fmancmg on a secured basIS to most enterpnses due to past problems assOCIated WIth
mamtenance of the property regIstry It IS antICIpated that ImprOvements m the new system WIll
prOVIde for added comfort, makmg short-term lendmg more feasIble

• Hungary benefits from the expenence and commercIal trammg of specIalIzed bankruptcy Judges and
lIqUIdators for both m-court and out-aI-court adjudIcatIon BankruptcyJudges handle bankruptcy
proceedmgs, and then appomt lIqUIdators for reorganIzatIon when settlements are reached between
credItors and debtors These lIqUIdators are qualIfied, certIfied, and supervIsed by a government body
In general, commerCIal cases requIre seven months to one year to be heard, and another one-two years

Seven EEC gUIdelmes are speCIfied as accounted for m preparatIon ofthe Secunties Act These
mclude (l) 79/279 on cntena for hstmg on the stock exchange, (11) 80/390 on harmomzatIon ofprovIsions
for stock exchange hstmg, (m) 82/121 on regular mformatIon pubhshed by hstedJomt stock companIes,
(IV) 89/298 on harmonIzation ofprovIsIons for publIc offenngs of transferable secuntles, (v) 89/592 on
harmonIzatIon of provIsIons for mSldertransactions, (VI) 93/6 on capItal adequacy ofmvestment servIce
companies and credIt mstItutlons, and (Vll) 93/22 on secuntIes mvestment servIces
4 These companies have lIkeWIse succeeded m accessmg capItal m foreIgn markets

Both speCIfic and general nsk prOVIsIons are specified
6 Thts requllement IS exempted If general reserve values exceed 150 percent ofthe value ofcapItal
requlled to be held for the coverage ofpOSItiOnS and exposures regIStered m the mstltutIon's tradmg book,
and If there are no negatIve retamed earnmgs
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for a fmal Judgment for the execution of payment DecIsions can be appealed There IS also an
mdependent nght ofJudicIal review of admmistrative actions mitiated by the courts Weaknesses
mclude the lack of capacIty to process many claIms m a tImely fashion

• Bankruptcy lzqUldatlOn andforeclosure procedures are well developed m Hungary Bankruptcy
settlements are bmdmg when a majorIty of credItors holdmg at least two thIrds of claImS agree to a
reorganIZatIon plan With a debtor At that pomt, the court appomts a lIqUidator WIth broad
reorganIzatIon powers once appomted The Bankruptcy Law of 1992 ushered m a wave of
bankruptCies (reorganIZations and liquidatIOns) based on StrICt trigger mechanisms TIus resulted m
14,060 bankruptCies filed m 1992 alone Subsequent amendments addressed weaknesses m legislatiOn,
court procedures, asset StrlPpmg, and other problems By 1996, there had been a cumulative 42,127
bankruptcy filmgs smce 1992-36,557 lIquidatIOns and 5,570 reorganizations 7 Over the years,
Hungary has developed extensive capacity and tested procedures that are consIdered more than
adequate for Its growmg and now market-based economy ThIS has also translated mto a secondary
market for liqUidation and repossession along commerclallmes There are several debt collectIon
servIces companIes operatmg m Hungary, some of WhICh engage m these activItIes

1 3 Regulatory/SupervISory Hungary's regulatory framework confonns to prudentIal
gUIdelines rendered by the Basle Committee for BankIng SupervlSlon,8 as well as more recently
WIth ED directives and gUidelines more consistent With "umversal" bankIng practices However,
there are questIOns about the effectiveness of InstitutIOnal capacity These Include the absence of
standardizatIOn and consistency In supervisory actIVities, the need for a stronger team concept,
and a focus on nsk-based supervisory practices The supervISOry agency has only recently been
reorganized, consohdated, and freed of civil service compensation constraInts Pnor weaknesses
conSisted of Inadequate coordInatIOn between/among dlffenng authontles and overSIght
functIOns, and high levels of turnover among traIned and qualified personnel Recent changes
confirm mcreased mdependence and management autonomy, although the agency does not have
the power to Issue regulatIOns 9 There has been an Increase In personnel from about 100 In 1994
to 260 In 1997 10 ExamInatIOn fees currently cover the supervision agency's budget Where there
are gaps m terms of on-site exammation skills or off-Site surveillance, pnvate contractors have
been brought m to assist II However, the use ofpnvate contractors frequently IS conSidered to be
more lIke a bank audit than a nsk-based exammatlon The Postabank bank run m February 1997
did not cause systemIC panIC, nor was there any senous eVIdence of a "contagIOn" effect from
the finanCial cnsls m ASIa m late 1997 12 However, thiS appears to have had less to do With
bankmg superviSion and more to do WIth the effectIve market response of depOSItors, banks, and
other sources of finanCIng There are hngenng concerns about the disclosure and transparency of
weaknesses still reSIdent m some of the banks, and the lImIted willIngness of supervisors to

9

See EBRD Transition Report 1997, p 87
ThIs CommIttee IS a fonnal part of the Bank for InternatIOnal Settlements, or BIS
In practIce, the agency IS expected to draft the regulatIons, and the Mmlstry ofFmance Issues

them
10 A further mcrease up to 300 may occur m 1998
11 In the case ofon-site mspectIOns-be they customIZed and targeted, or regular full-scope
exammatlons-several countrIes m Europe and elsewhere utIlIze external audItors as opposed bankmg
supervision department employees Hungary appears to be blendmg the concept dunng an mternn penod,
as extemal auditors and other contractors supplement the efforts ofthe agency's on-site mspectIon
actIVIties
12 The BSE mdex ranged from negative 16 to pOSItive 12, which trIggered penodlc suspensions m
tradmg of mdlVldual stocks The market as a whole did not expenence a suspenSIon oftradmg actIvity
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enforce regulatIOns as needed Hungary still has not concluded a cooperatIOn agreement With
counterpart regulatory agencies, ralsmg questions about the real finanCial condition of some of
the banks There are also concerns about a focus on complIance by regulators, rather than rIsk
management The reportmg of off-balance sheet contmgencles IS conSidered weak, and may
represent a layer of rIsk that IS not bemg adequately provlSloned for There are also major gaps
between semor management and mid-level management With regard to trammg and
development It wIll take time before adequate rIsk management capacity IS developed, and
before the market perceives regulatory capacity to be wholly effective Score 3-

• Llcensmg requIrements and regulatIOns were tightened mthe bankmg sector when the new Bankmg
Law became effectIve on January 1, 1997 The law mtroduced stricter requIrements for bank managers
and members of the board, doubled the mmlIDum regIstered capital for banks from Ft 1 bIllIon to Ft 2
bIllIon, and added a second step to the approval process at the Hunganan Bankmg and Capital Markets
SuperviSIon Agency (HBCMS) The Agency IS also responSible for hcensmg secuntles fInns

• The new Law on Bankmg, effective January 1, 1997, prOVides a clear legal basIS and mandate for the
Hunga71an Bankmg and CapItal Markets SupervISIon Agency (HECMS) to supervIse the banks (as
well as secuntles fIrms) This mcludes banks as "universal" mstltutions engaged m msurance, capital
markets, real estate mvestment, pensIOn fund management, venture capital, and other fmanclal
services along With traditIonal bankmg actlVltles The law prOVides for the reorganIZatIOn and
consohdauon of the supervisory function, preVIOusly spread across several mstltutlons, to account for
universal bankmg m Hungary's fmanclal sector The law also enshrInes supervisory mdependence,
lumtmg NBH mvolvement m bankmg supervlSlon to monetary and foreign exchange matters
However, whIle HBCMS IS expected to draft regulations, It does not have the power to Issue them
This power IS asSigned to the Mmlstry of Fmance

• PenaltIes for regulatory non-complIance by bank managers and employees can be assessed, as they
can for board members as well However, enforcement mthe bankmg sector as well as m the real
sector have been comparatively bemgn to date LIkeWise, the supervisory functIOn IS still reputed to be
focused on complIance rather than nsk management-momtonng bank comphance With prudential
regulatIons, rather than evaluatmg the condition ofthe banks for safety and soundness, and for the
qualIty ofmanagement

• Levels ofdIsclosure are adequate for fIrms conformmg to IAS However, there are questIons about the
level ofdIsclosure reqUIred by HAS In terms ofbankmg, disclosure requIrements to regulators IS
conSidered satisfactory Regular reports are reqUIred, and nsk management consideratIOns are buIlt
mto these requIrements Where there may be a problem IS With dISclosure to foreIgn regulators, and
access to mformatlOn by the markets ConfidentialIty rules are still m place and observed Thus, whIle
there IS an active market m Hungary, lImitations on disclosure might contrIbute to excessive flSk
aversIOn With regard to lendmg and mvestment that could be partly reversed With greater disclosure
and transparency

1 4 Payments System The payments system functIOns well m Hungary The system IS based on
electromc funds transfers--checks are not used The predomInance of prIme-rated banks In the
bankIng sector combmed WIth slgmficant Investment flows and fairly open current and capItal
accounts all proVIde confidence m the abIlity of the payments system to functIon effiCiently
Score 4

• Hungary has a modern clearmg andsettlement system TIns has prOVided the bankmg system and
economy With the benefit ofelectromc bank transfers, and no major float
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• Management MIS and technology development related to payments systems are consIdered sound, as
are mtemal systems, procedures and controls

1 5 Accountmg Hungary's accountmg standards are evolvmg Increasmgly towards
mternatIOnal standards These have been m place for Hungary's larger firms-such as most of
those hsted on BSE They have also been mcreasmgly expected m recent years as Hungary has
privatIzed hundreds of large firms and banks by attractmg strategIc foreign mvestors lAS has
been a fundamental element ofvaluatIons, due dIhgence, and mvestment decisIOn-makmg (both
for dIrect mvestment and portfoho mvestment) All the major mternatIOnal accountmg firms
have been active m the HungarIan market smce 1989 Four of the SIX majors had a total of 1,015
personnel at end 1996, mcludmg 45 partners,13 and 110 accountants chartered or certIfied m
accordance With lAS MeanwhIle, there are many more HungarIan accountmg firms speCIalIzed
m local accountmg standards WhIle bemg reasonably strong, these standards are stIll not
conSIdered whoIly acceptable by the global marketplace ThIS IS due to (1) madequate dIsclosure
ofmeanIngful InfOrmatIon on a consohdated basIS, and (11) the use oflegahstic notes that do not
prOVIde suffiCIent finanCIal detaIl m some cases, resultIng m a lack of conSIstency ThIS
sometImes contrIbutes to banks' deCISIons to not lend to many mId-SIzed and larger firms
Score 4-

• There IS determmed movement on the part of the authontles to ensure that mternatlonal accountmg
standards are consistently applIed m the annual reports of large enterpnses and all major banks TIus
has been true for the blue ChIp sector of the economy, and has become a vIrtual precondItIOn for lIsting
on the BSE due to the amount of mvestment commg from abroad However, most companIes fall
outsIde thIS sector Hunganan fIrms generally use HAS, WhICh are conSIdered reasonably strong but do
not meet some of the key cntena of lAS HAS weaknesses mclude msufficient codIfIcatIon,
madequate dIsclosure requIrements,14 and some mconslstency m asset and depreCiation treatments,
particularly as they relate to leasmg

• The Bankmg Law IS stnct m terms of reporting, requIrmg banks, bank groups and fmanclal holdmg
companies to report to supervISOry authontles on a regular basIS ThIs IS part of the normal reporting
process to momtor lIqUIdIty and solvency NBH also closely momtors monetary and foreIgn exchange
trends as part of Its mterest rate and crawlmg peg exchange rate polIcy

• There are accountmg trammg programs and mstltutes m Hungary for mtematIOnal as well as
Hunganan accountmg standards lAS IS largely based on EU standards Many of Hungary's smaller
(non-Big 6) accounting fIrms are certifIed m lAS as well as HAS The Chamber of AudItors has
recently restructured Itself Among Its 5,000 members, an estunated 200 are teamed m mtematlonal
standards

• As of end 1996, fIve of the SIX mtematIonal accountmg fIrms had been located m Hungary smce 1989,
and all were actIve m the market There was some eVIdence ofmarket segmentatIon among therr
busmess practIces One fInn was heavIly focused on consultIng, whIle another had more than half Its
revenues generated from standard audIt and accountmg services Other activities of focus mclude
mfonnatlon technologIes, corporate fmance, due dIlIgence and valuatIons, and a range oftrammg
servIces Local Hunganan frrms tend to focus on audIt, accountmg, tax and legal services, consultmg
and payroll

13 22 of45 partners were Hunganan
14 HAS relIes on notes as opposed to formal dIsclosures Notes are sometImes cntiCIZed as too
legalIStic, and not prOVIdIng suffiCIent [manclal dIsclosure ThIS can also lead to mconslStent treatment of
key fInanciallSsues across companIes
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1 6 Ratmg Agencies/Systems All the major InternatIOnal ratIng agencIes have been actIve for
several years In the Hungarian market Hungary's ratIngs m February 1998 were generally
favorable In terms of the long-term outlook For Instance, Moody's ratIngs-whIch were
unchanged from ratIngs one year earlIer (1996) after haVIng been downgraded m 1995-reflect
confidence 10 the long-term development of the banks based on Increased orgamzatIOnal
development, reduced problem loans, and mcreased capItal However, Hungary remams below
pnme for foreign currency depOSIts Score 3+/4-

• Hungary has received ratmgs from the three major mternatlOnal ratmg agencIes on a regular basiS for
several years Moody's granted Hungary a Baa3 credit ratmg for long-term bonds m 1996 Standard &
Poor's likewise asSigned a comparable BBB- ratmg the same year mCA followed with a BBB ratlJ'lg
m 1997 Moody's ratmgs for bonds and notes as well as bank depOSits were unchanged from one year
earher IS TIlls keeps Hungary m the lowest "mvestment grade" level for Its long-term bonds-"nelther
hIghly protected nor poorly secured"-and short-term notes, but "speculative" m terms of foreign
currency bank depOSits

• There IS likely to be a domestIC InitIatIVe to establIsh a ratmg agency for the bills, bonds and other
secuntles and offermgs of banks, pensIOn funds, brokerage companies, and other fmanclal mstltutlons
Two prospectIve mvestments were bemg discussed m early 1998 There already IS a central credit
mformatlon system speCIfied m the Bankmg Act whIch secuntles firms are also reqUITed to Jom
HBCMS also has a ratmg system for banks, but thiS IS not conSidered suffiCiently standardIZed and
systematic to be useful for market purposes CredIt ratmg mformatlon on mdlVlduals and companIes
IS generally undermmed by the hmlted avaIlablhty ofuseful and meanmgful mformatlOn due to
confidentlahty concerns

1 7 Fmanclal Media No particular effort was made to assess the finanCial media However,
there are several newspapers that report daIly and weekly monetary and finanCial 1Oformatlon
ThiS mcludes mterest rates, trade volumes, exchange rates, and other related Information No
problems regard10g the media were reported 10 terms of chromc rumors that could weaken
finanCIal InstitutIons based on unfounded eVidence Media coverage dur10g the Postabank run In

early 1997 was conSidered responSible There IS some cntlclsm that the medIa do not devote
enough attention to detaIls, or that there IS some excessive edltorlaltzatlon However, tins IS also
a cntlclsm of the bankmg commumty for not commlttmg suffiCient resources to pubhc relatIons
InsuffiCient BaSIS for a Score

1 8 ProfeSSional ASSOCiations No particular effort was made to assess aSSOCIations 10 Hungary
There are several profeSSIOnal asSOCiatIons 10 Hungary for finanCial sector mdlvlduals and
groups One group, the International Trammg Center for Bankers, proVides trammg and engages
m consultmg assignments This mcludes workmg With HBCMS on mspectIons and other
regulatory matters The HungarIan Bankers' ASSOCiation also eXISts, and IS conSidered Important
m coordmatmg mput from the banks mto the legal/regulatory draftmg process However, there IS
lImited mput from the bankmg commumty In buddmg up thiS asSOCiatIOn, and the HBA's budget
IS consequently lImited InsuffiCient BasiS for a Score

IS Moody's ratIngs as ofFebruary 1998 were Baa3 for long-term bonds, P-3 for short-term notes,
Bal for long-term bank depOSits, and NP (not pnme) for short-term bank depOSits
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19 Academzc No partIcular effort was made to assess the number or qualIty of academIc
mstItutIOns 10 Hungary Nor was there a systematic effort to speak wIth busmess/management
school officIals However, there are many schools, instItutes and thInk tanks that are able to
make a sIgnIficant contnbutIOn to bankmg sector development Bank managers and others
belIeve that academic mstItutIOns now prepare younger students adequately for employment
WhIle finance, accountmg and management are studIed, there IS reported to be only one Master's
level program 10 busmess admInistration offered 10 Hungary InsuffiCient BasiS For a Score

110 Mzscellaneous There has been rapId movement towards pnvatIzatIOn and modernizatIon of
the telecommUnicatIons market MATAV has been prIvatIzed, and there IS competitIon In the
cellular busmess The telecommUniCatIons sector functIons well, a necessary precondItIOn If
Hungary IS to succeed as a "regIOnal platform" for mvestment and growth Postal servIces appear
adequate, WIth the added feature ofhavmg a 3,200 bank branch network (postabank)
Safekeepmg from a phySIcal and logIstIcal standpomt appears adequate, although no systematIC
effort was made to reVIew thIS In general, Hungary has made a strong effort 10 recent years to
provIde an enablIng environment conducIve to growth Score 4

• The pnvatlzatlOn ofMATAV plus demonopolIzatlOn m the sector has already demonstrated
Improvements m telecommumcatlons system capaCIty Outgomg phone calls have mcreased m recent
years, partly reflectmg Improved capaCIty and mvestment m mfrastructure Total calls were 2 35
bIllIon m 1994 In 1996, they were 3 44 billIon Total calls were estImated to be 3 73 bI1hon m 1997, a
nearly 60 percent mcrease from 1994

• The postal system IS conSIdered adequate Accordmg to the 1995 Law on PnvatIZatIon, the postal
system wIll remam state-owned, one ofthe 50 or so compames to remam m state hands by the end of
1998 However, It IS uncertam how thIS wIll Impact the fate ofthe postal system's bank branches
(Postabank) Postabank's future IS currently unclear, With penodlc references to It bemg acqUIred after
the early 1997 run on depOSIts However, no major change m Its ownershIp or management structure IS
expected, at least untIl after electIons are held m May, 1998

• No effort was made to review the safekeepmg practIces ofbanks No major complamts were made
about the payments system, nor was there mentIon of float problems assOCIated WIth mefficlent
clearmg and settlement One area where safekeepmg mIght need to be strengthened IS With the pnvate
penSIon funds that were mtroduced m 1993 Apparently, there IS nothmg mandatory about placmg
funds m thIrd-party custodIal servIces-such as m bank vaults for protectIOn as needed
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IT ECONOMIC FACTORS AND INDICATORS Hungary has an open economIC system
that IS mcreasmgly prIvate sector-orIented m terms of ownershIp CompetItIon pohcy IS
generally harmonIzed WIth ED legIslatIon, although some trade protection was still m effect m
mId-1997 ThIS mvolved Import ceIlmgs on about 20 types of products, mostly clothmg, cars and
vans, and textlles, footwear and precIous metals There are still IIcensmg requIrements as well
for the Import and export of energy and many agrIcultural products, the ImportatIon of cars, and
the exportatIOn of pharmaceutIcals However, most quantItatIve restrIctIons on Imports and
exports were removed In 1989-91, and state tradmg monopohes were SubstantIally removed In
1989, ahead of all other tranSItIon countrIes Thus, remaInmg barrIers are expected to dIsappear
or dimimsh m Importance over tIme as Hungary complIes WIth WTO, ED and CEFTA
Agreements Structurally, there IS a dIsconnect 10 the 14 percent ofGDP that orIg1Oates WIth
foreIgn-controlled enterprIses, and the balance ofthe economy that remams only loosely
connected to thIS segment BuIldmg stronger lInks between HungarIan-controlled enterprIses and
foreIgn ones represents a key structural challenge m the commg years for rIsmg competItIveness
and mcomes, and m antICIpatIon of entry mto the ED There IS already some eVIdence of
movement m thIS dIrectIon m some sectors, such as supplIers to the major auto manufacturers
Hungary IS also already competItIve m a number ofproducts-agro-processmg, textIles and
clothmg 10 ED markets, WIth 60 percent of Its trade WIth the ED A major structural challenge m
the commg years IS to strengthen the hnks between domestIC firms and mternatIOnal markets
based on competItive condItions and mcentIves Trends m thIS dIrection are favorable However,
It WIll st1l1 take many years to close the average mcome gap between HungarIans and most ED
members Score 3+/4-

2 1 General The economy IS reasonably strong m Hungary, and IS pOIsed m 1998 for Its hIghest
growth rate (4 percent) smce economIC reforms were mtroduced m the late 1980s Increased
productIVIty and competItIveness are bemg demonstrated m employment figures, as the
registered unemployment rate has declIned to 10 percent Whlle hIgh, thiS IS not abnormal on the
European contment The crawlIng peg exchange rate polIcy has prOVided predIctabIlIty to the
devaluatIon process, and offiCIal and market rates generally parallel each other WIth lImIted
varIation GIven the export-led growth of 1997, the exchange rate does not appear to be
undermm10g mdustrial exports to Western Europe Debt pohcy has also been prudent, as
prIVatIZatIon proceeds have been utlhzed to pay down $7 bIllIon m gross external debt smce
1995, a more than 20 percent decrease whIch wIll have a favorable Impact on balance of
payments 1Odicators General polIcy has been effectIve m narrowmg external defiCits-the
current account defiCit reached more than 10 percent of GDP for the 12 months leadmg up to
March 1995 thIS has been reduced to less than 4 percent today The weak spots are the
persistently hIgh mflatlon rate-17-18 percent m 1997, and lIkely to stay hIgh for the
foreseeable future-and fiscal defiCIts ofnearly 5 percent ofGDP The latter IS lIkely to declIne
to 3 percent m the com109 years, bolstered by GDP growth and expenditure controls However,
the mflatIon rate could delay Hungary's entry mto the European Umon Score 3+/4-

• Real GDP growth was estunated to be 3 percent m 1997, the bIggest mcrease smce 1994 Growth was
powered by exports-largely m e1ectromc machmery (hard dIsk drIves, VIdeo screens-final products)
and m the automotIve sector (mtermedlate products mamly exported to Germany) IOltial projectIons
for 1998 are that Hungary wIll expenence real GDP growth of4 percent ThIS would be the hIghest
growth smce economIc reforms began m the late 1980s
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• The regIstered unemployment rate IS 10 percent, slIghtly lower than rates from earher years ThIS
equates With about 445,000 people bemg out ofwork 16 Productive employment IS a more dIfficult
measure to gauge About two thIrds of the regIstered unemployed are skIlled or semI-skilled
However, mdustnal productIVity has mcreased m recent years LIkewIse, m the fmancIal servIces
mdustry, there has been a sIgmficant reshufflmg of the labor force Operatmg expenses are hIgh, but
thIS IS partly related to the trammg ofpersonnel, and mvestments m technologIes, systems and other
factors that are expected to enhance effiCiency and productlVlty m the commg years Many people
who worked for state-owned banks were let go Thus, declmmg unemployment rates are vIewed as a
positive SIgn not only by themselves, but because the labor force 15 now more productive when
employed than before

• InflatlOn rates have been hIgh for years, although they have declmed considerably smce 1995 That
year the mflanon rate exceeded 28 percent In 1997, the mflatlOn rate (CPI) was about 17 percent 17

ThIS IS stdl hIgh by European standards, and IS lIkely to extend the crawlmg peg exchange rate polIcy
mto the early part of the next century Such hIgh mflatIon rates may also delay entry mto the EU

• Exchange rates have been set by a pre-announced crawlmg peg reglme smce March 1995 The
exchange rate IS devalued on a daIly basIS wlthm a specIfied band-from 0 06 percent dally through
mId-1995 to steadIly declmmg levels WhICh reached 0033 percent m August 1997 The polIcy appears
to have worked m stabIhzmg exchange rate movements, and the gap between offiCIal and market rates
has dlmmished sIgmficantly In 1995, the offiCIal devaluatIon ofthe central rate was 2986 percent
agamst a basket ofDM and dollars-70 percent and 30 percent, respectively, from January
September, 1997 18 The market devaluatIon was 24 33 percent In 1996, the offiCIal devaluatIon was
1576 percent, compared With 1589 percent m the market By September 1997, offiCIal devaluatIon
was 1004 percent for nme months, compared WIth 9 96 percent m the market In terms ofyear-end
exchange rates agamst the dollar, the Ft has lost half of Its nommal value m four years, from 101 m
1993 to 204 m 1997

• Fzscal deficits were faIrly deep throughout most of the 1990s due to hIgh socIal welfare costs (socIal
secUflty), hIgh overall expendIture to support loss-makmg state banks and enterpnses, and the
aVOIdance of tax payments by many companIes and households FIscal defiCIts remamed hIgh and
mcreased m 1997, to 4 7 percent ofGDP

• Debt and debt servzce are now under control Hungary has prepaid sIgmficant amounts of external
debt-gross external debt has declmed from nearly $32 bdhon m 1995 to $25 bdhon at September 30,
199719-largely from pnvatIzatIon proceeds This bodes well for future current account measures, and
should lIkeWIse contrIbute to a declme m mterest rates over tlme Debt servIce as a percent ofthe
current account peaked m 1994 at nearly 55 percent TIus declmed to a bIt more than 50 percent m
1996 WIth mcreased exports and reduced external debt, It IS antiCIpated that the debt servIce ratIO w111
have declmed further m 1997 However, about two thIrds ofHungary's debt IS medIum- and long
term More than $11 bIlhon m pnncipal payments WIll come due from 1998-2003

16 The figure was 10 3 percent at September 30, 1997 TIus was based on 458,620 people regIstered
as unemployed
17 PPI rates were about 18-19 percent m 1997
18 The basket proportIon may have been reversed smce September 1997 Pnor to 1997, the currency
basket mcluded 50 percent dollar and ECU (December 1991-July 1993),50 percent dollar and DM (August
1993-May 1994),70 percent ECU and 30 percent dollar (May 1994-December 1996) proportIons
19 About 60 percent oftotal external debt IS held by NBH and the government The balance IS m the
corporate sector
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Table 1 General Econonuc Indlcators

1990 1991 1992 1993 1994 1995 1996 1997 1998

Real GDP Growth -35% -11 9% -31% -06% 29% 15% 10% 30% 40%

Per Capita Incomes

GDPm$ 3,179 3,242 3617 3748 4069 4,286 4,357 4,337 4425

PPPm$ 6,230 650.0 6,350 6,260 6,410

Registered Unemployment 19% 75% 123% 121% 104% 104% 105% 102% 98%

Inflation Rate-CPI (yr-on-yr) 334% 322% 216% 21 1% 212% 283% 198% 170% 140%

Yr-end. Exchange Rate

FtDM* 39 45 51 56 65 97 106 110

Ft US$ 615 76 84 101 111 1395 165 204 228

Fiscal Deficlt/GDP +04% 22% 55% 68% 82% 65% 35% 47% 41%

Debt Servlce/Cu"ent Account 482% 339% 344% 432% 548% 473% 504%

Total Debt/GDP 643% 678% 576% 637% 684% 724% 620% 570% 576%

Gross External Debt*m $ bn. 226 214 246 285 31 7 276 251

* Note Ft DM exchange rate for 1997 at September 30 1997, Ft DM exchange rate IS average rate from 1990-94
gross external debt for 1997 IS at September 30 1997
Sources NBH EBRD, OECD, World Bank Credit SUisse First Boston The EconomIst

2 2 Pnvate Sector Development The "enabhng" envIronment In Hungary IS satIsfactory for
private sector development, except for hIgh payroll taxes reqUIred to finance benefits It IS
estImated that about 75 percent of GDP comes from the pnvate sector-both new and pnvatIZed
enterpnses-compared WIth only 20 percent In 1990 Much ofthe export-led growth of 1997
was powered by multmatIOnals--GM, Audl and SUZUkI In the automotIve sector, and IBM In the
electrIcal engIneerIng sector About 40 percent of employment IS from firms wIth less than 10
employees Most people work In servIces, possIbly as many as 75 percent ofthe total work force
Among pnvate firms WIth more than 10 employees, the largest sources of employment are In
transport and commUnICatIOns, trade, engIneerIng, agre-proceSSIng, and textIles and clothmg
Score 4

• Sector value-added m the Hunganan economy has expenenced a ShIft mcreasmgly towards servIces
ServIces accounted for about 62 percent of value-added m 1990, rare for transItIon countnes where the
economIes had emphasIzed heavy mdustry for decades and often lacked a VIable servIce sector
Today, Jt JS estunated that servJces account for more than 70 percent ofGDP m Hungary However,
part of thIS shIft IS also due to adjustments that have been made m the mdustnal sector WIth new
mvestments and reduced head count, Hungary IS restonng mdustnal competltJveness In the
manufactunng sector, labor productlVlty JS now estunated to approxJmate 140 percent of 1989 levels
based on slgnJficant labor redeployment to the servIce sector, and the retoolmg ofplant and
equIpment Thus, mdustry may mcrease from Its roughly 24 percent share oftotal GDP m 1995
Agriculture IS estJmated to account for only about 6 percent ofGDP As for employment, 3 95 mllhon
were employed m mcome-generatmg aCtiVities, conSidered to be about 55 percent of the economically
active population between 15-74 years ofage About 63 percent are employed m services, 31 percent
are m mdustry, and 6 percent are m agnculture based on employment figures from fmns WIth more
than 10 employees 20

20 These figures are based on a dlstnbutlon of staff groups employed by enterpnses WIth greater than
10 employees plus all pubhc admmlstratlon umts ThIs accounts for only 64 percent of those employed,
and only 58 5 percent of the economically actIve population It JS likely that the servJce sector absorbs
more than 70 percent ofthe work force
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• PrIvate sector value-added and employment are both hIgh, and have been growmg steadIly through the
1990s Overall pnvate sector value-added was estunated to be about 75 percent m 1997, compared
WIth 58 percent m 1993 (WhICh was comparatIvely hIgh m the regIon at the tune) and only 20 percent
m 1990 PrIvate sector growth has resulted from a combmation ofreduced SubSIdies to loss-makmg
state enterpnses-elther dIrectly from fiscal sources, or through banks-more open competitIon, and
accelerated pnvatIZatlon ofboth enterpnses and banks The prIVatIZation of large-scale enterpnses has
accelerated smce late 1995, and thiS has combmed WIth the growth ofnew and small prIvate firms to
transform Hungary mto a prIvate sector-onented economy PrivatIzatIOn has mvolved mdustnal
enterprIses, banks, utIlIties, telecommUnIcations, and the energy sector By end 1998, all but about 50
companies are expected to be m pnvate hands There were 792,824 actIve frrms registered m October
1997, ofwhich 58 percent were sole propnetorshlps, 15 percent were lImIted lIabIlIty companies, and
another 15 percent were lunIted partnershIps Among the total actIve firms, there were 767,229 small
pnvate frrms With fewer than 11 employees operatIng m a country WIth an active labor force of4 3
mIllIon Thus, It IS lIkely for the foreseeable future that the pnvate sector which the bankmg sector Will
target mcludes about 25,000 frrms, and as few as about 6,700 If the focus IS on companies WIth more
than 50 employees Employment In the prIVate sector was estImated to be about 3 1 mIllIon, or 73
percent ofthe economIcally active populatIOn at September 30, 1997 Among those workmg for frrms
With more than 10 employees, pnvate sector employment appeared greatest m transport and
communIcatIons, trade, engmeenng, agro-processmg, and textIles and clothmg One-thIrd ofthe labor
force IS umomzed

• State sector value-added and employment represent a steadIly declmmg segment ofthe economy
NotwIthstandmg the high level of fiscal expenditure to GOP, state shares m the economy have been
dec1mmg for years SubSidy reduction combmed With pnvatIzatIon have been largely responSIble for
the shnnkmg share of state sector value-added, which was down to about 25 percent of total 1997
GOP TIlls IS consistent WIth broad OECO norms By end 1998, only about 50 companIes are expected
to remam state-owned-these mclude the postal system, the raIlways, and the electriCIty company
(MVM) whIch holds the natIonal gnd Employment m the state sector was estunated at 830,000, or
about 20 percent ofthe economIcally active populatIon TheseJobs are pnmanly m publIc
admmlstratlon and SOCial secunty, education, health and SOCIal secunty, and other commumty, soCIal
and personal service actIVities

Table 2 Pnva1e Sector Intbca10rs

1990 1991 1992 1993 1994 1995 1996 1997

GDP($bn) 331 334 373 386 417 437 446 444
olw Agnculture (%) 96 78 65 58 60 64
olw Industry (O;{,) 288 267 244 232 228 239
olw SeFVIces (%) 616 655 691 710 712 697

Pnva1e Sector GDP ($ bn) 66 100 187 224 250 284 321 333
Sta1e Sector GDP ($ bn) 265 234 186 162 167 153 125 111
Employment ('000)* 4290 4,058 4,002 3976 3,989 3,944

olw Pnvate Sector ('000) 3114
olw PS In Agnculture('OOO) 158
0119 PS In Industry ('000) 781

0119 PS In Services ('000) 2174

• Note 1997 figures are from September 30 1997 1997 pnvate sector figures are estimates
Sources NBH, EBRD, OECD, World Bank, CredIt SUISse First Boston
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23 Money, Savmgs and CredIt Monetary pollcy and the Impact It has had on sav10gs and
credIt has focused on gradual devaluation of the exchange rate through the crawling peg regime
1Otroduced m March 1995, a gradual declIne m the 1OflatlOn rate as reflected m slowly declImng
10terest rates, but general restrIctiveness buIlt mto both monetary and fiscal polIcy The effects
are startmg to show some benefit, as savmgs and credIt both mcreased m 1997 WIthout a major
mcrease m the money supply Banks are stronger today than a few years ago, WIth stronger
capital posItIons and new ownership The weak spot IS the mflatlOn rate, whIch remams far
hIgher than levels that can be tolerated accord1Og to EMU CrIterIa Nevertheless, performance
compared to targets was fairly close m 1997, whIch IS a favorable accomplIshment In lIght ofthe
Postabank run 10 early 1997 and the ASIa CrISIS 10 late 1997 Overall, the outlook IS reasonably
stable, wIth even the hIgh mflatlon rate somewhat predIctable and lIkely to declIne In 1998
Score 3+

• Polley desIgn and ImplementatIOn are the responslblllty of the NBH Monetary pollcy IS based on
sustammg the crawlmg peg exchange rate through Its mterest rate pollcy NBH utIhzes a Wide range of
monetary mstruments to unplement such pohcy, mostly repurchase (ovellught to one week) and
reverse repurchase agreements (overnight to one month), money market mstruments (6-12 months),
and Treasury bIlls and bonds (up to five years) Pohcy IS focused on a gradual reductIOn m the
mflatIon rate, WhICh IS still hIgh at about 17-18 percent, but was as high as 28 percent m 1995

• Data collectIOn andforecastmg appears adequate Hungary has a hIgh mflatlOn rate, but monetary
pollcy IS dedicated to brmgmg thiS rate down on a gradual basIS

• Hungary has taken regIonal and global consIderatIOns mto account smce efforts began m the early
1990s to be pOSitIOned for membership m the WTO, OECD, EU, and other mternatlOnal and
multilateral groups Membership m the WTO (1994) and OBeD (1996) have shaped much of
Hungary's overall approach to trade and mvestment Particularly m terms ofmvestment, Hungary has
shown outstandmg performance on the FDI front Much of Its mstItutlOnal transformatIon IS bemg
drIven by antIcIpated membership m the European Umon Thus, achlevmg Maastncht cntena wIll be
Important for membershIp ThIS wIll ultunately mean a declme m the mflatIon rate from current high
levels to the lower levels found m the ED On other accounts-debt to GDP and the fiscal deficlt
Hungary IS much closer to achlevmg EU targets WIth regard to structural reform m the fmanclal
sector, Hungary IS m step WIth EU cOlmtnes on legal/regulatory Issues, and far ahead of most
countnes around the globe m terms of openness to foreIgn mvestment and foreign ownership of the
bankmg sector

• Management ofmonetary resources IS the responsIblhty ofNBH and based on the crawlmg peg
exchange rate through mterest rate polIcy

• There IS adequate lzqUldlty m the bankmg system, and 1997 witnessed a slIght ShIft away from
seCurIties to the lendmg market Savmgs mcreased, and households are now beglnnmg to place more
funds m banks m Ft depOSit accounts The mterbank market IS well developed, albeit only about 8
percent oftota! bankmg system resources Interbank rates closely correlate With trends m the NBH
refinancmg rate The mterbank market has also generally cut off Postabank from the market after
concerns were raIsed m early 1997 about Its condition 21 Banks are generally reqUIred to hold about 30
percent of lIqUId assets m reserve to honor Withdrawals upon demand

21 There was a run ofabout Ft 25 bIllIon ($150 mIllIon at the tIme) m depOSits from Postabank m
February 1997 Concerns about Its solvency denve from problems asSOCIated With real estate mvestments,
mvestment stakes m troubled companies, and bad loans

31



• Deposits began to mcrease agam m 1997 after a general declme m deposits (and fmanclal
mtennedlatlOn) from 1993-96 The earlIer declmmg trends mamly affected the enterpnse and pnvate
sector---deposits declmed by 20 and 10 percent, respectively, m real terms dunng thIS penod 2Z

Household savmgs lIkeWise mcreased m banks m 1997, slgnallmg a shift away from secuntles
mvestments m favor ofFt deposit mstruments

• Credit declmed m real terms from 1993-96, largely due to high mandatory reserve requirements
approxImatmg 30 percent of lIqUId assets, the mtroductlOn of additIOnal government secuntles to
fmance budget defiCIts, and the generally hIgh costs of mtennedlatlOn Corporate sector credit
declmed about 15 percent due to high mtermedlatlOn costs From 1993-95, corporate credit was
mcreasmgly sourced from abroad-from 24 percent m 1993 to 44 percent m 1995 However, local
credit as a share of total mcreased m 1996 as mtermedlatlOn spreads declmed and real activity
mcreased By mld-1997, corporate credit accounted for 60 percent of total bank credit The household
share of credit declmed from 15 percent m 1993-94 to 8 4 percent m mld-1997 Much of tlus IS due to
the absence of SIgnificant mortgage lendmg, although new mortgage lendmg mcentlves are expected
to relIeve some ofthe constramts on lendmg to households over tIme Most credit IS short-term due to
prudent nsk aversion-tightened bank lendmg practices m the face ofconcerns about high mflatlOn
rates, and madequate mformatlon m assessmg the credltworthmess of local frrms under commercial
conditions Only about 29 percent of loans now exceed one year m matunty, compared With 39
percent m 1993

• Rates have generally declmed smce 1996 and spreads have narrowed conSIderably Interest rates on
depOSIts and loans were freed of admmlstratIve restrictIons m 1987 for enterprISes, and 1991-92 for
households Thus, pncmg m credIt has been lIberalIzed for years WIth mcreasmg competitIOn,
partIcularly for "blue ChIP" busmess, net margms have come down to the nommal4-5 percent range
compared to 9 percent m 1994-95 In some cases, banks are reported to be takmg spreads barely above
zero, and even somettrnes negatIve spreads on loans to blue ChIp customers m efforts to mcrease/retam
market share, buIld goodwIll WIth the enterpnse, or obtam fee-mcome busmess that makes the
relatIOnshIp profitable to the bank on a consolIdated basIS ThIS market has been estImated to total 300
frrms m Hungary-Qfwhlch about 40-50 are multmatlOnals, and another 250 or so are HungarIan 23

Declmmg mtermediation spreads are due to several mter-related factors, mostly mcreased competItIOn
from foreIgn large and mId-SIZed banks, Improved loan portfolIos, strengthened capItal pOSItIons, the
termmatlon of fmancmg of loss-makmg enterpnses through banks, and the lImIted number ofblue
ChIp customers avaIlable m the marketplace for banks

2Z See "Hungary EconomIC PolICIes for Sustamable Growth," IMP Occasional Paper 159, February
1998, pp 81-82
23 Other figures reduce thIS to as a low as about 75 firms m total
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Table 3 Money, Savings and Credzt Indicators

1990 1991 1992 1993 1994 1995 1996 1997

Money Supply Growth (%)

Broad Money/GDP (%) *
Year-end Base Interest Rate (%)

Commercial Bank Rates (Ft)

Interbank < 30 days (%)

3-nwnth T-blll (%)

One-year time deposit (%)

One-year loan (%)

Net Domestic Credzt/GDP (%)

olw Claims on Gov't

olw Claims on SOEs

olw Claims on PTlvate Sector

285
321
824
36 1

474

294
355
739
35 I

512

16 1
288
703
393

496

218

243
166
256
677
393

455

313

316

229
297
640
375

428

280

278

301
244
322
499
27 I

42 I
230

232
217

186
240
513
260

420*
205*

204*

194*

169*
210*
504*
249*

*Notes Rate figures are weighted average figures annualized at September 30 1997 broad money (M2) figures are
esumated for 1997, NBH base rate IS for September 15, 1997, net domesnc credit figures are estImates for 1997
Sources NBH EBRD, GECD

24 FIScal FIscal developments m 1997 showed an mcrease m the estImated defiCIt to GDP of
4 7 percent-eompared to 3 5 percent m 1996 Because of Hungary's tradItIOnal SOCIal
protectIon and the hIgh fiscal costs assocIated WIth such benefits, the government has sought to
reduce macroeconomIC weaknesses and put fmancmg on a sounder footmg VIa structural reforms
that take tIme to become effective ThIS approach was more loosely followed m the early 1990s,
whIch led to slgmficant defiCIts and erOSIon of macroeconomIC fundamentals Such trends
prompted a reversal ofpohcy m 1995, and smce then, fiscal pohcy has become more effectIve m
contammg defiCits Much ofthiS has resulted from the reductIon m SubSIdIes to loss-makmg
enterpnses VIa state-owned banks, the accelerated pnvatizatlOn of enterprIses and banks, and the
overall Improvement m the economy m 1997 PensIOn reform, mtroduced m 1997, IS also
expected to generate net savmgs to the budget m future years and decades However,
expendItures are stIll hIgh, as shown m the hIgher 1997 defiCIt It wIll be essentIal to mamtaIn
expendIture control as proceeds from prIVatIzatIon are comIng to an end A grOWIng economy
should help With revenue collectIOn, and thIS wIll asSIst the government m brIngmg the defiCIt
target down to the 3 percent range In the commg years Score 3+

• FIScal polley design and Implementation are currently focused on gradual reductIon of the fiscal
defiCIt m concert WIth a monetary pollcy that IS focused on a gradual reductIOn m the mflatIOn rate
Much ofthe mprovement m the fiscal pIcture smce the 1992-95 penod-when defiCIts to GDP ranged
from 5 5 percent to 8 2 percent--has come from expendIture controls resultmg from reduced
subsIdlZatlOn ofloss-makmg enterpnses, and a tIghtenmg of vaned forms of tax rehef 24 Overall
subSIdies as a percent of GDP have dImmlshed from 7 percent m 1990 to about 3 8 percent m 1995
96 2S However, much ofthe fiscal problem remams the expensive SOCIal welfare system, the reform of
WhICh has faced SIgnIficant polItical and JUdICIal opposItIon Costs are dnven up by comparatively
generous retirement benefits DefiCits are persIstent because efforts to tIghten welfare benefits or to
broaden the contnbutlon base have been rejected This has led to sIgmficant borrowmgs m the
secuntIes markets by the health and pensIOn funds Over tune, it IS expected that the recently adopted

24 For example, tax mcentlves for forelgn mvestors have been phased out except for mvestments m
poorer reglons
25 See EBRD TransltlOn Report 1997, p 83
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three-pillar pension system will eradicate many of the financial weaknesses embedded m the
traditional pay-as-you-go system However, for the moment, and untIl there IS a sustamed VIrtUOUS
crrcle, It wIll lIkely be difficult for Hungary to brmg Its fiscal deficit down to the EU target of3
percent of GDP

Data collection and accuracy offorecastmg are considered adequate Both revenue and expenditure
figures are reasonably close to target NBH monthly reports provide adequate disclosure ofthese
movements, and vanances when they occur

RegIOnal and global considerations are taken mto account m polIcy and plannmg Above all With
regard to fiscal polIcy, Hunganan offiCials are aware of the 3 percent fiscal deficit target that IS one of
the four key Maastricht cntena for Jommg the European Monetary Umon

Budgetary processes and procedures are stili generally centralzzed There IS some movement towards
municipal bond markets, but these are at the embryonIc stage nght now Local control over some
utIlities has been unplemented as part of the country's pnvatIZatlOn program Thus, there IS some
decentralzzatlOn, and the trend towards mcreasmg municipalIZation IS lIkely to contmue However, for
the tune bemg, most processes and procedures wIll remam centralIZed for the foreseeable future m thiS
country of 10 mIllIon people

CollectIOn oftax revenues IS based on farrly hIgh personal mcome tax rates as high as 42 percent, a
two-tiered VAT system (at 12 and 25 percent rates), and excise taxes on alcohol, tobacco and fuel In
1995, Hungary halved the corporate tax rate to a comparatively low 18 percent to reduce under
reportmg ofmcome, and to encourage greater complIance With payment requrrements However,
corporate complIance IS still questionable due to the high contnbutlOns requrred of companIes mto
payroll tax contributIOns for penSIOns, health, unemployment msurance and vocational trammg In
1997, these stood at 47 percent ofwages for enterpnse employers, and another 10 percent for
employees The dividends tax rate IS 20 percent Overall, central government revenues are estunated to
have nsen from 27 percent of 1994 GDP to nearly 34 percent of GDP m 1996 CollectIons may have
declmed m 1997 as a percentage of GDP, partly reflectmg the easmg ofsome rates combmed With the
mcrease m GDP The fiscal defiCit mcreased from 3 5 percent m 1996 to 4 7 percent m 1997 despite
reduced expenditures as a proportIOn ofGDP

NBH reports on a monthly basiS on publIc fmance This mcludes a vanance analySIS of actual and
targeted central budget figures, the fmanclal condmon and movements ofthe social security funds,
and the financmg requrrements ofgovernment m general The Monthly Bulletm ofStatIStics also
reports central government figures m a tImely manner

MIS for fiscal matters appear satisfactory based on data reported, and the overall Improvement of
fiscal matters smce 1996

Fraud and corruption were apparently a greater problem m the early and mld-1990s due to a declmmg
economy, higher corporate tax rates, admmlstratlve obstacles for hcenses and permits, and a more
general prevalence ofunderground economic actiVity The share ofthe unoffiCial economy m GDP
was estlIl1ated to range from 27-33 percent from 1989-95 26 WhIle there IS no defmltlve way to
measure the full extent of fraud and corruptIOn, It appears that problems are less severe today as a
result of lower corporate tax rates, an lIl1proved economy, nsmg mcomes, and fewer admmlstratlve
and bureaucratic obstacles for small busmesses

See EBRD TransitIOn Report 1997, p 74
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Table 4 Flscallnthcators

(Ft bIllion) 1990 1991 1992 1993 1994 1995 1996 1997 1998

Total Expenthture* 642 831 990 1,241 1,513 1,729 2,206 1,870

Total Revenue* 641 716 793 1041 1,191 1595 2,288 1,625

Budget Deficlt* 1 115 197 200 322 134 -82 245

General Fiscal Deficlt/GDP +04% 22% 55% 68% 82% 65% 35% 47% 41%

* Central government figures 1997 figures are through September 30, 1997

Source EBRD Credit SUisse First Boston

2 5 Exchange Rates Exchange rate pohcy has been relatIvely moderate, based on a gradually
dechnmg rate of devaluatIOn that has been announced on a daIly basIS smce March 1995 The
current account defiCIt was probably about 3-4 percent of GDP, and has narrowed consIderably
smce 1994 m absolute terms as well as m percentage terms of GDP Much of the growth
expenenced by the economy In 1997 was export-led In the machmery sector, suggestmg that
Hungary's exchange rate IS not an obstacle to exports to Western Europe Score 4-

• Exchange rate polzcy desIgn and Implementation have been based on a crawlmg peg formula smce
March 1995 ThIS formula sets a pre-announced dally devaluatIOn ofthe Ft agaInSt a basket of
currenCIes-m 1997, thIS consIsted ofthe DM (70 percent) and the US dollar (30 percent) The Ft
central rate IS devalued dally at a pre-announced rate CumulatIve devaluatIon IS 1 percent per month
withm a band of plus/mmus 2 25 percent Exchange rates at year-end 1997 for the dollar were Ft 204
There were Ft 110 to the DM at September 30, 1997

• Data collection andforecastmg have generally been consIdered strong Ifthere are weaknesses m
data collectIon, these have more to do WIth the level of"mformaI" sector activity WhICh IS not captured
m offiCial StatiStiCS However, m terms ofexchange rates, Hungary has not expenenced major shocks
of the sort experienced by currencIes m nelghbormg countrIes when the market perceIved that
currencies were overvalued The Ft has been convertible for most current and capital account
transactIons smce 1995-96 m preparation for OECD membershIp m 1996 These developments,
mcreasmg exports and dIrect mvestment, and lImIted "contagIOn" effects from ASIa or neighbormg
countrIes durmg penods of fmancial sector and economic cnSIS m 1997 suggest that Ft exchange rates
are reasonable under current CIrcumstances, and that data collectIOn and forecastmg have met
reasonable tests for accuracy There IS now lIttle dIfferentIation between offiCIal and market rates

• The crawlmg peg exchange rate polIcy IS adjusted to reflect movements m the DM and dollar, and
preVIOusly the ECU It IS expected that the Euro WIll replace the DM m the current basket of
currencies Thus, polIcy and units ofmeasure reflect Hungary's focus on regional and global
conSIderatIOns m the development and mIplementatIon of Its exchange rate polIcy

• Risk management practices are conSIdered satIsfactory No major open pOSItIons are allowed at the
banks NBH contInues to momtor bank portfolIo and lIqUIdIty measures to ensure that potentIally
destabI1IZmg pOSItIons are aVOIded Banks and companIes are thought to routmely hedge theIr foreIgn
currency nsk There IS some concern WIth regard to banks' off-balance sheet contmgencIes, although
no major problems have surfaced to date

• ForeIgn reserves were about $88 bIllIon at end 1997, about $1 bIllIon less than at end 1996 The
December 1997 figure equates WIth about five months ofmerchandIse mIports, down from earller
figures However, reserves for the time bemg are VIewed as satIsfactory, particularly m I1ght of the
reduction m debt smce 1994
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2 6 Balance ofPayments Hungary's balance of payments figures strengthened m 1997 due to a
reduced current account defiCIt, and further reductIon In external debt WhICh WIll save the
country future mterest payments and thereby help subsequent current account perfoIll1ance The
current account defiCIt narrowed on the strength of Improved export perfoIll1ance However,
Imports of mdustnal machmery were also hIgh WhIle accountmg for a current-year defiCIt,
these Imports should aSSIst WIth future effiCIency and competitiveness Score 4-

• Current account movement was favorable m 1997 Whde the country stIll had a defiCit on the order of
3-4 percent ofGDP, thiS was about half the absolute defiCit of 1994 when macroeconomic mdlcators
began to show senous problems ofmternatlonal competitIVeness Hungary showed strong export
performance, particularly m mdustnal machmery-automotIVe and hard disk dnve exports are Cited as
key contnbutors Imports ofmdustnal machmery also mcreased slgmficantly, yet thiS IS expected to
have a favorable effect on future economic performance

• The capital account was lIberalIzed m AprIl 1995, and thiS showed m the growmg proportion of
corporate foreign exchange depOSits From AprIl 1995, companies were not reqUIred to surrender theIr
export earnmgs for local currency Concerns about high mflatlon and the benefits of mterest rate
differentials from foreign currency depOSits led to higher foreign exchange depOSits However, smce
1996, local currency depOSits have mcreased as the crawlmg peg exchange rate polIcy has mcreased m
credibIlity, and as requIrements for the purchase offorelgn exchange for households have been
relaxed MeanwhIle, the capital account POSition has lI1lproved With the reductIOn m external debt to
about $25 blllIon It was as hIgh as $32 bIllIon at end 1995, and debt servIce negatIvely affected
current account performance Foreign reserves declmed by about $1 bIllIon m 1997, but are at levels
eqUIvalent to about five months of 1997 merchandise lI1lports

• PortfolIO flows have fluctuated smce 1993, With StatiStiCS mdlcatmg major mflows m 1994-95 but net
outflows m other years begmnmg m 1993 Currently, there IS money held m Hungary to take
advantage of comparatively high mterest rates In general, Hungary has benefited from a SignIficant
net mflow offoreign capItal for both long-term mvestment purposes, and short-term portfolIo
purposes

• Dzrect znvestment has been strong for years due to mterest from foreign mvestors Hungary has
enjoyed the highest FDI per capIta figures among tranSItIon economIes, at nearly $1,300 from 1989
96 27 Total FDI m 1997 was estlI1lated to be $2 bIlhon, WhICh would raise FDI per capita to $1,500
smce 1989 There 15 now lIttle future FDI to be derIved from prIVatIZation Thus, If It IS to come, the
next wave ofFDI wIll have to be for new ventures, or mcremental FDI m eXIstmg ventures

27 ThIS compares WIth $692 m the Czech RepublIc, $477 m EstOnIa, and $372 m SlovenIa Larger
countnes m the regIon have fared poorly Poland's FDI per capIta was only $140 durmg thIS penod,
although mcreases are expected from 1997 RUSSIa's FDI per capita was only $40 durmg thIS penod,
laggmg behmd oIl-producmg FSU states-Kazakstan, AzerbaIJan and TurkmenIstan See EBRD Transltlon
Report 1997, p 126
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Table 5 Balance ofPayments Indicators

1990 1991 1992 1993 1994 1995 1996 1997
Merchandzse Trade Balance ($ bn) 03 02 -01 -32 -36 -24 -26 -30
Cun-ent Acet. Balance ($ bn) 01 03 03 -3 5 -39 -25 -1 7 -19
RenuttanceslTransfers ($ bn) 07 09 09 07 09 1 1 09
Capital Account and Reserves ($ bn) 27 37 13 -03
PortfoliO Flows ($ bn) -03 08 02 -I 1 -13*
Direct Investment ($ bn)

olw Domestic

olw Foreign 03 1 5 15 23 1 1 45 20 14*
* Note FIgures for 1997 are from September 30 1997
Sources NBH, EBRD, OECD

37



ill BANKING STRUCTURE AND SYSTEM PROFn..E The HungarIan bankmg system IS
now vIrtually wholly prIvate In ownershIp, governance and management ForeIgn banks
(generally pnme-rated) and Investors control 30 of 44 banks, accountIng for about 75 percent of
capItal and assets After-tax earnIngs mcreased about 5 percent m 1997, and balance sheet
measures-eapital, lIqUIdIty-and qualIty IndIcators-loan portfolIo qualIty-are generally
favorable There has been a steady harmOnIZatIon of laws and regulatIons WIth mternatIOnal
standards to make the enVIronment conducIve to ongomg mvestment There IS eVIdence that
some of the strategIc mvestors are preparmg for more aggressIve strategies m retall bankmg, as
well as In non-bank financial actIVities WIth pressure on margms resultmg from mtense
competition, the ImplementatIOn of new strategIes and some measure of consohdation are lIkely
WhIle some thmk that Hungary IS "overbanked," there IS a lImited supply of credIt avaIlable In
the market Trends are favorable for mcreased lendIng to the corporate sector However, the net
outflow of funds from the banks to the government contInues to mamfest a dlsmtermediatlon
effect Households account for nearly 29 percent of fundmg for banks, yet receIve less than 4
percent of loans Score 4-

31 Overview Hungary's bankmg system now appears to be relatIvely well managed under a
new mcentive structure mtroduced In the early 1990s-based on BIS gUIdehnes for prudentIal
regulatIOns and mternatIOnal standards ofaccountmg-and SIgnIficantly remforced from 1995
on WIth the temllnation of government-financed recapItalIzatIOn programs, and a focus on the
attractIon ofstrategIC mvestment from foreign banks and mstitutIOnal mvestors Balance sheet
mdlcators were sound for the largest banks m mid-1997, most ofWhICh were part of the
monobank system 10 years ago After-tax. earnmgs Increased m 1997, although return measures
agamst assets and eqUIty mdicated some sluggIshness due to pressure on margms There IS
SIgnificant eVIdence of competItiOn for large corporate bUSIness, as mtermediation spreads have
dropped conSIderably from high levels m 1993-95 Upcommg challenges mclude management
depth and capacity as greater risks are assumed m the commg years WIthout government
ownership or guarantees, the strategic directIOn ofvarious bankIng firms under open and highly
competItIve condItIOns, the synergies achIeved from mvestment In retaIl bankmg and non-bank
servIces, and the overall level ofconsolIdatIOn that occurs In terms of both numbers offirms and
then respectIve finanCIal actIVities Score 4-

• There were 44 banks m Hungary m mId-l 997 The structure ofthe bankmg system shows heavy
mvestment from foreIgn mstltutlOns-30 banks were forelgn-controlled-and a segmentatIon mto four
groups-Iarge,28 large medlUm,29 small medlUm,30 and sma1l 3! Large banks generally have balance
sheets WIth values exceedmg Ft 100 bIllIon ($500 mIllIon), whIle large medIum banks' balance sheets
generally exceed Ft 40 bdhon ($200 mllhon) Their market shares (as mdlVlduaI banks) tend to exceed
3 and 1 percent, respectively The bankmg sector IS now almost wholly pnvately-owned At mId-1997,

28 Large Budapest Bank, CIB, CredItanstalt, K&H (CredIt & CommerCial), CEIB MHB (Hunganan
CredIt), MKB (Hunganan Foreign Trade), OTP (NatIonal Savmgs), and Postabank
29 Large MedIUm ABN Amro, General Bankmg and Trust, BNP-Dresdner, CItIbank, commerzbank,
lNG, Inter-Europa, Hunganan Bank for Investment and Development, Bank ofHunganan Savmgs
CooperatIves, Mezobank, and Umcbank
30 Small MedIUm Credit Lyonnals, Daewoo, European CommerCIal, Hypo-Bank, Konzumbank,
CItIzens, PK, and Westdeutsche Landesbank
3! Corvmbank, Deutsche Bank, Hanwha, Kvantum Investment, EXImbank, Volksbank, Merkantll,
IC, Nomura, Opel, Porsche, Rabobank, RakOCZl, and Realbank
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85 percent of bank assets were m pnvate hands The pnvatlzatlon ofK&H raises thiS figure Mld-1997
balance sheets showed Ft 4,087 blllion m value, or about $22 bllhon This means the average bank had
assets of about $500 million, the floor for the "large" clasSificatIOn and the ceIlmg for "large medIum"
banks

• CompetItIOn on the asset szde has been mcreasmg, mamly m corporate lendmg Margms have
narrowed as mtennedlatlon spreads have declmed-from 9 percent m 1993 to about 4 percent m 1996
97 32 Intermediation costs declmed m 1997 for two mam reasons (I) the mtenslficatlOn of competitIOn
among banks for blue chip customers, and (n) because overall loan quahty has Improved, pre-emptmg
the need for steadily mcreasmg levels of prOVISIons In the first case-mtenslfied competitIon, larger
banks had preViously mamtamed higher mtermediatlOn costs due to therr hIgher operatmg cost
structures, therr need for mvestment for future competItIveness, and therr nsk aversIOn under new
mcentIves after government-fmanced programs ended after 1994 Through 1996, It was medIum-SIZed
banks With lower cost structures and better loan portfohos that had a competItive advantage ThIS
prOVIded them WIth an OPPOrtunIty to pnce credit m a manner that generated market share and strong
earnmgs However, these advantages narrowed m 1997 as large banks' fmanclal conditIOns Improved
Thus, to recapture some lost market share, mtermedlatlOn costs declmed Loans to non-government
entltles33 as a percentage of total assets were more than 46 percent at mld-1997 compared WIth 44
percent at end 1996 Loans to the corporate sector were 31 percent of total assets m mld-1997,
compared WIth 29 percent at end 1996 34 Thus, there IS some eVIdence of proportIOnal growth m
lendmg to the corporate sector Meanwhile, loans to the central budget and reserves placed WIth NBH
accounted for nearly 36 percent oftotal assets at mld-1997, down slgmficantly from more than 42
percent at end 1996 ThIs suggests that there has been a shght movement away from government
secuntles towards lendmg 3S In the second case-Improved loan quahty, prudent (nsk-averse) loan
practIces and safe returns from mvestments m government secuntles at larger banks have now led to
nsk-ad]usted capItal levels that are adequate by mtematlonal standards Nonperfonnmg loans as a
percent of total decreased from a high of29 percent m 1993-after new accountmg standards and
regulatIons were put m place-to about II percent at mld-1997 This Improvement m loan quahty has
generated better earnmgs m recent years, and prOVIded these banks With the reserves needed to
entertam the posslblhty ofmcreased lendmg at lower rates

• Banks and regulators will need to momtor exchange rate nsk At September 30, 1997, Hungary's
banks had $1 3 bilhon m net exposure (loans less deposits) to enterpnses m foreign currency loans
This approxImated 50 percent of capital Local currency exposure to enterpnses was nearly Ft 500
bIlhon, or double the net foreign currency lendmg exposure to the enterpnse sector

• Significant concentratIon remams on thefimdmg (depOSit mobIlizatIOn) Side OTP and Postabank
two of Hungary's largest banks-along With the smaller savmgs cooperatives account for an estImated
80 percent of household depOSIts held WIth banks Household depOSIts account for more than 28
percent of total bank fundmg, almost all of It short-tenn Particularly m the case ofOTP and the
savmgs and loan cooperatives, therr POSItions m depOSit mobIlizatIon are expected to be strengthened
from 1998 when wage payments for pubhc sector employees are wrred drrectly mto employee bank

32 For some blue chip customers, banks have lowered therr spreads to less than°2 percent, and m
some cases even prOVided negative spreads to obtam or retam market share
33 ThIS mcludes corporations, households, foreIgn exchange transactIOns WIth non-reSIdents, and
mterbank loans
34 By contrast, about 72 percent of large banks' loans at end 1993 were to corporate customers,
mamly state-owned enterpnses However, many ofthese loans would be wntten off by today's regulatory
requrrements This would reduce the proportion If measured m the same way
3S Broad money supply IS reported to have not grown m any Significant manner m 1997, m keepmg
With Hungary's somewhat restnctlve monetary pohcy Thus, mcreased 1endmg resulted from a
reconfiguratlon of portfohos, rather than from Significant mcremental resources However, this could also
SIgnal a shght easmg ofmonetary pohcy--such as a shght declme m mandatory reserves
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accounts Thus, there IS substantial concentration m terms of depOSits, some of WhICh wIll be
remforced m 1998 However, m the long term, It can be expected that mcreasmg bankmg sector
competItiOn-as reflected m the pressure on margms-and the doubtful condItIon ofPostabank wIll
lead to mtenslfied efforts to reduce these concentrations

• In terms of coverage, there has been slow movement by banks to mcrease lendmg CredIt to
enterpnses now accounts for about 31 percent of total assets, up from 29 percent at year end 1996 and
27 percent at end 1995 MeanwhIle, there IS stIli slgmficant "Iendmg to" and "mvesttnent m"
government The combmed total ofasset exposure to the central government budget and NBH
accounted for 36 percent ofbank assets at June 30, 1997 This compares WIth 42 percent at end 1996,
and probably higher rates m 1995 36 Thus, whIle the macroeconomy has unproved, the fiscal defiCIt
contmues to need fmancmg, attractmg resources that mIght otherwIse have been placed m loans to
enterpnses This IS partIcularly problematIC for companIes that need mvestrnent fmancmg for duratIons
that exceed one year More recently, five-year government mstrurnents were mtroduced mto the
market However, the vast maJonty of Hungary's nearly 800,000 or so enterpnses have dIfficulty
accessmg any bank fmancmg, let alone term Ft fmancmg As for expanded retaIl servIces, there
appears to be movement m thIS drrectIon Some banks have mvested m systems and ATMs to compete
WIth the current advantages enjoyed by OTP, Postabank and the savmgs cooperatIves 37 It remams to
be seen how these strategies unfold, partIcularly as entry mto retaIl IS now open to banks WithOut a
headquarters operation m Hungary MeanwhIle, there are more focused strategies m place In some
cases, banks are more lIke captIve fmance companies provIdmg commerCIal credIt to consumers and
leasmg companIes to stunulate automotIve sales In other cases, they have a sector (Rabobank m
agnculture and agro-processmg) or regIonal (RakOCZI) focus In yet other cases, "small" banks m
Hungary are qUite large m mtematlOnal markets-Deutsche Bank, Hanwha, Nomura-suggestmg they
have more ofa nIche focus m the Hunganan market that IS more service-onented, and does not
mvolve much asset exposure

• In terms ofjinanclal statement mdlcators and contmgencIes, banks are far more profitable than they
were a few years ago WhIle costly, the recapItalIzatIOn schemes of 1993-94 replaced banks'
nonperformmg loans WIth government paper, and prOVIded banks WIth suffiCIent capItal to prOVIsIon
for losses and wnte off nonperformmg loans Eammgs and capItal have mcreased and been
strengthened by subsequent pnvatxzation via strategIC mvestment, the mtroduction ofbetter lendmg
practIces, the observance of stncter prudentIal regulatIons, and unprovement m enterpnse sector
performance As part of thIS "vIrtuous crrcle", eammgs are further bolstered by the vastly Improved
qualIty of bank loan portfohos At mId-1997, 10 9 percent of loans were "quahfied" or problematIC,
compared WIth 12 5 percent at end 1996 and 28 5 percent at end 1993 Only 3 2 percent were doubtful
or bad at mId-1997, compared WIth 4 I percent at end 1996 and 22 percent at end 1993 Thus, m terms
ofoverall qualIty, loan portfohos have steadIly Improved smce 1993 Consequently, as a percentage of
total loans, prOVIsIOns have steadIly declmed as a percentage oftotal loans These were only 2 7
percent m mId-1997 and 36 percent at end 1996, compared WIth 15 percent at end 1993 There IS a
nsk that banks are under-provislonmg However, capItal IS strong as IS the economy, and many banks
are emergmg from a recapItalIzatIon phase m WhICh they have cleaned up therr portfohos Thus, the
nsks do not appear to be major m the short term

36 ReceIvables from NBH and government secunties alone were 38 percent at end 1995 ReceIvables
from domestIc customers mclude loans extended to local governments and budgetary mstitutlOns, but these
are not separated from pnvate customers Thus, It IS dIfficult to dlSaggregate data and asSign shares
37 These mclude Magyar Hitel (ABN-Amro), Budapest Bank (GE CapItal), and Creditanstalt The
recent purchase ofK&H by a combmatIon ofbank and msurance companies from BelgIum and Ireland,
respectIVely, pomts to a retaIl strategy for the bank's ISO branches Such a bancassurance combmatIon
mIght also prompt a retaIl strategy from !NG over tIme Other banks are explonng these pOSSIbilIties as
well, particularly given the restncted SIZe ofthe blue chip market m Hungary
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• In terms offundsflows, banks' fundmg sources are pnmanly short-term from household and corporate
sources, whIle nearly half of all bank resources flow to the central budget and to NBH The end
1996/mid-1997 habihty structure (fmancmg sources) for banks showed (i) about 69 percent of total
fundmg from short-term sources, mamly households (26 percent), corporate (17 percent) and non
resident (almost 10 percent) sources, and (n) about 25 percent from own funds (11 percent) and long
term depOSits and placements from varied sources MeanwhIle, comparable asset structure figures
showed (i) about 55 percent ofasset exposure on a short-term basiS, about evenly divided among the
corporate sector (18 percent), the central governmentINBH (17 percent), and other parties, and (n)
long-term assets of about 45 percent, largely to govemmentINBH (I9 percent), the corporate sector
(12 percent) and other parties The mterbank market accounted for 6-8 percent oftotal exposure durmg
thiS penod Many banks have borrowed from banks abroad mstead of from the local market to take
advantage oflow spreads-below 20 basiS pomts above LIBOR m late 1997 LikeWise, many of
Hungary's blue-chip finns have obtamed fmancmg from the mtemational syndicated loan market
where they have gotten more favorable rates, longer maturIties, larger amounts, or fee-based features
to customiZe theIr management ofpncmg, mterest rate and exchange rate nsks

• Ratmgs on Hunganan banks are generally tied to therr predommantly foreign ownership For example,
Moody's rates the SiX largest banks

• Hungary's banks have excellent correspondent networks and payments systems are conSidered
effiCient

32 OwnershIp The bankmg system m Hungary IS now about 75 percent owned and controlled
by foreign banks and mvestors Assets, credit and capital are now predommantly forelgn
controlled Only the depOSit base IS still concentrated m predommantly non-foreign mstitutlOns
Such foreign dommance has been a conscIous pollcy of the government smce 1995 to mtroduce
Improved governance and management, to achieve sustamed capital growth based on strong
asset quallty and earnmgs, and to externallze potential lender of last resort requIrements The
degree of foreign ownership m the bankmg system IS umque for the regIOn, and differentiates
Hungary from most countries In the world Score 4+

• In mid-1997, there were 44 banks, ofwhich 30 were foreign-controlled Foreign ownership shares
(registered capital) mcreased from 12 percent m 1993 to 55 percent m mld-1997 With the
pnvatization of K&H m July 1997, foreign ownership likely exceeded 70 percent by end 1997
Foreign mvestment mcludes mvestment m several ofthe largest banks which are remnants of the old
monobank system-QlP (savmgs), MKB (foreign trade), K&H (agnculture), MHB (chemicals and
machme-buIldmg), Budapest Bank (coal mmmg and constructIOn), and Postabank (retall savmgs) The
share of assets under foreign or Jomt ownership has nsen from 15 percent m 1994 to an estimated 70
75 percent by end 1997 Foreign ownership of the bankmg system-which separates Hungary from
vIrtually every country m the world-has resulted from accelerated pnVatIzatlon, the eXit ofweak
performers, and a faster mcrease m capital growth by mid-SIZed foreign banks than Hunganan ones
All three of these developments have resulted m about 40 percent of bankmg sector capital bemg held
by foreign banks, and another 35 percent or so held by foreign mstltutlOnal mvestors This mcludes
mmonty shares ofOTP (through publIc share offermg to foreign fmanclal mvestors) plus maJonty
shares m MKB (Bayensche Landesbank Grrozentrale), Budapest Bank (GE CapItal), MHB (ABN
Amro), and K&H38 (Kredletbank, Insh Life, EBRD) Foreign mterest m the Hunganan bankmg sector
has been motivated by demand from foreign flmls operatmg m Hungary, strategies to establIsh
Hungary as a platform for bankmg operations mthe region (as With other finanCial services firms), and

38 Technically, these are mmonty shares However, mcremental mvestment on top of the mltial $30
mIllIon IS expected to raise the combmed stake ofKredietbank and Insh Life to 56 percent ofK&H
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to push mto the retaIl market from 1998 on

• Of44 banks, 14 are predommantly domestic banks These banks account for about 25 percent of assets
and about 30 percent oftotal bankmg capital The deposIt base is also high due to the near monopoly
on household savmgs Postabank IS the last remammg major non-pnvate bank, WIth 35 percent
ownership by the state pensIOn and health funds, 10 percent by the Austnan postal system, 8 5 percent
by the state electncity company, 7 percent by the HungarIan postal system, 6 percent by a local
government,5 percent by Generah, and the remamder by management and mdlviduals OTP's state
ownershIp has been reduced to a "golden share" The other domestic banks are generally pnvate-m
mid-1997, about 70 percent of domestic ownership was compnsed ofcompanIes and mdlVlduals,
accountmg for about 20 percent of total bankmg sector ownershIp at end 1997 The socIal secunty
funds still account for about 5 percent of ownershIp m the bankmg system There are also 256 savmgs
and loan cooperatIves

33 Governance and Management There IS a perceptiOn of two levels of governance and
management 10 Hungary, m both the finanCIal and the real sector The first applIes to the larger
blue ChIp operatiOns, largely foreign-controlled, that operate accordmg to recommended
mternational standards and gUidelmes ThIS would mclude the prIme-rated banks and msurance
companIes that have establIshed operatiOns 10 Hungary, along WIth the HungarIan companIes
lIsted on the BSE The second apphes to the vast maJonty of HungarIan enterpnses that are
disconnected from thIS blue-chIp sector, and which are reported to operate m a manner WhICh
reflects weak governance-a prevalence of connected and mSlder transactiOns-and sometImes
poor management-noncommercIal decisIons whIch weaken the value ofthe firm m the long run
for the sake of short-term polItIcal or other gams Over tIme, the second group IS lIkely to move
m the dIrection of the first as new accountmg standards are put m practIce, as they seek
addItiOnal eqUity m theIr busmesses, and as they attempt to obtam debt financmg from banks and
other finanCIal mstltutlons However, for now, the perceptIon ofweak governance and
management explams why many HungarIan enterpnses find It dIfficult to obtam bank financmg
In the bankmg sector, there IS a perceptiOn that governance IS strong at the prIme-rated
mstltutions due to overSIght from parent companIes and mvestors, and that thIS IS servmg as a
catalyst for Improved governance at other banks There IS a perceptiOn that management IS
strong at OTP, although the governance structure IS Viewed as somewhat dIluted and potentIally
weak At Postabank, governance IS Viewed as weak, and management IS VIewed as polItIcally
connected ThIs IS clear from the Ft 33 5 bIllIon receIved from varIous government entItIes, and
the Ft 12 bIlhon guarantee receIved from the Mmistry of Fmance Movement towards mcreasmg
transparency and dIsclosure WIll be reqUIred for mcreasmg 1Otegratlon between the blue chIp and
non-blue chIp sectors For the tIme bemg, the trend towards Improved governance and
management IS favorable StrategIC mvestment helps, and overSIght from foreIgn regulators and
board members prOVIdes added comfort However, there IS a sense that foreIgn mvestment
automatIcally externalIzes much of the rIsk and responsIbIhty assocIated WIth governance and
management standards ThIS IS partly true, but does not exclude the pOSSIbIlIty that foreIgn
owners and board members WIll themselves make senous mIstakes that can have an adverse
Impact on the Hungarian economy For thIS reason, a more active and reCIprocal approach w111
be needed to prOVide hIgher levels of confidence that governance and management are
satIsfactory and strong Score 3+/4-

• Accordmg to the Company Law, the legal process for fonnmg and reglStermg a company m Hungary
IS straIghtforward and takes one to three months There are clear gUIdelmes for types of corporate
structure, and the general oblIgations of dJTectors There are also restnctlons on mSlder dealmg of
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shares m pubhcly lIsted companIes The Bankmg Law elaborates requIrements expected of banks'
boards and management teams, and specifies mmunum capItal reqUirements for a universal bankIng
hcense

• Cross-ownershrp IS now permItted as legal bamers to unIversal bankmg were lIfted m January 1997
Bankmg and non-bankmg legIslation have been reconciled to provIde a coherent set ofgUldelmes for
complIance WIth relevant prudentIal regulations For mstance, the Law on Secuntles references the
Bankmg Act and specIfies "credIt mstitutlons" on numerous occasIOns With regard to large
exposures/nsks, tradmg book requIrements, and reportmg and supervlSlon The general rule IS that
Hungary's ownership, governance and management standards are harmonIZed With EU dIrectIves to
ensure early entry mto that market, as well as to comply WIth membership requIrements for OECD
countries

• Mmorzty shareholders are m a weak position under the law CompanIes are not requIred to send proxy
forms to shareholders m advance ofmeetmgs, although shareholders can vote by proxy Nor are there
preemptIve nghts on the Issuance of new shares Thus, a mmonty posItIon could be easJly dIluted on
non-commercIal grOlmds At the same time, there has been sIgmficant foreIgn mvestment, mcludmg
mvestment as mmonty shareholders mJomt ventures Enhanced protectIOn ofmmonty shareholder
nghts can be expected as a precondItIon for expanded breadth and depth of capItal market actlVlties
overtIme

• Governance m the bankmg sector has Improved m prmciple With the entry of pnme-rated foreIgn
banks ThIS has detached most of the banks from the state, and permItted market dlsclplme and
commercIal decISJon-makmg to gUide the desIgn and ImplementatIOn of banks' strategIes The entry of
prune-rated foreIgn banks has also brought WIth It the benefit of management know-how, unproved
mformatlon systems, market lInks, and polICies and procedures for unproved overslght of bank
management Directors are required to perform theIr duties m good faIth, aVOId self-dealmg, and
dIsclose their own personal mterests m any matenal company- or affilIate-related transactIOns
accordmg to the Company Law More strmgent requirements are m place m bankmg legislatIon, both
m Hungary and m countrIes of ongm ofthe foreIgn-controlled banks However, there are still
weaknesses that wIll take tIme to remedy Foreign banks stJll lack famIlIarIty WIth the Hunganan
market, and most foreIgn bank managers do not speak Hunganan Among the larger banks that have
recently been acquired, those banks are stIlI mtroducmg new systems They have yet to test these
systems and procedures WIth SignIficant nsk-takmg actiVItIes Among the banks WIthOUt SIgnIficant
strategIC foreIgn mvestment, OTP IS conSIdered to have strong management However, Its ownershIp
structure IS dIluted, It stJlI has non-pnvate owners, and the future nsks to be assumed m retaJl bankmg
have not yet been fully faced Far more grave IS the status ofPostabank-where both governance and
management are suspect In many ways, Postabank represents a deja vu of the state-owned bankIng
system There IS a lack of confidence m the bank, which prompted a Ft 2S bIllIon rIm on Its depOSIts m
early 1997 Efforts to obtam needed lIqUIdIty and to recapitalIze under market conditIOns have faded
ThIs has led to government fmancmg (through SOCIal secunty funds, state companIes and the
pnvatIZation agency) and guarantees (from the Mmlstry ofFmance), whIle pnvatIZation or lIqUidatIon
have been rejected to date as SUitable options

• There are no restrIctIons on compensatlon--salanes and benefits-of bank dIrectors, managers and
employees However, there are requIrements for general reserves m fmancial mstitutions from after
tax profits pnor to the dIstrIbutIon ofdIVIdends LikeWIse, as a move to strengthen supervISIon, CIvIl
servIce constramts were recently removed on employees at HBCMS ThIS should permIt the agency to
attract and retam greater numbers ofmore qualIfied people for fmanclal sector regulatory overSIght

3 4 Non-Bank CompetItIon There IS bmlted Ifany competition for banks lD the fmancla]
servIces mdustry Brokerage fIrms, lDvestment houses, and lDsurance companies attract some
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resources, promptmg some dlsmtennedlatlOn However, with new legislation, banks are free to
enter non-bank activities, and they have Likewise, non-banks are pennltted to enter bankmg as
long as they comply with bankmg regulatlOns It IS expected that over time, there wIll be a
consolIdation offinancial services company shares of assets and depOSits whIch would cut across
tradltlOnal "bank" and "non-bank" classIfications However, thIS Will take time In the mtenm, It
IS not expected that there Will be significant competItIon with banks from non-bank mstItutlOns
Score 3+/4-

• There were 256 savzngs and credlt cooperatzves m mld-1997 Therr total assets and depOSits are not
considered large relative to the bankmg system However, they do provide extensive retail coverage
for safekeepmg of depOSits and payments of wages and benefits New legislatIOn regulatmg mortgage
credlt mstltutlOns and the Issuance of mortgage bonds was passed m Apnl 1997, although there IS
lImIted mortgage activity-this IS a contnbutmg factor to lImited long-term lendmg by banks on a
secured basiS to the enterpnse sector

• CapItal markets actiVity m Hungary IS focused on the Budapest Stock Exchange (BSE), which has
been active smce mld-1990 under the eXlstmg market-based framework In early 1998, BSE had 53
equity secuntles lIsted compared With 45 about one year earlIer Market capltahzation was estimated to
be about 15 percent of 1997 GDP-up from only 5 percent m 1995 As ofmld-1997, there were 33
fund managers, 77 mvestment frrms WIth a full hcense, 21 firms WIth a hcense to broker, and one
mvestment company In many cases, these finns were assOCIated With banks BSE has long been
heavdy weIghted towards government secuntles due to deep fiscal defiCIts-state bonds and treasury
bIlls accounted for 54 percent of 1996 capItahzatlon, although thiS was down from 63 percent m 1995
"Crowdmg out" of pnvate mvestment has prompted a number ofHunganan flnns to hst on exchanges
abroad, mamly m the U S and Western Europe Blue-chip Hunganan companies have also tapped the
mternatlOnal syndicated loan market Entry to the OECD m mld-1996 led to a Significant mcrease m
actlvlty-m 1996, eqUItIes turnover was up 460 percent, spot tradmg mcreased by 350 percent, and
tradmg m government secuntIes was up nearly 300 percent ForeIgn mvestors account for 70-80
percent ofBSE turnover

• In addItion to BSE, there IS also the Budapest CommodIty Exchange for agncultural commodities and
fmanclal contracts The latter are mamly foreign exchange futures At end 1996, the value of
mstitutIonal mvestment was Ft 360 bl1hon (5 percent of GDP), or about $2 2 billIon at year-end
exchange rates Value was mamly from msurance companies (about 60 percent), mvestment funds
(about 30 percent), and pnvate pensIOn funds (about 10 percent) There were 82 members m early
1997

• In 1997, Hungary adopted legIslation transformmg Its pay-as-you-go pensIOn system to a three-pillar
system PreViously, the pay-as-you-go system was supplemented With pnvate voluntary pension
funds39-the thrrd pIllar m the new program-which were permitted startmg m 1993 (To date, as a
result ofdefiCits, the funds have been net borrowers from the capital markets, as has the government as
a whole In mld-1997, therr asset value was about Ft 35 bIlhon, or about $190 mIlhon, a relatively
small level ofassets that Imuts therr role as mstltutIonal mvestors m the markets 40 It appears that therr
money IS pnmanly mvested m the BeE 41) The new system establIShes a second pillar to the pensIon

39 Pnvate pension funds can be organIZed on a regIonal, sector, or company basIS
40 There were an estImated 200-300 ofthese non-state funds, thus average assets were about Ft 175
mdhon at the most, or about $1 mllhon In addItion to therr small SIZe, there were concerns expressed about
fundamentals such as safekeepmg-thrrd pIllar funds are not requrred to use banks or other hcensed
fidUCiaries for custodIal servIces of funds collected
41 BCE value was Ft 360 billIon at end 1996, of which about 10 percent was placed by pnvate
penSIOn funds
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fund scheme-mandatory contrIbutions to regulated but pnvate penslonfunds42--to go along with the
fIrst and thrrd plliars (mandatory contnbutlOns to state funds, and voluntary contnbutlOns to prIvate
funds, respectIvely) Over tIme, tlllS IS expected to strengthen prIvate savmgs-mandatory
contnbutlOns are expected to be I 2 percent of GDP m 2000 and 2 3 percent m 2003-and to reduce
the fIscal dram of chromc defIcits mcurred by the state-run social securIty funds (frrst pillar) However,
the new system wl1l mclude tightened ehglbllity cntena for the frrst pillar, and a thrrd ofall mandatory
contnbutlOns wlll flow mto the mandatory second pillar It IS also possible that there Will be an mltIal
capital outflow from the relatively small and questionable tlmd pillar funds due to tighter regulatory
oversight of second pillar funds-"fIt and proper" management, and conservative mvestment
gUldelmes for safety and soundness Second pillar pnvate funds are lIkely to emerge over tIme as
slgmfIcant mvestors Once thiS occurs, larger thrrd pillar players are expected to emerge as well, but
tlllS wIll depend on nsmg mcomes, the margmal propensity to save, and demonstrated management
and soundness of prIvate tlurd pIllar funds

• There IS SignifIcant Insurance sector actiVIty m the Hunganan market As m the bankmg sector,
Hungary has succeeded m attractmg prIme-rated strategic mvestors from abroad Major msurers WIth
foreIgn ownership mclude Hungana Insurance (Alhanz ofGermany), Aegon (the NetlIerlands),
ProvIdenCIa and Generah (Italy), Natlonale-Nederlanden (ING ofthe NetlIerlands), and Ahlco (AIG of
the US) OTP Guarancla (owned by OTP Bank) IS tlIe mam HungarIan msurance frrm WIthout foreign
ownership HungarIan msurance frrms were among tlte frrst to be pnvatlZed A new msurance law
conSIstent With EU standards became effectIve at tlte begmnmg of 1996 TIus led to the estabhshment
of an mdependent regulator, empowered WIth sIgmfIcant authonty to mtervene when necessary As
mstItutlOnal mvestors, they playa predommant role on tlIe BCE 43 In the future, It IS antICIpated that
some banks mIght mtensIfy tlIerr actIVities m msurance-barners to universal bankmg have been
scrapped, bancassurance offers retall synergies, and mcomes are nsmg-wlth OTP and ING already
structured to prOVide such services, and tlte IIkehhood that K&H w111 also move m tltlS drrectlOn In
1996, revenues from msurance premIUms among the 12 largest msurance companIes were Ft 146
bl1hon ($1 bllhon), of which tlIe frrst fIve had 89 percent of total revenues There IS some
segmentatlOn, WIth motor msurance accountmg for about 37 percent ofrevenues (mostly Hungana,
AB-Aegon and Provldencla), hfe about 32 percent (mostly AB-Aegon, Provldencla and NatlOnale
Nederlanden), and property about 22 percent (mamly Hungana, AB-Aegon, Provldencla, and OTP)

42 Investment guldelmes for mandatory contnbutlons mclude the followmg lImIts (I) 30 percent
may be held m category A stocks-hlghly lIqUId, blue-chIp--hsted on BSE, (II) 20 percent may be placed
m bank-guaranteed domestIc bonds, (Ill) 5 percent may be placed m foreIgn bonds, (IV) 10 percent may be
placed m foreIgn eqUItIes Issued by frrms regIstered m OECD countnes, nsmg to 20 percent after 2000
There are no lImIts on holdmgs ofgovernment secuntIes
43 The msurance sector IS tile leadmg mvestor m BCE, accountIng for about 60 percent of that
exchange's capItalIzatIon Values were about Ft 210 bIllion m 1996, or about $ I 3 bl1hon at year-end 1996
exchange rates
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS The
Hunganan bankmg system IS generally strong based on finanCIal mdicators, but wIll need some
tIme operatIOnally before It IS consIdered "world class" The trends are favorable, due largely to
the attractIon of pnme-rated strategIC mvestors after the recapItalIzatIOn and consolIdatIon
programs through 1994 CapItal IS strong, and asset qualIty IS good liqUIdIty IS somewhat
constramed by monetary polIcy, but IS becommg more avaIlable Markets are functlomng well
mterbank as well as non-bank-wlth mcreasmg access to mternatIOnal funds (banks and non
banks), and rIsmg capitalIzatIOn and turnover 10 the capital markets Overall, the trends are
favorable, and have been smce 1995-96 However, several questIons remam WIth regard to (1)
the persIstence of hIgh mflatIOn rates and contmued dIsmtermediatIOn effects resultmg from
fiscal deficIts, (11) Tlsk management capacIty as bank asset structures grow and take on more and
dIverse nsks, (111) the sustamabIhty of earnmgs as banks adjust theIr fIsk tolerances and venture
mto activitIes m whIch they have lImIted expenence-Hunganan banks from a product
standpomt, and foreign banks from a local market standpomt, (IV) the abIlIty to more fully
mtegrate the non-blue chIp sector mto the export-led part of the economy that IS growmg, (v) the
wIIlmgness of mId-SIzed compames to adapt to mternatlonal standards of transparency and
dIsclosure to obtam added financmg, (VI) the abIlIty of regulatory authontles to momtor for fisk
m portfohos that can potentIally lead to adverse effects on the local economy, and (vu) the
overall abIlIty to adapt to rapidly acceleratmg changes m the global marketplace, mcludmg
potential capItal outflows How these questIons are answered Will go a long way m determmmg
how qUIckly Hungary closes the stIII WIde gap m mcomes WIth most ED and OBCD members
The trends m Hungary are broadly favorable, partIcularly when compared WIth the performance
ofmost countrIes emergmg from excessIve state controls However, the next several years WIll
test the abIlIty of the bankmg system and financial sector to transform Hungary from a
"transItIon" or "emergmg" market to one whIch IS on an IrreverSIble course towards prosperIty
and ongomg competItIveness Score 4-

41 Capital Adequacy Management practIces have been conservatIve and prudent smce 1995,
focusmg on recapItahzation and restructured balance sheets PortfolIos are stIll heavIly weIghted
towards government securItIes-whIch are zero rIsk-weIghted accordmg to BIS Although 1997
wItnessed some ShIft mto mcreased lendmg to corporate customers and reduced "lendmg" to the
central budget, loans are generally to blue chIps Reserves are hIgher than reqUIred to meet the 8
percent mmlmum fIsk-weIghted capItal reqUIrement As portfolIos shIft to corporate loans
whIch are 100 percent fIsk-weIghted-thIs wIll lead to some capItal adequacy adjustments
ExpanSIOn mto retaIl actIvIties for those planmng to pursue that market WIll also reqUIre capital,
both for mvestment as weII as for some ofthe rIsks assOCIated WIth thIS expanSIon (e g,
commerclallmstallment credIt) PrelImmary unaudIted statements show "own funds"--or TIer I
capItal to assets-at nearly 10 percent at end 1997, agamst 8 8 percent at end 1996 Subordmated
loan capItal m both years added another 1 7 percent at mld-1997 and 1 6 percent at end 1996
Extraordmary capItal mJectlons can no longer be expected from much addItIOnal pnvatIzation
actIVIty From thIS pomt forward, capItal adequacy wIll be sustamed by retamed earnmgs, asset
qualIty and SIZe, and the abIhty to float shares or obtam eqUIty from other sources Score 4

• The methodology for calculatmg capital adequacy ratios as well as capItal targets are conSIstent WIth
EU and Basle standards m Hunganan banks The prune-rated foreIgn-controlled banks WhICh populate
the Hunganan bankmg sector follow these standards as a matter ofroutme Hunganan banks have
lIkeWIse followed Basle standards smce January 1992-legislation mtroduced at that tIme set the legal
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foundation for new accountmg standards, which prompted recogmtIOn of loan losses and ultImately
prompted the restructurIng, recapltahzatlOn and pnvatIZatIOn of banks WhIle the banks wIll need to
shift therr nsk weights as they lend more and mvest less proportIOnally m government secuntles, most
banks are generally considered strong on a capital baSIS

• Hungary has been extraordmary smce 1995-96 m Its pnvatIzatlon of the bankmg system by attractmg
strategic foreign mvestors Foreign ownership now accounts for about 75 percent of the bankmg
system TIus strategy was mtended to estabhsh clear ownership structures, prOVide SUitable mcentlves
for effective governance and management, mtroduce needed mvestment mto systems, and generally
establIsh a competitive bankmg system to meet the needs ofa growmg economy The fmanclal
restructurmg appears to have been accomphshed The next challenge IS the operational and nsk
management Side as banks mature mto market-based mstltutlOns able to manage nsks under
competitive conditIOns

4 2 Asset Quallty Asset qualIty appears to have Improved and overcome many ofthe hurdles of
earlier years when large loan losses undermined earnings Bad loans are but a fraction of earlier
talhes-2 1 percent In mld-1997 and 2 7 percent at end 1996 against 13 7 percent at end 1993
ProvIsioning for loan losses declined In absolute Ft terms as well as on a percentage basls
down 34 percent In 1997 compared With 1996 ThiS could represent under-provislomng,
particularly as competitIOn has Increased and put pressure on net Interest margins However, the
rIsk-averse practices of the last two years-limited lendmg, Investment In government
secuntles-suggest that banks were likely not under-prOVISIOnIng In 1997 However, some
adjustments In prOVISIOning will likely be reqUIred from 1998 on as greater flsks are assumed In
a WIder range ofactiVItIes Score 4

• Hungary's laws and regulations address large exposures connected/relatedparty/mslder lendmg
nonperformmg loans mterest accruals provlslonmg and exposure llmlts These are basically
conSIstent WIth Basle and EU guldelmes, and are reconcIled across laws (bankmg, secuntIes) to
account for universal bankIng practIces Thus, large exposures and nsks are consolIdated to mclude
credIt, secUfltles and other potential nsks

• There IS favorable tax treatmentfor loan loss provlslomng PrOVISIons are treated as pre-tax expenses
Current regulatIons requrre that banks prOVISion agamst clasSIfied loans as follows (I) to-be-watched
at 0-10 percent, (n) substandard at 11-30 percent, (111) doubtful at 31-70 percent, and (IV) bad at 71
100 percent ProvlsIonmg declmed m 1997, although thIS may be justified relatIve to asset qualIty
However, there IS the nsk that provlSlonmg was msufficlent, as It was below the upper bound ThIS
WIll have to be mOnItored m the futllfe, particularly due to the mtensIficatIon ofcOmpetItIon, the
declme m net spreads, and reduced return ratIOS agamst eqUIty and assets compared to pnor years

4 3 Management One of the malO reasons for attractmg strategIC Investors mto the bankIng
sector was to Improve governance and management Based on Hungary's success In attractIng
pnme-rated Institutions, management IS lIkely one of the strongest elements of the Hunganan
bankIng sector However, thiS IS stIll a penod of Investment and transformatIon In Hungary The
acqUISItIons of large banks generally occurred In 1996-97, and Investment m new systems,
traInmg of staff, and adaptatIon to new standards and procedures are stIll underway In additIOn,
unIversal banking presents a multitude ofnsks that need to be properly managed and
coordmated to contain destabIlIZing developments and systemic rIsk Score 3+/4-

• Some of the mam ISsues facmg banks from 1998 on wIll be therr abIlIty to generate sustamable
earnmgs m a more competItIve envrronment m which pressure on margms IS mcreasmg Thus,
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Improvements m asset qualIty plus asset growth wIll be needed, partlcularly for banks that have
mvested m hardware, eqUIpment, personnel and systems These banks wIll need to spread these and
other operatmg costs over tune and assets to generate mcreased returns and margms Some ofthIS may
be obtamed by mcreasmg exposure to more dynamIC mid-Sized enterpnses, or from generatmg
synergIes from non-bank companIes (e g , mvestment and brokerage actIVIties, msurance sales, real
estate mvestment, venture capItal) This may also come from provldmg needed retaIl servIces, WhICh
can reduce fundmg costs and serve as a convement lead mto fee-generatmg servIces Managmg these
ongomg busmess challenges m a changmg enVIronment m WhICh mid-SIzed and smaller companIes are
stIli frequently untransparent, capital IS mcreasmgly mobIle, and capItal markets are senSItive to global
nsks represents a new test for the HungarIan bankmg system Fundamental riSks WIll mclude credIt
management---contmumg to follow sound underwntmg standards as nsks mcrease, momtormg
borrower comphance WIth loan covenants, ensurmg adequate reportmg standards, and collectmg on
loans ThIS also mcludes organIzatIOnal unprovements and tIghtenmg, such as enforcmg hmIts on
credIt authonty prOVIded to mdIvIdual branch or dIVISIon managers As m other markets, there WIll be
a temptatIon to lend to consumers TIus kmd of lendmg and mstallment fmance frequently carnes WIth
It hIgher-than-average rates ofnonperformance WhIle Hungary has a central credIt ratmg servIce and
credIt cards are m cIrCUlatIon, the avaIlabIlIty and quahty of mformatlon wIll likely have to mcrease
over tune for banks (and regulators) to properly manage these nsks Investment m mformatlon
technologIes and pomt-of-sales systems wIll need to contmue to reduce the nsk of fraud as credIt, debit
and ATM cards are more Widely used Fraud wIll also have to be momtored as banks mcreasmgly
market to hIgh net worth mdlvlduals There wIll also be a nsk ofconnected lendmg-many banks own
brokerage houses, and these and other subSidiarIes frequently carry nsky assets that are not always
uncovered untIl It IS too late Mortgage lendmg actIVIties wIll hkewlse requIre prudent credIt rIsk
management SkIlls 11us wIll mclude managmg mterest rate and pncmg rIsk, momtormg changes m
tax rate mcentlves, and momtormg movements m secondary and syndicated markets when they
develop There are also hkely to be growmg nsks assOCIated WIth secuntles mvestments, partIcularly
.as capItal markets actiVItIes are lInked to more complex and exotic mstruments that are sometImes
bundled across products and markets One of the areas ofweakness CIted by some sources IS m the
treasury and cash management functIons of banks These wIll also have to be mODItored to prevent
mIsuses of funds

• As elsewhere around the world, bank boards and management wIll need to contmuously adjust theIr
nsk-takmg strategIes based on sound and tunely mformatIOn ThIS wl1l requIre ongomg development
and modernIzatIOn of mformatlon systems for nsk management purposes In addItIon to mternal
controls and superviSIon ofmdIvIdual mstItutlOns, systems wIll have to mclude a host ofportfoho
conSideratIons for lendmg, tradmg and mvestment aCtIVltles-matunty, pncmg, and currency ISsues
from a portfolIo standpomt, as well as the underIymg quality of each asset Over the next several years,
It IS expected that mflatlon rates and fiscal defiCits wIll declme This wIll lead mcreasmgly to a ShIft m
focus to the underIymg soundness ofbusmess fundamentals m assessmg and managmg nsk Thus,
banks wIll need to demonstrate therr abilIty to set prudent nsk tolerances under changmg condItIons,
and to Identify deterIoratIon m lendmg, mvestment and real estate portfolIos early on to prevent such
developments from havmg a matenal adverse effect on capItal and lIqUidIty A more stable
macroeconomic enVIronment wIll help m terms of stabIhzmg mterest and exchange rates On the other
hand, such stabIlIty wIll mean less volatIlIty, whIch wIll then mean that banks wIll have to mcrease
therr volume of stable earnmg assets, and/or mcrease therr wIlImgness to take nsk m other activIties
that carry With It greater upSIde and downSIde potentIal on eammgs HungarIan banks have mvested
heavlly m recent years m mformation technologIes Combmed WIth pnme-rated mvestrnent mto these
banks, It IS expected that management know-how combmed WIth tested governance practices and
modem mformation systems and technologies wIll demonstrate Itself m vastly tmproved performance
m the commg years

4 4 Earnmgs Prelmunary results for many ofthe largest banks operatmg m Hungary show a 5 0
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percent Increase In after-tax earmngs for 1997, wIth OTP accounting for about one quarter of
these profits However, return on assets dechned from 1 37 percent to 1 14 percent, and return on
eqUity declined from 16 3 percent to 11 7 percent Thus, earnings are up, but not return measures
Increased after-tax profits denved from Improved loan quahty (reduced provlSlons for losses,
actual profits) However net Interest margins have narrowed as Increased competItion In the blue
ChIp sector has brought down Intennediation spreads MeanwhIle, operating costs are stIll hIgh,
estImated at nearly 65 percent of Interest Income plus other revenues DespIte reductIons In head
count over the years, Increases m operating costs are due to wage mcreases In the financIal
servIces sector along WIth Increased Investment m personnel training and mfonnation systems for
Improved servIces (e g, new technologIes for ATMs, branches) ThIS should generate Incremental
earnmgs and effiCIencIes m subsequent years, but for now, they constItute expenses Score 3+/4-

• Net mterest contnbunons by mId-1997 were Ft 98 bIllIon, or about $524 mIllIon The modest
contrIbutIon m net margms IS the result ofcompetItion for the narrow selectIon ofblue ChIp fInns
deemed credItworthy under current condItIOns Other revenues at mId-1997 approxImated Ft 43 bIllIon
($230 mIllIon) Fees and commISSIons accounted for about half of these revenues Thus, "gross
tradmg profits" overall approxImated Ft 141 bIllIon ($754 mIllIon) for the fIrSt half of 1997 m a
bankmg system WIth about $22 bIllIon m assets MeanwhIle, operatmg costs are stIll hIgh due to wage
mcreases, Improvements m servIces, and deprecIable mvestments that should mcrease productiVIty and
earnmgs m the commg years However, operatmg expenses were Ft 91 bIlhon, or a hIgh 64 5 percent
ofnet mterest mcome and other revenues at mId-1997 By companson, operatmg expenses were 53
percent m 1996 Full-year prelImmary figures for provlSlons and earnmgs are available for 1997
ProvISIOns declmed m 1997 due to Improvements m loan qualIty However, as dIscussed above, there
IS the POSSlbIhty of some under-provlSlonmg due to pressure on earnmgs Overall, after-tax profits
were Ft 64 5 bllhon, about $345 mIlhon based on average 1997 exchange rates

• Interest rates on loans and depOSIts are not subject to controls, nor are other fees Whereas banks have
benefited m the last few years from hIgh net spreads, these benefits are dImmIshmg qUickly due to
mtenslfied competItIOn

• There IS very lIttle If any eVIdence ofmandated /endmg m Hungary Once the government ended Its
recapItalIzatIon program for the banks after 1994, It was expected that banks would have to manage
therr own portfohos WIthout undue mfluence from government Ime mmlstrIes or other offiCIals
MembershIp m the OEeD m 1996 further reduced pOSSIbIlItIes ofmandated lendmg There are some
government programs to try to fill gaps, such as donor-fmanced programs to lend to the 5MB sector
However, many of these remam unutIlIzed because ofattached condItIons or costs that 5MBs are not
wIllmg to meet

• There 15 an 18 percent corporate mcome tax rate WhICh applIes to banks, plus additIOnal taxes In
1996-97, the effectIve corporate mcome tax rate for banks was 20 6 percent 44

45 Llquullty WIth earnings pressure Increasmg due to heIghtened competItIon and narrowmg
mtermedlatlon spreads, there may be some lIqUIdIty constraints m the near term However,
underlymg asset quahty IS good, and mterbank and capItal markets are faIrly responsIve to
lIqUIdIty needs The share of reserves to total assets declined In 1997, and thIS mIght free up
addItIonal resources for lIqUIdIty purposes However, mandatory reserves stIll constItute a large
proportIon of lIqUId assets, reducmg funds avaIlable for: tenn lendmg The mternatlOnalIzatlOn of
the bankmg sector has made banks less dependent on local finanCing for lIqUIdIty needs,
although local currency flnancmg IS not as freely avaIlable as It was preVIOUS to 1995 TIus IS

44 ThIS IS subject to change as 1997 figures are unaudIted
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due to the crawlIng peg, which has had the effect of maintaining money measures, but not
Increasmg them In any matenal way SInce 1995 Score 3+/4-

• The mam weakness ofbanks' fundmg structures IS the concentratiOn ofthe deposIt base WIth OTP and
Postabank, whIch lImIts a potentIally low cost source of fundmg for the other 42 banks operatmg m the
market ThIS has prompted an actIve mterbank market, although mterbank loans account for no more
than about 8 percent of total assets There IS also an actIve and growmg secuntles market to provIde
for lIquIdIty needs ForeIgn markets are also utIlIzed for fmancmg and hqUIdity

• Bank management IS m a pOSItIon to manage fundamental sensitIVities to pricmg Interest rate and
exchange rate movements PrudentIal regulatiOns are adhered to, and bank managers have had
SIgnIficant experIence WIth volatIlIty due to hIgh mflatlOn and mterest rates, hIgh levels of foreIgn
exchange m the bankmg system, and sIgmficant exposure to mtematlonal capItal markets for many
years Further, NBH mOnItors movements m exchange rates and sets mterest rates as part of Its
crawlmg peg polIcy, WIth pre-set rates announced dally Refmancmg and mterbank rates tend to
correlate closely WIth these movements

• Reserve requirements are currently a part ofmandatory bank depOSIts held WIth NBH The level of
overall assets placed With NBH IS hlgh-20 6 percent oftotal assets at mId-1997 Further, reserves
receive mmtmal compensatIon Thus, a large proportIon of banks' assets are essentIally non-eammg
The pOSItIve Side IS that placements at NBH declmed from 23 percent of total assets at end 1995-96,
pOSSIbly mdlcatmg a slIght easmg ofmonetary polIcy 4S

• Asset-lzabllzty management practices mdIcate a comparatIvely long asset posItIOn-long-term assets
were 40 percent of total, compared to 26 percent on the lIabilIty and equity SIde ofthe balance sheet
Long-term assets mclude 125 percent exposure to the central budget, most of that m the form of
recapItalIzatIOn bonds Netted out, there IS vIrtual matchmg between assets and lIabIlItIes on a term
basIS In terms of the comparatIvely short lIabIlIty POSitIon, thIS IS based on the 26 percent of total
balance sheet values funded by short-term household depOSIts Much ofthIS IS placed WIth the NBH as
reserves-14 percent oftotal assets were short-term placements With NBH at mld-1997 Most other
categorIes are relatIvely evenly matched

46 Operatmg and Regulatory EnVironment Hungary's banking system IS perceIved to enJoy a
hIgh level of publIc confidence This was true pnor to accelerated pnvatizatIon, when Hunganan
households at least belIeved an ImplICIt guarantee would protect depOSIt safety at OTP,
Postabank and other InstItutions where retaIl depOSIts were held, and among the corporate sector
due to the continUOUS refinanCIng and recapitalIzatIon of state banks from 1991-94 The banking
system IS now currently maJonty-controIled by pnme-rated foreIgn institutIons, WhIch also
InstIlls confidence In the sector However, there are many questIons about the effectiveness of
finanCIal sector supervision WhIle Hungary's regulatory framework conforms to prudentIal
gUidelInes rendered by the BIS and the ED, there are questions about the effectiveness of
instItutIOnal capacity A cooperative agreement With counterpart regulatory authorIties has not
yet been concluded, despite the predominance offoreign banks III Hungary The supervisory
agency has only recently been reorganIZed, consolIdated, and freed ofclvll servIce compensatIOn
constramts It wIll take time to demonstrate the abilIty to retam qualIfied and tramed regulators,
to ensure adequate pohcy Within a umversal banking context, and to mamtaIn useful and relevant
coordInation between off-Site surveIllance and on-site Inspection functIOns Recent changes
confirm Increased mdependence and management autonomy, greater numbers ofpersonnel,

4S If SO, thiS would be negatIve for efforts to brmg down the high mflatlon rate, but posItIve for
banks seekmg to lend more resources
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Improved compensatIOn, and a budget that permIts contractmg when m-house resources are not
suffiCIent However, there IS a lack of standardIzatIOn and consIstency m supervIsory pursuIts,
and nsk management capacIty IS vIewed as faIrly weak It remams to be seen how long It WIll
take before regulatory oversIght IS perceIved to be effective m Hungary, partIcularly m the future
when more complex nsk-takmg financmg IS eVIdent m the marketplace Score 3

• Hungary mtroduced a depOSIt msurance scheme m 1993 consistent WIth ED deSIgns The eXlstmg
msurance program covers each regIstered account (per person per bank) up to Ft I mIllIon (about
$5,000 m March, 1998), or about equal to GDP per capita mcomes Fmancmg ofthe msurance fund
comes from charges assessed on banks AddItIOnal fundmg from the budget (or from other non-pnvate
sources, as m the case ofPostabank) IS prOVIded If needed to prOVide confidence m the safety and
soundness ofdepOSIts placed With the banks AdmmIstratlOn ofthe fund and Its needs IS overseen by a
coordmatIng commIttee With representatives from NBH, the Mmlstry ofFmance, and the Hungarian
Bankers' ASSOCIatIon

• The preVIOUS practIce of recapltalIzmg banks from state sources ended after 1994 ThIS effectIvely
reversed the polIcy ofprovldmg resources for bank rescues through the active use of lender oflast
resort fmancmg Such consolIdatIon and recapItalIzatIon schemes prepared banks for pnvatIZatIon, but
at a hIgh fiscal cost exceedmg 3 percent ofaverage GDP from 1991-94 46 Instead, the current approach
IS to externalIZe much of that functIOn by mtegratmg Hunganan banks mto global markets TIus has
been done by successfully attractIng strategIC mvestors With global networks There may be nsks of
decapltalIZatIon m the future-such as foreIgn banks (and msurance companIes) repatnatmg profits
back to headquarters However, under eXIStIng agreements and capital structures, It appears that
monetary and fiscal authontles are far better protected from calls on resources to prop up failed banks
than they were earlIer

• Hungary's bankmg system IS becommg mcreasmgly competItIve The only noticeable category m
whIch hIgh concentratIon IS eVident IS m the depOSIt category There IS st1l1 some mmor protectIon m
the bankmg sector, namely m the retaIl market where banks or speCIal fmanclal mstltutlOns each hold
more than 25 percent ofretaIl savmgs ThIS partly explams the dIluted ownershIp structure ofOTP,
and the contmued financmg ofPostabank OTP, Postabank and the savmgs cooperatIves control about
80 percent ofhousehold depOSIts, the largest source offmancmg for banks 47 ThIS could prOVIde OTP
m partIcular With monopoly control over the mterbank market However, m the bankmg sector,
mcreased competItIon IS expected for the depOSIt market over tune Startmg m 1998, foreign-operated
offshore banks are allowed to open branches m Hungary and establISh retaIl networks Without havmg
to mvest m costly headquarters' facliltIes 11us mcludes mvestment m ATMs and other retaIl servIces
that should be less costly than "bnck and mortar" approaches ABN-Amro48 and other banks (such as
K&H) are lIkely to mvest heavIly m a retail network, and thiS should also help to reduce such
concentrations over tIme Postabank has already lost credibilIty WIth many households, culmmatmg m
a Ft 25 bIllIon run m early 1997 WhICh led to the placement of these depOSits mother mstItutlOns
MeanwhIle, Postabank has been shut off from the mterbank market, reflectmg the enhanced scrutmy of
banks m the market WIthOut the ongomg support prOVIded by state companIes and SOCIal secunty
funds and the MmIstry ofFmance, Postabank mIght have been dIssolved months ago WhIle there IS
stIll concentration, banks are generally able to access low cost resources mSlde and outsIde of
Hungary Thus, eXIstIng levels ofconcentratIon are not perceIved to SIglllficantly dIStort competitIon

46 ThIs IS based on the explICit recapItahzatIon costs ofbonds plus addItIonal mtermedlatlon spreads
47 Household savmgs accounted for 28 percent ofbanks' fundmg at June 30, 1997 This compares
With 16 5 percent from corporate depOSIts, 12 2 percent from NBH and other fmancIa1 mstltutlons, and
10 5 percent from capltal (own funds plus subordmated loan capItal)
48 ThIs was part ofthe busmess plan presented to the authontIes when It agreed to acqurre Magyar
HltelBank
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The market response to Postabank m the mterbank market mdlcates there IS little current systemic
nsk 49

• While the regulatory enVIronment has IIDproved, there IS still much to be done to enhance the
effectIVeness ofbankmg supervzslOn TradItIOnal weaknesses mcluded a fragmented organIZatIOnal
structure and dIspersed authonty m bankmg supervIsIon (SBS, NBH, MmIstry ofFmance), madequate
coordmatlon between separate regulatory authontles for banks and secuntles markets, msufficlent
fundmg resources (revenues from government budget and fees collected from banks), and hIgh
turnover due to the cIvil service pay scale Changes ushered m WIth the new Bankmg Law m 1997
have consohdated supervIsion under one roof so HBCMS IS now the paramount authonty responsIble
for bankmg supervIsion, and IS both organIZatIOnally mdependent and consohdated These changes
have led to concrete IIDprovements Head count IS now at 260 employees,Sl as opposed to 101 m 1994
(There IS the posSIbilIty of an mcrease of40 m 1998 ) On-site exammatlOns are scheduled armually,
while off-Site surveillance IS contmuous It IS unclear at thiS Juncture If HBCMS has the capacity to
IdentIfy nsks early on that could undermme systemIc stabIlity, or If It has launched more targeted
mspectlons to better evaluate, measure and momtor such nsks at mdlvldual banks To asSist WIth the
need for enhanced capacity and quahficatlOns, on-site mspectlons frequently mvolve external auditors
To reduce turnover, the new Bankmg Law exempts HBCMS from CivIl service pay ceIlmgs These are
all positive trends for the development of the domestic supervisory function Current exammatlon
charges-now 0 3 percent ofassets per bank~overHBCMS budgetary requIrements for now If
these trends are combmed With a senous commitment to mutual recogmtlon, reciprocity, and close
cooperatIOn With host country regulators for pnme-rated foreign banks operatlng m Hungary, It IS very
hkely that the regulatory function Will be perceIved to have far greater mtegnty and effectIveness than
m the past In the near term, HBCMS could focus on (1) better mtegratmg on-SIte and off-SIte
processes, (11) developmg more credible nsk ratmg and early warnmg systems for mdIvldual banks,
(111) mamtammg team contlnulty under an exammer-m-charge, and (IV) movmg beyond basiC
comphance measures to nsk-onented analyses Language trarnmg WIll also be needed m EnglIsh at
HBCMS, as the mamly foreign-owned banks operate m EnglIsh

• Effective smce 1992-93, banks have been requIred to produce lAS statements With the help ofexternal
audztors ThIS was mltlally part of the effort by Hungarian authontIes to mtroduce a market-based
prudential regulatory framework for bankmg, to ascertam the magnitude of undercapltalIzatIon at the
state-owned banks, and to measure needed resources for theIr recapItalIZation These statements later
became a precondItIon and bUlldmg block for valuation and due dlhgence durmg the pnvatlzatlOn
process

4 7 Transparency andDISclosure There are some concerns about the lack offull and timely
pubhc disclosure of meaningful finanCIal InformatIOn In Hungary ThIs IS less ofa problem
today than In the early 1990s as Hungary has harmOnIzed legIslation and regulatIons With the
WTO, OECD, ED, BIS and other organIzatIOns However, these standards tend to apply at the
larger blue-chip level that IS already Integrated Into the global economy, bankIng system, and
capital markets ConclUSIOn of a cooperation agreement With counterpart regulatory authontles
would Increase confidence In the supervisory oversight ofbanks The challenge With regard to
dIsclosure and transparency IS also dIrected at HAS and the lack ofdIsclosure In notes assoCIated
WIth statements, the hIgh tax burden earned by companies whIch prOVIdes incentives for barter

49 OTP expenenced a 7 percent declme m Its stock value on the first day ofthe Postabank run, but
pnces rebounded shortly thereafter
so NBH stIll momtors the bankmg system for movements m mterest and exchange rates for monetary
polIcy and debt management purposes
51 Accordmg to the PreSident ofHBCMS, about one-thIrd are m bankmg supervIsion, one-thIrd m
caPital markets supervision, and one-thIrd m other functions (legal, pohcy, support)
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transactions and understatement of Income, and traditional reluctance to share infOrmatIon due to
fears or concerns about how that Informatlon could be used Score 3

• Banks and companIes tradmg m the capItal markets are requIred to observe lAS For years, banks have
produced consolzdated statements and accounted openly for loan losses and nonperformmg loans
WhIle mflatIOn rates have been high, Hungary has not experIenced hypermflatIOn Therefore, the
revaluation of assets has not been a major Issue Tax mcentives have been operative for years for
banks to adequately provislOnfor loan losses Pre-tax profits are reported after prOVIsIons, thus loan
loss provISIons are expensed The regulatory framework for UnIversal bankmg treats exposures and
rIsks on a consohdated basIS, and thIS IS expected to account for umncorporatedaffilzates as well to
aVOId the kmds ofhIdden rISks that can hemorrhage the finanCIal conditIon ofa bank on a truly
consohdated basiS Banks and mvestment companIes are also expected to follow mark-to-market
accountmg for seCUrItIes mvestments for therr own portfoho management purposes, as well as for
prudential regulatory purposes Where there are some reSIdual concerns IS WIth regard to bankmg
supervIsIon Most of the banks m Hungary are now foreign-owned and foreign-controlled
Nevertheless, Hungary has not yet SIgned a cooperatIOn agreement WIth counterpart regulatory
agenCIes

• Information from mdlVldual fmanclal mstItutIons can be demanded by HBCMS, NBH, the State AudIt
Office, the Tax and Fmanclal Control Office, the Investor Protection Fund, the Office for Farr Tradmg
and CompetItIOn, the state's attorney's office, the natIOnal securIty servIce, and the courts durmg
cnmmal, bankruptcy, or hquldatlon proceedmgs However, fmanclal mformatIOn that applIes to
mdlVlduals and companIes IS otherwIse subject to a SIgnificant level of confidentialIty lAS ensures a
certam level ofpublzc dIsclosure, but that IS not enough for mvestors to determme the magnitude of
rIsks that these banks' strategIes, portfohos and management capacity present Thus, there are
questions about the ability of the market to adequately detect rIsks m the absence of InSide
mformatIOn Fmdmgs from exammatiOns InspectIOns, and regular reports to HBCMS are not disclosed
to the pubhc, although reports on groups of banks and the bankmg system are presented by HBCMS
and NBH With a three- to SIX-month tune lag If there are regulatory Violations, It IS unclear to the
publIc Ifenforcement actIOns have been taken, and If they have been conSIstently applied

4 8 Sensitivity to Market RISk N atlOna] and global events In I997-name]y the bank run on
Postabank and the recent ASia cnsis-have prOVided a general endorsement of Hungary's ability
to weather CrIses In a stable manner The run on Postabank did not spread to the system as a
whole In fact, the response was benefiCial In some ways-a shift of depOSits to safer
institutIOns, limited access (If any) ofPostabank to the Interbank market-although It has been
negative m other ways remmlscent of earlier days-a de facto bailout from pubbc resources,
partly resultmg from close political connectIOns With regard to global tremors emanatIng from
the ASia CflSIS, Hungary showed far less senSitiVity than other non-ASian markets Thus, there
was no major change m exchange rates and Interest rates (or assOCiated poliCies and bands), nor
was there major volatlhty In the capital and money markets for any extended penod oftlme
Much of the underlying strength comes from the Immediate benefits ofa growmg economy This
has resulted partly from the structural reforms that have been Introduced In recent years
pnvatIzatlon, strategic mvestment, Increased competItIOn, recapItalIzed banks WIth relatively
clean loan portfolIos' The near-tenn challenges for banks and regulators Include Increased
competitIOn m retaIl banking, the lIberalIzatIOn and expansion of finanCial markets (domestically
and globally), and general fisk management practices and capacity as margIns tighten for blue
chip customers and banks take on new customers With differIng fisk profiles Score 4-

• Hungary's banks modestly mcreased earnmgs m 1997, but ROA and ROE declmed Thus, banks will
be under mcreasmg pressure to mcrease earnmgs Lendmg actiVity will need to mcrease to accomplIsh
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thIS ObjectIve ThIS wIll requrre a ShIft m nsk tolerances by banks to accommodate the addition of new
customers who are not blue-chip Thus, credit riSk wIll be a clear challenge m the commg years Banks
have been prudent and nsk-averse m the last few years as they have sought to consohdate therr
portfohos However, future credit management practices wdl need to test and refme underwntmg
standards, the structurmg of loan covenants, the ablhty to momtor borrower comphance WIth
covenants, and the abIlity to promptly Identify and contam nsks to portfoho quahty Hungary has well
developed and tested bankruptcy and lIqUIdation procedures, and a legal basiS for property nghts and
contractual enforcement that provides a great deal more mcentive to credItors to take rIsks than found
elsewhere m the regIOn Nevertheless, seizmg collateral and hquidatmg assets IS a last resort for
recovery under adverse crrcumstances Ultunately, Hungary's bankmg system w1l1 need to better
assess which nsks to take on an unsecured cash flow basIS, a relatively new concept among Hungarian
bankers WhIle collateral IS helpful m provIdmg secunty, It IS the good companIes and projects which
W1l1 generate SIgnIficant cash flow, the essence ofa successfully managed loan portfolio ThIS presents
new challenges and nsks, partIcularly as new forms of credlt-(;onsumer, commerCIal, and term-w1l1
be needed by the banks for eammgs purposes, and by the enterprIse sector for growth and mvestment

• Hungary's banks are currently hqUld, although not exceedmgly so due to hIgh reserve requrrements
and the holdmg of recapItahzatIOn bonds However, because of unproved loan portfohos and reduced
provlsIOnmg, bank lIqUidIty IS not overly constramed LlqUldlty nsk IS lIkely to dunmish m the near
term as fiscal defiCits are gradually brought down to the 3 percent range to conform to Maasmcht
cntena for the ED Over tune, penSIOn reform WIll help reduce SOCIal welfare costs, whIle a growmg
economy wIll help unmensely m expandmg revenues Combmed, both should eventually asSISt the
enterprIse sector by reducmg tax rates, addmg to the long-term vlabIhty ofthe fiscal base Exchange
rates are also faIrly stable, With the reasonably predictable crawlmg peg addmg certamty for mvestors
whIle enhancmg export competitiveness Inflation rates remam high at nearly 20 percent, and thIS wIll
take tune to brmg down to the relatively low rates that prevaIl m ED countnes Overall, Hungary IS m
a faIrly strong pOSitIOn to manage hquidity problems It has prepaId on oblIgatIons to multIlateral
organizatiOns, With total debt now down to about 50 percent ofGDP Thus, With a growmg economy,
wprovmg fiscal outlook, reasonably stable exchange rate, and substantial debt capaCity, there appears
to be httle hqUldity rIsk for the foreseeable future that would be problematiC for Hungary and Its
banks

• MaturIty and currency mismatches wIll be tempting to take advantage ofm the future due to eammgs
pressures and concerns about credit rIsk Thus, bank management and HBCMS wlll need to closely
mOnItor mvestments m mstruments WIth finanCIal structures that are exposed to sigmficant volatllity m
Interest rates exchange rates andprzczng A rIse m off-balance sheet lIabIlIties has been reported m
recent years, WIth most of it conSidered rIsk-free or prudent hedgmg mechanisms agamst exchange
rate or mterest rate volatilIty However, thiS presents an example ofpotential nsk to the banks and
NBH Ifbanks have excess exposure m dollars at a tlme when exchange rates eventually stabIlIZe, or If
mterest rates declme, such changes could alter earnmgs trends ThIS IS not a major nsk for the
foreseeable future, but those mvestIng resources need to be prepared for changes m these rates and
prudently manage exposures accordmgly Banks and regulators wIll also need to be mmdful ofnsks
assOCIated With fixed-vanable mterest rate or exchange rate formulas as they apply to smgle or multI
currency mvestment options There may be some temptation to engage m these WIth comparatively
hIgh mflatlOn rates m Hungary LikeWise, there are bound to be temptmg mstruments that carry
pncmg nsk-Imked to commodities or other mstruments The nsk ofabrupt changes m these markets
needs to be fully acknowledged m advance oftakmg POSItions m these mstruments These are reqUITed
to be duly noted m the "tradmg books" ofbanks and mvestment houses, so Hunganan mstltutlons
should be prepared for such nsks However, It 15 not uncommon to for mvestment-grade mstitutIons m
aEeD markets to report losses, sometlIDes SIgnIficant, m tradmg actiVIties, on denvatIves contracts,
and from other nsky exposures Hunganan banks wlll need to ensure they have adequate capItal and
lIqUIdity to cover such nsks and the potentIal downSide wpact they present
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• As m any bankmg sector, there are npple effects m the event that mdlVldual banks are unprudent m
the management of resources The run on Postabank m early 1997 provides an example ofpubhc
doubts about that mstltutlOn's management, as well as the success of the banks m contammg risks
Unfortunately, the government has stepped m with ongomg support despIte the absence ofcorrectIve
action that would transform Postabank mto a vIable commerCIal concern These developments can be
contamed WIth few Side effects where banks are small and have httle unpact on deposIt safety,
mterbank markets, or secuntles markets However, when they affect large banks, or smaller banks WIth
sIgmficant pOSItIons m specIfic bank fundmg sources-household deposIts, mterbank market-the
Impact can be systemIC and undermme confidence WIthout prompt, remedIal actIon In the case of
Postabank, depOSitors WIthdrew Ft 2S billIon m funds and placed them With other mstltutlons
MeanwhIle, the mterbank market reduced access to resources for Postabank TIus market response
slgmficantly curtaIled Postabank lIqUidity, yet sent a stronger message that the system Itselfwas
relatively safe and sound Despite Postabank's Size, these developments did not spread m an adverse
way to the system at large Thus, banks wIll need to contmue to prudently manage resources to be able
to honor transactIOns TIus Will requITe strong mternal controls, hIgh levels of accountabIlity, and
effective governance and management The Postabank run was a test for Hunganan banks after the
recapitalIzation penod of 1991-94, and the bankmg system passed ThIS remforced pubhc confidence
both m the basiC underlymg trust reqUITed for safekeepmg, and m the general overSight of the bankmg
system for safety and soundness Money was transferred wlthm the system, rather than taken out ofthe
system So there was no perceptible dlsmtermedlatlOn effect Banks wIll need to be m complzance With
contractual agreements, WhICh also IS tied to the transactIOn rIsk Just mentIOned ComplIance With
prudentIal regulatIOns, and publIc disclosure ofsuch complIance, sends a Signal that banks appear safe
and sound The absence ofcomplIance agam undermmes confidence, and reduces effiCIency Thus,
regulatory complIance backed by a well functIOnmg legal framework IS needed to manage complIance
rIsk Hungary has thiS capacIty, a rare development among transItIon countnes This capacity should
accommodate prudence, as opposed to excessive nsk averSion, With regard to strategIC rIsk Combmed
WIth adequate systems of governance and management that appear to be m place after two busy years
ofprIVatIzatlon-mcludmg new mvestments m mformatlon technologIes, trammg m staff, mcentIVes
for performance, SUItable organizatIOnal structures and processes to achieve competitiveness under
open market condltIOns-Hungary's bank strategies should be able to strIke a balance between rIsk
takmg and underlymg stabilIty This WIll be subject to aforementIOned nsks, but should be
manageable Fmally, competItiveness ofmdlvldual mstitutions and the market as a whole Will need to
mcrease to enhance the eXIstmg reputatIon ofHungary's bankmg sector Already, the reputation IS
strong for transition countnes, and perceIved to be well on Its way to mtegration With the ED The
Hunganan bankmg system IS already more open than those found mthe major OECD countnes
North Amenca, Western Europe, Japan and Korea-as measured by the prevalence of foreIgn
ownershIp Moreover, It IS more modern by deSign m the sense ofhavmg a unIversal bankmg system
With an mdependent and mtegrated supervISOry authonty The real test Will be Its nsk management
capacity as growth unfolds, nsks mcrease, and globalIzation accelerates For thiS reason, Hungary IS
now at the preCipice ofmakmg structural reforms work on a sustamable, mstitutional basIS Success
wIll ultImately be based on Hungary's abIlIty to develop strong and transparent mstitutIons, and to
observe mternatlOnal standards AccomplIshments over the last decade, the steady pace of reform, the
mflux of dITect mvestment, and the tradItIonal openness ofthe economy all prOVIde cause for
optnnIsm
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