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AN ASSESSMENT AND RATING OF THE HUNGARIAN BANKING SYSTEM

I Introduction

The following assessment of the Hungarian banking system has been produced under
contract to the United States Agency for International Development/ENI/PER by Michael Borish
and Company, Inc with support from Triumph Technologies, Incorporated Michael Borish and
Company, Inc would like to thank Jean Lange of USAID/ENI/PER, and Tom Cornell and
Karoly Okolicsany1 of USAID i Hungary for their kind support and gutrdance Michael Borish
visited Hungary from March 1-7, 1998 in conjunction with this project

I Methodology of the Rating System

The rating system utilized to assess the banking sector of Hungary 1s based on a review
of more than 200 1ssues and topics that have been used to construct a diagnostic methodology for
the review of banking systems This tool will be utilized by USAID 1n other parts of “transition
Europe,” and 1s applicable to virtually all banking sectors 1n the world

In its simplest form, the rating system 1s focused on four general areas of activity—based
on 28 “sub-categories,” and subject to five general classifications The activities and sub-
categories are mcluded below

USAID/ENI/PER Banking Sector Rating System Activities

General Areas of Activity Sub-Categories

e Financial 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 infrastructure—

telecommunications postal, safekeeping

s Economuc Factors and
Indicators

General trends

Private sector development issues

Monetary and related savings and credit matters
Fiscal considerations

Exchange rates

Balance of payments 1ssues

e  Banking Structure and
System: Profile

Overview of the system and financial measures
Profile of ownership structures

Governance and management Issues

Non-bank competition

e Banking Sector
Development Based on
Prudennial Norms

Capital adequacy

Asset quality

Management capacity
Earnings

Liqudity

Operating environment
Transparency and disclosure
Sensitivity to market risks




The following classifications are utilized to provide a scoring for the individual 1ssues
assessed, as well as 1n developing a composite rating for the banking sector as a whole Annex 1
provides greater descriptive detail about how the ratings apply by sub-category

USAID/ENI/PER Banking Sector Rating System Scoring Description

Outstanding world class state-of-the-art best practices, virtually no serious systemic risks

Solid strong, satisfactory competitive, few systemic nisks or problems, and those are manageabie

Adequate favorable trend 1mprovement needed potential for major systemic risks

Inadequate weak sigmificant improvements needed major potential for destabilization via systemic risks

~lN Wl A w

Dismal monopolist resistant to competition and change no confidence widespread corruption weak mstitutions

No effort has been made to weight individual variables, or to quantify ratings along
mathematical lines Rather, 28 major sub-categories of the four main groupings were all rated
within the five-point rating system, with allowances for pluses and minuses 1n the event that the
direct numerical classification did not fully match with performance The evaluation 1s both
qualitative based on trends and assessments, and quantitative to the extent the figures are useful
and meaningful In general, the information available in Hungary 1s sufficient to form a
judgment However, there are certain inconvemences associated with the timing of the exercise
or the completeness of data These include (1) 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 mited amount
of openly disclosed financial information was available on balance sheet and income statement
mdicators, (11) IMF statistics are generally available only through m1d-1996, although a recent
study published i February 1998 provided useful information through mid-1997, and (1) laws
and regulations i English are difficult to obtain

m The Hungary Rating

The composite score awarded Hungary was 3+/4-, which generally reflects Hungary’s rapid
privatization 1n the banking sector since 1995, success n attracting prime-rated strategic
investors as owners, reasonably strong financial indicators (mainly capital and assets), and
positive trends with regard to governance A strengthening economy will further assist banking
sector development, and hopefully will provide sufficient confidence to expand the customer
base beyond the small sample of firms and individuals currently targeted by the banks, and the
maturity of instruments available 1n the marketplace Thus, as of spring 1998, the assessment of
the Hungarian banking system 1s as follows




The Hungaran Banking System—Spring, 1998 | Composite Score 3+/4-

Hungary has long had a satisfactory legal and banking framework Combined with membership in the OECD and
prospects for membership in the EU Hungary has pursued a steady course towards a private sector-oniented economy
Hungary continues to encounter macroeconomic weaknesses—inflation rates of 18 percent, nearly 5 percent fiscal
deficits 10 percent unemployment rates—and this has had a dampening effect on lending activiies However the
Hungarian banking system has undergone rapid privatization since 1995 succeeding 1n attracting prime-rated strategic
investors to take majority ownership positions in most key banks The banking sector 1s now better capitalized than it
was just two years ago Asset quality has improved Prime-rated banks are investing in peopie and systems that should
transform Hungary s banking system 1nto a competitive one in the coming years Major risks in the foreseeable future
are the ability of banks to 1dentify and manage nisks as competition mtensifies and the ability of the regulatory
authorities to provide adequate supervisory oversight

Nearly 100 percent of assets deposits and capital are in pnivately-owned banks

30 of 44 banks are foreign-controlled by prime rated nstitutions

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 1 and 2 caprtal are nearly 12 percent of assets

1997 ROA 1 14 percent

1997 ROE 11 7 percent

The basis for the composite 1s described by each of the four general activities and the 28 sub-
categories below A more detailed summary 1s attached as Annex 2




I Financial
Sector
Infrastructure
Score 3+

Section 1 Assessment of Financial Sector Infrastructure

Hungary 1s on the right track towards financial sector modernization Its policy 1s
open, forward-looking, and anchored 1n recognition of market globalization trends
Recent entry into the OECD, expected formal entry into NATO, and future entry
into the EU are all providing ongomng momentum for institutional reform Hungary
has privatized aggressively in the last three years with a focus on strategic
mvestment. Its legal and regulatory framework for financial services has been
harmonized with BIS, EU and other international standards to ensure continued
integration into international markets Its payments system 1s efficient Accounting
standards are moving increasingly towards international norms General support
organizations which enhance and help sustain market development—rating
agencies, professional associations, media, academic and traming institutes—all
exist or are evolving towards professional standards Only structural weaknesses
rematn, and general trends in these areas are positive However, the next round of
institutional and rish management challenges will determie how effectively
Hungary competes 1n global markets, and how rapidly 1t narrows the gap mn per
capita incomes with other OECD countries

11 Policy and
System. Score
4-

12 Legal
Score 3+

13 Regulatory
and
Supervisory
Score 3-

Hungary 1s generally percetved to be safe sound and stable for the time being It 1s 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 banking and overall financial system have undergone considerable
reform 1n less than 10 years There are still nsks associated with the country—residual forms of
governance high social welfare costs high inflation rates, the relatively small size of the
economy—but these are generally structural in nature and changing favorably

Hungary s legislation and judicial infrastructure are considered satisfactory by global standards
and adequate 1n advance of Hungary s assumption of membership obligations in the EU EU rules
and directives on competition, public procurement, intellectual property and company and
accounting laws are virtually completed This applies as well 1n the financial sector—for banking
as well as mn insurance capital markets and pension funds However where Hungary still needs
strengthening 1s in the application of commercial law The system ts still characterized by delays
In many cases due to complex market transactions that make 1t difficult for courts to process
claims 1n a imely manner

Hungary s regulatory framework conforms to prudential guidelines rendered by the Basle
Commuttee for Banking Supervision as well as more recently with EU directives and guidelines
more consistent with umiversal” banking practices However there are questions about the
effectiveness of institutional capacity These include the absence of standardization and
consistency 1n supervisory activities the need for a stronger team concept, and a focus on risk-
based supervisory practices The supervisory agency has only recently been reorganized
consolhidated and freed of civil service compensation constraints Prior weaknesses consisted of
1nadequate coordination between/among differing authonties and oversight functions and high
levels of turnover among tramned and qualified personnel Recent changes confirm increased
mndependence and management autonomy although the agency does not have the power to 1ssue
regulations There has been an increase 1n personnel from about 100 1n 1994 to 260 1n 1997
Examination fees currently cover the supervision agency s budget Where there are gaps in terms
of on-site examination skills or off-site surveillance, private contractors have been brought 1n to
assist However the use of private contractors frequently 1s considered to be more like a bank
audit than a nisk-based examination The Postabank bank run in February 1997 did not cause
systemic panic nor was there any senous evidence of a * contagion’ effect from the financial crisis
in Asia 1n late 1997 However this appears to have had less to do with banking supervision and
more to do with the effective market response of depositors, banks, and other sources of financing
There are lingering concerns about the disclosure and transparency of weaknesses still resident 1n




14 Payments

Systemm Score 4

15 Accounting
Score 4-

16 Rating
Agencies
Score 3+/4-

17 Financial
Media
Insufficient
Bas:s fora
Score

18
Professional
Associanons
Score
Insufficient
Basis for a
Score

19 Acadenuc
Insufficient
Basis Fora
Score

some of the banks and the limited willingness 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 compliance by regulators rather than risk management The reporting of off
balance sheet contingencies is considered weak and may represent a layer of risk that 1s not being
adequately provisioned for There are also major gaps between senior management and mid-level
management with regard to training and development It will take time before adequate risk
management capacity 1s developed and before the market perceives regulatory capacity to be
wholly effective

The payments system functions well in Hungary The system 1s based on electromic funds
transfers—checks are not used The predominance of prime-rated banks in the banking sector
combined with sigmificant 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 mternational standards These
have been 1n place for Hungary s larger firms—such as most of those listed on BSE They have
also been mcreasingly expected 1n recent years as Hungary has privatized hundreds of large firms
and banks by attracting strategic foreign investors IAS has been a fundamental element of
valuations due diligence and mvestment decision-making (both for direct investment and
portfolio investment) All the major intemnational accounting firms have been active 1n the
Hungarian market since 1989 Four of the six majors had a total of 1 015 personnel at end 1996
including 45 partners and 110 accountants chartered or certified 1n accordance with IAS
Meanwhile there are many more Hungarian accounting firms specialized 1n local accounting
standards While being reasonably strong, these standards are still not considered wholly
acceptable by the global marketplace This 1s due to (1) nadequate 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 1n 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 n the Hungarian
market. Hungary s ratings in February 1998 were generally favorable 1n terms of the long-term
outlook For mnstance, Moody’s ratings—which were unchanged from ratings one year earlier
(1996) after having been downgraded 1n 1995—reflect confidence in the long-term development
of the banks based on increased orgamizational development, reduced problem loans and
increased capital However, Hungary remains below prime 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 chronic rumors that could weaken financial institutions based on
unfounded evidence Media coverage during the Postabank run 1n early 1997 was considered
responsible There 1s some criticism that the media do not devote enough attention to details or
that there 1s some excessive editonalization However, this 1s also a cniticism of the banking
community for not commutting sufficient resources to public relations

No particular effort was made to assess associations in Hungary There are several professional
associations 1n Hungary for financial sector mdividuals and groups One group the International
Tramning Center for Bankers provides tramming and engages 1n consulting assignments This
inciudes working with HBCMS on inspections and other regulatory matters The Hungarian
Bankers Association also exists and 1s considered important in coordinating input from the banks
into the legal/regulatory drafing process However there 1s linuted input from the banking
community n building up this association and the HBA s budget 1s consequently limited

No particular effort was made to assess the number or quality of academic institutions in Hungary
Nor was there a systematic effort to speak with business/management school officials However
there are many schools instrtutes and think tanks that are able to make a significant contnbution to
banking sector development Bank managers and others believe that academic institutions now
prepare younger students adequately for employment. While finance accounting and management
are studied, there 1s reported to be only one Master’s level program 1n business administration
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1190
Miscellaneous
Score 4

offered 1n Hungary

There has been rapid movement towards privatization and modermization of the
telecommunications market MATAV has been privatized and there 1s competition 1n the cellular
business The telecommunications sector functions well a necessary precondition if Hungary is to
succeed as a “regional platform’ for investment and growth Postal services appear adequate with
the added feature of having a 3 200 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



II Econonuc
Factors and
Indicators
Score 3+/4-

Section 2 Assessment of Economic Factors and Indicators

Hungary has an open economic system that is increasingly private sector-oriented
m terms of ownership Competition policy 1s generally harmonized with EU
legislation, although some trade protection was still in effect in md-1997 This
mvolved mnport celings on about 20 types of products, mostly clothing, cars and
vans, and textiles, footwear and precious metals There are still hcensing
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 trading monopolies were substantially removed 1o 1989, ahead of
all other transition countries Thus, remammg barriers are expected to disappear
or dimimish m importance over time as Hungary comphes with WTO, EU and
CEFTA Agreements Structurally, there 1s a disconnect 1n the 14 percent of GDP
that origimates with foreign-controlled enterprises, and the balance of the economy
that remains only loosely connected to this segment. Building stronger hnks
between Hungarian-controlled enterprises and foreign ones represents a key
structural challenge 1n the coming years for rising competitiveness and incomes,
and 1n anticipation of entry mto the EU There 1s already some evidence of
movement 1 this direction in some sectors, such as suppliers to the major auto
manufacturers Hungary 1s also already competitive in a number of products—
agro-processing, textiles and clothing 1n EU markets, with 60 percent of its trade
with the EU A major structural challenge 1n the coming years is to strengthen the
links between domestic firms and mternational markets based on competitive
conditions and mcentives Trends 1n this direction are favorable However, 1t will

still take many years to close the average income gap between Hungarians and most
EU members

2 1 General
Score 3+/4-

2 2 Private
Sector
Development
Score 4

The economy 1s reasonably strong in Hungary, and 1s poised in 1998 for 1ts hughest growth rate (4
percent) since economic reforms were ntroduced 1n the late 1980s Increased productivity and
competitiveness are being demonstrated in employment figures, as the registered unemployment
rate has declined to 10 percent While high this 1s not abnormal on the European continent The
crawling peg exchange rate policy has provided predictability to the devaluation process and
official and market rates generally parallel each other with limited vanation Given the export-led
growth of 1997 the exchange rate does not appear to be undermining industrial exports to
Western Europe Debt policy has also been prudent, as privatization proceeds have been utilized to
pay down $7 billion 1n gross external debt since 1995 a more than 20 percent decrease which will
have a favorable impact on balance of payments indicators 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 1s hikely to
decline to 3 percent 1n the comung years bolstered by GDP growth and expenditure controls
However the inflation rate could delay Hungary s entry into the European Union

The enabling” environment in Hungary 1s satisfactory for private sector development, except for
high payroll taxes required to finance benefits It 1s estimated that about 75 percent of GDP comes
from the prnivate sector—both new and privatized enterprises—compared with only 20 percent 1n
1990 Much of the export-led growth of 1997 was powered by multinationals—GM Aud: and
Suzuki 1n the automotive sector and IBM 1n the electrical engineenng sector About 40 percent of
employment 1s from firms with less than 10 employees Most people work 1n services possibly as
many as 75 percent of the total work force Among pnivate firms with more than 10 employees, the
largest sources of employment are 1n transport and communications, trade, engineering, agro-
processing, and textiles and clothing




2 3 Money,
Savings and
Credit Score
3+

2 4 Fiscal
Score 3+

2 5 Exchange
Rates Score 4-

2 6 Balance of
Payments
Score 4-

Monetary policy and the impact 1t has had on savings and credit has focused on gradual
devaluation of the exchange rate through the crawling peg regime introduced in March 1995 a
gradual decline 1n the inflation rate as reflected 1n slowly dechining interest rates but general
restrictiveness built into both monetary and fiscal policy The effects are starting to show some
benefit, as savings and credit both 1ncreased in 1997 without a major increase 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 inflation rate which remains far higher than levels that can be
tolerated according to EMU criteria Nevertheless performance compared to targets was fairly
close in 1997 which 1s a favorable accomplishment 1n hight of the Postabank run in early 1997 and
the Asia crists in late 1997 Overall the outlook 1s reasonably stable with even the high inflation
rate somewhat predictable and likely to decline 1n 1998

Fiscal developments 1n 1997 showed an increase in the estimated deficit to GDP of 4 7 percent—
compared to 3 5 percent in 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 financing on a sounder footing via structural reforms that take time to become
effective This approach was more loosely followed 1n the early 1990s which led to significant
deficits and erosion of macroeconomic fundamentals Such trends prompted a reversal of policy n
1995 and since then, fiscal policy has become more effective 1n contamning deficits Much of this
has resulted from the reduction 1n subsidies to loss-making enterprises via state-owned banks the
accelerated privatization of enterprises and banks and the overall improvement 1n the economy 1n
1997 Pension reform 1ntroduced in 1997 1s also expected to generate net savings to the budget in
future years and decades However expenditures are still high as shown 1n the higher 1997

deficit It will be essential to maintain 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 1n bringing the deficit target down to the 3 percent range 1n the coming years

Exchange rate policy has been relatively moderate, based on a gradually declining rate of
devaluation that has been announced on a daily basis since March 1995 The current account
deficit was probably about 3-4 percent of GDP, and has narrowed considerably since 1994 1n
absolute terms as well as 1n percentage terms of GDP Much of the growth experienced by the
economy in 1997 was export-led 1n the machinery sector suggesting that Hungary s exchange rate
1s not an obstacle to exports to Western Europe

Hungary s balance of payments figures strengthened 1n 1997 due to a reduced current account
deficit, and further reduction 1n external debt which will save the country future interest payments
and thereby help subsequent current account performance The current account deficit narrowed
on the strength of improved export performance However tmports of industrial machinery were
also mgh While accounting for a current-year deficit, these imports should assist with future
efficiency and competitiveness



I Banking
Structure and
System Profile
Score 4-

Section 3 Assessment of Banking Structure and System Profile

The Hungarian banking system 1s now virtually wholly private in ownership,
governance and management. Foreign banks (generally prime-rated) and mvestors
control 30 of 44 banks, accounting for about 75 percent of capital and assets After-
tax earnings increased about 5 percent in 1997, and balance sheet measures—
capital, hlquidity—and quality indicators—loan portfolio quaiity—are generally
favorable There has been a steady harmonization of laws and regulations with
international standards to make the environment conducive to ongoing investment
There 1s evidence that some of the strategic mvestors are preparing for more
aggressive strategies in retail banking, as well as in non-bank financial activities
With pressure on margins resulting from intense competition, the implementation
of new strategies and some measure of consohidation are ikely While some think
that Hungary 1s “overbanked,” there 1s a hmited supply of credit available in the
market. Trends are favorable for increased lending to the corporate sector
However, the net outflow of funds from the banks to the government continues to
manifest a disintermediation effect. Households account for nearly 29 percent of
funding for banks, yet receive less than 4 percent of loans

31 Overview
Score 4-

32 Ownership
Score 4+

3 3 Governance
and
Management
Score 3+/4-

Hungary’s banking system now appears to be relatively well managed under a new incentive
structure introduced 1n the early 1990s—based on BIS guidelines for prudential regulations and
international standards of accounting—and significantly reinforced from 1995 on with the
termtnation of government-financed recapitalization programs and a focus on the attraction of
strategic mvestment from foreign banks and institutional investors Balance sheet indicators were
sound for the largest banks in md-1997 most of which were part of the monobank system 10
years ago After-tax eamnings increased in 1997, although return measures against assets and equity
indicated some sluggishness due to pressure on margins There 1s significant evidence of
competition for large corporate business, as intermediation spreads have dropped considerably
from high levels in 1993-95 Upcoming challenges mclude management depth and capacity as
greater risks are assumed in the coming years without government ownership or guarantees, the
strategic direction of various banking firms under open and highly competitive conditions the
synergies achieved from investment in retatl banking and non-bank services and the overall level

of consolidation that occurs 1n terms of both numbers of firms and therr respective financtal
activities

The banking system in Hungary 1s now about 75 percent owned and controlied by foreign banks
and investors Assets, credit and capital are now predominantly foreign-controlled Only the
deposit base 1s still concentrated in predominantly non-foreign mstitutions Such foreign
dominance has been a conscious policy of the government since 1995 to mtroduce improved
governance and management, to achieve sustamned capital growth based on strong asset quahity
and earnings, and to externalize potential lender of last resort requirements The degree of foreign

ownership in the banking system 1s unique for the region, and differentiates Hungary from most
countries 1n the world

There 15 a perception of two levels of governance and management in Hungary 1n both the
financial and the real sector The first applies to the larger blue chip operations largely foreign-
controlled, that operate according to recommended international standards and guidelines This
would mnclude the pnme-rated banks and insurance compan:es that have established operations 1n
Hungary along with the Hunganan companies histed on the BSE The second apphes to the vast
majority of Hungarian enterprises that are disconnected from this blue-chip sector, and which are
reported to operate in 2 manner which reflects weak governance—a prevalence of connected and
mnsider transactions—and sometimes poor management—noncommercial decisions which weaken
the value of the firm 1n the long run for the sake of short-term polttical or other gains Over time
the second group 1s likely to move in the direction of the first as new accounting standards are put
in practice, as they seck additional equity i therr businesses, and as they attempt to obtain debt




3 4 Non-Bank
Competition
Score 3+/4-

financing from banks and other financial mstitutions However for now the perception of weak
governance and management explains why many Hungarian enterpnises find it difficult to obtain
bank financing In the banking sector there 1s a perception that govemnance 1s strong at the prime-
rated nstitutions due to oversight from parent compantes and investors and that this 1s serving as
a catalyst for improved governance at other banks There 1s a perception that management 1s
strong at OTP although the governance structure 1s viewed as somewhat diluted and potentially
weak At Postabank governance 1s viewed as weak and management 1s viewed as politically
connected This 1s clear from the Ft 33 5 billion recerved from various govemment entities and
the Ft 12 billion guarantee recerved from the Ministry of Finance Movement towards increasing
transparency and disclosure will be required for increasing integration between the blue chip and
non-blue chip sectors For the time being, the trend towards improved govemnance and
management 15 favorable Strategic investment helps and oversight from foreign regulators and
board members provides added comfort However there 1s a sense that foreign nvestment
automatically externalizes much of the nsk and responsibility associated with governance and
management standards This 1s partly true but does not exclude the possibility that foreign owners
and board members will themselves make serious mistakes that can have an adverse impact on the
Hungarian 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 1s imited 1f any competition for banks 1n the financial services industry Brokerage firms
nvestment houses and insurance companies attract some resources prompting some
disintermediation However, with new legslation, 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
banking regulations It 1s expected that over time there will be a consolidation of financial
services company shares of assets and deposits which would cut across traditional bank and

non-bank classifications However this will take ume In the mnterim 1t 15 not expected that
there will be significant competition with banks from non-bank institutions

10



Section 4 Assessment of Banking Sector Development Based on Prudential Norms

IV Banking
Sector
Development
Based on
Prudential
Norms Score
4-

The Hungarian banking system 1s generally strong based on financial indicators,
but will need some time operationally before 1t 15 considered “world class * The
trends are favorable, due largely to the attraction of prime-rated strategic investors
after the recapitalization and consolidation programs through 1994 Capital 1s
strong, and asset quality 1s good Liquidity 1s somewhat constrained by monetary
policy, but 1s becoming more available Markets are functioning well—interbank as
well as non-bank—with increasing access to international funds (banks and non-
banks), and rising capitalization and turnover n the capital markets Overall, the
trends are favorable, and have been since 1995-96 However, several questions
remain with regard to (1) the persistence of high inflation rates and continued
disintermediation effects resuitmg from fiscal deficits, (11) risk management
capacity as bank asset structures grow and take on more and diverse risks, (1) the
sustainability of earmings as banks adjust their risk tolerances and venture into
activities in which they have limited experience—Hungarian banks from a product
standpoint, and foreign banks from a local market standpont, (1v) the ability to
more fully integrate the non-biue chip sector into the export-led part of the
economy that 1s growing, (v) the willingness of mid-sized companies to adapt to
mternational standards of transparency and disclosure to obtain added financing,
(1) the ability of regulatory authorities to monitor for risk i portfolios that can
potentially iead to adverse effects on the local economy, and (vu) the overali ability
to adapt to rapidly accelerating changes in the global marketplace, including
potential capital outflows How these questions are answered will go a long way 1n
determining how quickly Hungary closes the still wide gap in incomes with most EU
and OECD members The trends in Hungary are broadly favorable, particularly
when compared with the performance of most countries emerging from excessive
state controls However, the next several years will test the ability of the banking
system ard financial sector to transform Hungary from a “transition” or
“emerging” market to one which 1s on an 1rreversible course towards prosperity
and ongoing competitiveness

41 Capital
Adequacy
Score 4

4 2 Asset
Quality Score
4

Management practices have been conservative and prudent since 1995 focusing on
recapitalization and restructured balance sheets Portfolios are still heavily weighted towards
government securities—which are zero nsk-weighted according to BIS Although 1997 witnessed
some shift mto increased lending to corporate customers and reduced lending to the central
budget, loans are generally to blue chips Reserves are higher than required to meet the 8 percent
mimimum risk-weighted capital requirement As portfolios shift to corporate loans—which are 100
percent risk-weighted—this will lead to some capital adequacy adjustments Expansion into retail
activities for those planning to pursue that market will also require capital both for investment as
well as for some of the risks associated with this expansion (e g commercial/instailment credit)
Preliminary 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 Subordinated loan capital 1n both years
added another 1 7 percent at m1d-1997 and 1 6 percent at end 1996 Extraordinary capital
mjections can no longer be expected from much additional privatization activity From this point
forward, capital adequacy will be sustarned by retained earmings asset quality and size and the
ability to float shares or obtam equity from other sources

Asset quality appears to have improved and overcome many of the hurdles of earlier years when
large loan losses undermined earnings Bad loans are but a fraction of earlier tallies—2 1 percent
in mid-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 basis—down 34 percent in 1997
compared with 1996 This could represent under-provisioning particularly as competition has
increased and put pressure on net mterest margins However, the risk-averse practices of the last
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43
Management
Score 3+/4-

4 4 Earmings
Score 3+/4-

45 Liquidity
Score 3+/4-

4 6 Operaung
Environment
Score 3

two years—Ilimited lending, investment in government securities—suggest that banks were likely
not under-provisioning in 1997 However some adjustments n provisioning will likely be
required from 1998 on as greater risks are assumed 1n a wider range of activities

One of the main reasons for attracting strategic investors into the banking sector was to improve
governance and management Based on Hungary’s success in attracting prime-rated institutions,
management 15 likely one of the strongest elements of the Hunganan banking sector However,
this 1s still a period of investment and transformation in Hungary The acquisitions of large banks
generally occurred in 1996-97, and investment in new systems, tramning of staff, and adaptation to
new standards and procedures are still underway In addition, unrversal banking presents a
multitude of risks that need to be properly managed and coordinated to contain destabilizing
developments and systemic risk

Preliminary results for many of the largest banks operating 1n Hungary show a 5 0 percent increase
in after-tax earmings for 1997, with OTP accounting for about one quarter of these profits
However return on assets declined 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 derived from improved loan quality (reduced provistons for losses,
actual profits) However net interest margins have narrowed as mcreased competition 1n the blue
chip sector has brought down ntermediation 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, mcreases in operating costs are due to wage increases in the financial
services sector along with increased mvestment 1n personnel training and information systems for
improved services (e g new technologies for ATMs branches) This should generate incremental
earnings and efficiencies 1n subsequent years, but for now, they constitute expenses

With earnings pressure increasing due to heightened competition and narrowing intermediation
spreads, there may be some liquidity constraints in the near term However, underlying asset
quality 1s good, and nterbank and capital markets are fairly responsive to liquidity needs The
share of reserves to total assets dechined 1in 1997, and this might free up additional resources for
liquidity purposes However, mandatory reserves still constitute a large proportion of Iiquid assets,
reducing funds available for term lending The intemationalization of the banking sector has made
banks less dependent on local financing for hquidity needs although local currency financing 1s
not as freely available as 1t was previous to 1995 Thus 1s due to the crawling peg which has had

the effect of maintaining money measures but not increasing them 1n any matenal way since
1995

Hungary’s banking system 1s perceived to enjoy a hugh level of public confidence This was true
prior to accelerated privatization, when Hungarian households at least believed an imphicit
guarantee would protect deposit safety at OTF, 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 1s now currently majority-
controlled by prime-rated foreign institutions, which also nstills 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
EU, there are questions about the effectiveness of institutional capacity A cooperative agreement
with counterpart regulatory authornities has not yet been concluded despite the predominance of
foreign banks in Hungary The supervisory agency has only recently been reorganized
consohidated, and freed of civil service compensation constraints It will take time to demonstrate
the ability to retan qualified and trained regulators to ensure adequate policy within a universal
banking context, and to maintain useful and relevant coordination between off-site surveillance
and on-site inspection functions Recent changes confirm increased independence and
management autonomy, greater numbers of personnel improved compensation and a budget that
permuts contracting when n-house resources are not sufficient. However, there 1s a lack of
standardization and consistency 1n supervisory pursuits, and risk management capacity 1s viewed
as fairly weak It remains to be seen how long 1t will take before regulatory oversight 1s perceived
to be effective in Hungary, particularly in the future when more complex risk-taking financing 1s
evident in the marketplace

12



47
Transparency
and Disclosure
Score 3

4 & Sensutmity
to Market Risks
Score 4-

There are some concerns about the lack of full and timely public disclosure of meanngful
financial information in Hungary Ths 1s less of a problem today than in 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 1s already
integrated into the global economy, banking system and capital markets Conclusion of a
cooperation agreement with counterpart regulatory authorties would increase confidence 1n the
supervisory oversight of banks The challenge with regard to disclosure and transparency 1s also
directed at HAS and the lack of disclosure in notes associated with statements, the high tax burden
carmed by companies which provides incentives for barter transactions and understatement of
mcome and tradrtional reluctance to share information due to fears or concerns about how that
mnformation could be used

National and global events in 1997—namely the bank run on Postabank and the recent Asia
crisis—have provided a general endorsement of Hungary’s ability to weather crises 1n a stable
manner The run on Postabank did not spread to the system as a whole In fact, the response was
beneficial 1n some ways—a shift of deposits to safer institutions, limrted access (if any) of
Postabank to the interbank market—although 1t has been negative n other ways reminiscent of
earlier days—a de facto bailout from public resources, partly resuiting from close political
connections With regard to global tremors emanating from the Asia cnisis, Hungary showed far
less sensitivity than other non-Asian markets Thus, there was no major change in exchange rates
and interest rates (or associated policies and bands) nor was there major volatility 1n the capital
and money markets for any extended period of time Much of the underlying strength comes from
the immediate benefits of a growing economy This has resulted partly from the structural reforms
that have been introduced 1n recent years—privatization strategic investment, increased
competition, recapitalized banks with relatively clean loan portfolios The near-term challenges for
banks and regulators include increased competition in retail banking the liberalization and
expansion of financial markets (domesticaily and globally), and general nsk management practices

and capacity as margins tighten for blue chip customers and banks take on new customers with
differing risk profiles
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‘Toplcs/Categories and
Description of Coverage

Description of Ratings

1

2

3

a

5

General Description of Ratings

. Financial infrastructure

s Economuic factors and
indicators

e  Banking sector structure
and profile

»  CAMELOTS indicators

Dismal monopohst resistant
to competstion and change
no confidence, widespread
corruption weak nstitutions

Inadequate weak significant
smprovements needed major
potential for destabilization
via systemic risks

Adequate, favorable trend
improvement needed
potential for major systemic
risks

Solid strong satisfactory
competitive few systemic
risks or problems and those
are manageable privately
owned and managed

Outstanding world class
state-of the art best practices
virtually no serious systemic
nsks privately owned and
managed

T FINANCIAL INFRASTRUCTURE

Topics/Categories and 1 2 3 4 5
Description of Coverage
11 Policy/System Wholly unsupportive of Generally unsupportive of Partly supportive of stable Supportive of stable safe and | Wholly supportive of stable

stable, safe and sound
banking

stable safe and sound
banking, significant
improvements needed

safe and sound banking but
improvements needed

sound banking

safe and sound banking

12 Legal

Wholly unsupportive of
stable, safe and sound
banking and meaningful
levels of nisk taking

Generally unsupportive of
stable safe and sound
banking virtuatly no
meaningful levels of risk
taking

Fairly supportive of stable,
safe and sound banking but
implementation deters
meamngful levels of risk-
taking

Supportive of stable safe and
sound banking and
meaningful levels of nisk
taking

Wholly supportive of stable
safe and sound banking and
meaningful levels of risk
taking

13 Regulatory and
Supervision

Wholly inadequate for
prudently managed and
supervised banking

Inadequate regulatory
framework for prudently
managed and supervised
banking sigmficant
strengthening needed

Adequate regulatory
framework for prudently
managed and supervised
banking but strengthening
needed

Solid regulatory framework
for prudently managed and
supervised banking

Qutstanding regulatory
framework for prudently
managed and supervised
banking

1 4 Payments System

Wholly madequate and
undermines integrity of
banking system

Tnadequate and nefficient
systems weaken limited
efforts to busld up integnty of
banking system

Adequate but less than
efficient systems support
increasing integnty of
banking system

Solid systems remforce
integrity of banking system

World class systems reinforce
ntegrity of banking system

1 5 Accounting

Wholly inadequate
framework for banking

Unacceptable framework for
banking significant
improvement needed

Acceptable framework for
banking but sophistication
needed

Satisfactory framework for
banking

Qutstanding framework for
banking

16 Rating Agencies and
Systems

Wholly unsupportive of
banking sector development

Generally unsupportive of

banking sector development

Marginally supportive of
banking sector development

Supportive of banking sector
development

Wholly supporttve of banking
sector development
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1 7 Financial Media

Wholly unsupportive of
banking sector development
and growth

Generally unsupportive of
banking sector development
and growth,
professionalization and code
of ethics needed

Marginally supportive of
banking sector development
and growth

Supportive of banking sector
development and growth

Wholly supportive of banking
sector development and
growth

1 8 Professional Associations

Wholly unsupportive of
banking sector development
and growth

Generally unsupportive of
banking sector development
and growth

Marginally supportive of
banking sector development
and growth

Supportive of banking sector
development and growth

Wholly supportive of banking
sector development and
growth

19 Acadenuc

Whotly unsupportive of
banking sector development
and growth

Generally unsupportive of
banking sector development
and growth

Marginally supportive of
banking sector development
and growth

Supportive of banking sector
development and growth

Wholly supportive of banking
sector development and
growth

T 10 Miscellaneous “Wholly nadequate and Generally unsupportive of Only partly supportive of Supportive and reinforces Wholly supportive and
undermines integrity of banking system significant banking system but integrity of banking system remforces mtegrity of banking
banking system improvement needed mproving system
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11 ECONOMIC FACTORS/INDICATORS

Topics/Categories and
Description of Coverage

2

3

]

5

2 1 General

Dismal macroeconomic
fundamentals undermine
banking sector development

Inadequate macroeconomic
fundamentals deter risk
taking by banks

Adequate macroeconomic
fundamentals assist with
banking sector stability

Solid macroeconomic
fundamentals provide
banking opportunities

Outstanding macroeconomic
fundamentals reinforce and
enhance banking sector

2 2 Private Sector Development

Poor levels of private sector
development tn formal
economy undermine banking
development

Growng but inadequate
levels of private sector
development for sustamable
meaningful growth undercut
banking sector development

Adequate private sector
development supported by
favorable trends, but
improvements needed

Strong economy based on
competitive private sector

World class state of the art
economy predicated on
mnovative, resourceful private
sector

2 3 Money, Savings and Credit

Dismal monetary
fundamentals wholly
undermine banking sector
development

Weak monetary fundamentals
deter banking sector
development

Adequate monetary
fundamentals boost
confidence but improvement
needed

Solid monetary fundamentals
contrtbute to strong banking
system

Solid monetary fundamentals
shaped by world renowned
risk management practices
contribute to global standards
of banking system
competitiveness

7 4 Fiscal

Dismal fiscal fundamentals
wholly undermine banking
sector development

Weak fiscal fundamentals
deter banking sector
development

Adequate fiscal fundamentals
boost confidence but
improvement needed

Solud fiscal fundamentals
contribute to strong banking
system

Solid fiscal fundamentals
contribute to stability in
support of banking system
competitiveness

2 5 Exchange Rates

Dismal exchange rate
fundamentals wholly
undermine banking sector
development

Weak exchange rate
fundamentals deter banking
sector development

Adequate exchange rate
fundamentals boost
confidence but improvement
needed

Sohid exchange rate
fundamentals contribute to
strong banking system

Solid and stable exchange rate
fundamentals shaped by
world renowned risk
management practices
contribute to globat standards
of banking system
competitiveness

2 6 Balance of Payments

Dismal balance of payments
position reflects competitive
weaknesses of economy

Poor balance of payments
position reflects competitive
weaknesses of economy

Adequate balance of
payments position reflects
growing competitiveness of
economy despite weaknesses

Reasonably strong balance of
payments position reflects
competitive strengths of
economy

Enviably strong balance of
payments position reflects
competitive strengths of
cconomy
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1l BANKING STRUCTURE AND SYSTEM PROFILE

Topics/Categories and
Description of Coverage

1

3

4

5

3 I Overview

Wholly uncompetitive
banking system

Poor reputation re
competitiveness m the
banking system

Adequate reputation for
competitiveness in banking
but strengthening 1s needed

Solid reputation for
competitiveness in banking

World class status re
competitiveness in banking

3 2 Ownership

Monopolist, protectionist
banking system resistant to
foreign competition and
change

Traditionally closed banking
system only beginning to
open up to foreign
competition and change

Adequate levels of
competitiveness and
performance due to recent
trend towards private
ownership and management

Reasonably open and
generally privately owned
and managed banking system
respected for competitive
position

Open privately owned and
managed banking system
globally respected for
competitive prowess

3 3 Governance and
Management

Dismal governance and
management undermine
banking and economic
development

Weak governance and
management undermine
banking development despite
recent but very marginal
improvements

Adequate governance and
management for banking but
improvements needed to
acheve global
competitiveness in banking

Strong governance and
management sustain
competitiveness 1n banking

World class governance and
management reinforce and
sustain competitiveness in
banking

3 4 Non-Bank Conpetition

No serious competition from
non banks further
undermnes the need for
financial discipline

Very limtted competition
from non banks provide Iittle
pressure on banks to exercise
financial disctpline

Adequate levels of
competition from non banks
but lack of market breadth
and depth limit impact on
competitiveness and financial
disciphine of banks

Satisfactory levels of
competition from non banks
enhance competitiveness and
financial discipline of banks

Stgmificant competition from
non banks further strengthens
levels of competitiveness and
financial discipline of banks
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS

Topics/Categories and
Description of Coverage

1

2

3

4

5

4 I Capital Adequacy

Wholly inadequate capital

Inadequate capital

Adequate capital

Reasonably strong capital

Enviably strong capital

4 2 Asset Quality

Dismal asset quahty

Poor asset quahty

Adequate asset quality
although stgnificant room for
mmprovement

Reasonably strong asset
quality

Enviably strong asset quality

4 3 Management

“Whelesale disregard for
fundamentals of risk
management

General lack of awareness of
risk management
fundamentals

Fairly weak but improving
reputation based on emerging
nsk management capacity in
a market showing increasing
levels of competition

Reasonably strong reputation
based on satisfactory risk
management capacity in a
fairly competitive market

Enviably strong reputation
based on world class risk
management capacity n
fiercely competitive market

44 Earnlngs

Sustained losses that have
decapitalized the banks by
1AS

Weak or unstable earnings

Adequate earnings but room
for added stability and
diversification

Reasonably strong and
diversified earnings

Enviably strong and
diversified earmings

45 Liquidity

Severe hiquidity problems

Liquidity problems

Adequate liquidity position
but room for strengthening

Reasonably strong hiquidity
position on an ongoing basis

Enviably strong liquidity
position on an ongoing basis

4 6 Operating and Regulatory
Environment

Dismal operating and
regulatory environment

Poor operating and regulatory
environment

Adequate and mproving
operating and regulatory
environment

Reasonably strong operating
and regulatory environment

Enviably strong operating and
regulatory environment

4 7 Transparency and
Disclosure

Dismal standards for
transparency and disclosure

Weak standards for
transparency and disclosure

Adequate standards for
transparency and disclosure

Reasonably strong standards
for transparency and
disclosure

World class standards for
transparency and disclosure

4 8 Sensitivity to Market Risk

Dismal reputation for
sensitivity to market risk
under market conditions

Poor reputation for sensitivity
to market risk under market
conditions

Adequate and simproving
reputation to manage
sensitivity to market risk as
market conditions
increasingly prevail

Strong reputation to manage
sensitivity to market risk
under market conditions

World class reputation to
manage sensitivity to market
risk and continuously prosper
under market conditions




X 1LED ESSME B

I FINANCIAL SECTOR INFRASTRUCTURE Hungary 1s on the night track towards
financial sector modernization Its policy 1s open, forward-looking, and anchored in recognition
of market globalization trends Recent entry into the OECD, expected formal entry into NATO,
and future entry imto the EU are all providing ongoing momentum for institutional reform
Hungary has privatized aggressively 1n the last three years with a focus on strategic investment
Its legal and regulatory framework for financial services has been harmonized with BIS, EU and
other international standards to ensure continued integration 1nto international markets Its
payments system 1s efficient Accounting standards are moving increasingly towards international
norms General support organizations which enhance and help sustain market development—
rating agencies, professional associations, media, academic and training institutes—all exist or
are evolving towards professional standards Only structural weaknesses remain, and general
trends 1n these areas are positive However, the next round of institutional and risk management
challenges will determine how effectively Hungary competes 1n global markets, and how rapidly
1t narrows the gap 1n per capita incomes with other OECD countries Score 3+

11 Policy/Systemt Hungary 1s generally perceived to be safe, sound and stable for the time
bemng It 1s quickly joming 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, banking and overall financial
system have undergone considerable reform n less than 10 years There are still risks 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 m nature and
changing favorably Score 4-

» The political environment 1s stable m Hungary, and has been for years Hungary 1s a parhamentary
democracy with a freely elected legislative assembly Parliamentary elections were held in 1990—the
first free elections since 1947—and 1994, with the next elections due 1n May 1998 Hungary 1s a
member of major international organizations such as the World Trade Organization (WTO), European
Free Trade Agreement (EFTA), Central European Free Trade Agreement (CEFTA), the World Bank,
the International Monetary Fund (IMF), and the Organization for Economic Cooperation and
Development (OECD) Hungary was among the first three countries of the former socialist bloc

mvited to jom NATO n 1997 Currently, Hungary 1s pursuing EU membership, anticipated some time
mn 2002-05 !

*  With regard to legal and regulatory reform, Hungary has a comparatively well developed legal system
for banking and business development This has contributed significantly to the degree of foreign
direct mvestment that Hungary has achieved over the years, making 1t the best performer n this
domain on a per capita basis among transition countries As for banking, sigmificant protection has
been afforded to banks and other creditors since introduction of the Bankruptcy Law 1n 1992 (and
subsequent amendments) Hungary 1s also one of the few transition economies with a reasonably well
developed secondary market for asset repossession and disposition when debtors are unable to comply
with contractual agreements

e  Economic developments m 1997 were strongly favorable as Hungary bounced back from weakenimng

! An EU Association Agreement was signed m March 1992, along with Poland and the Czech-

Slovak Federal Republic These were the first Association Agreements signed
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macroeconomic indicators n 1992-95 and an adjustment period for reforms m 1996 In 1997, GDP
growth was estimated to be 3 percent Much of this was export-led in the electrical engineering and
automotive sectors

e The bankmg sector continued its march to competitiveness Only one large bank remained severely
troubled by end 1997—Postabank The government privatized the last of the five large and previously
state-owned commercial banks—K&H—in August 1997 Prelimmary results for the major banks mn
Hungary showed about a 5 percent increase in after-tax profits, but declines m ROA and ROE The
declning return trend 15 due to tightening pressure on margmns due to intensified competition, and still
high operating expenses The after-tax mcrease mn profits reflects improved loan portfolio quality, and
the consequent decline m provisions for loan losses i 1997

e There 1s growth in capital markets and non-bank financial institutions Insurance premiums exceed $1
billion per year New legisiation introducing a three-piliar pension system in 1997 1s expected to add
resources for investment m the capital markets There has also been increasimng turnover and market
capitalization on the Budapest Stock Exchange (BSE) However, by global standards, the capital
markets and non-bank mstitutions remain relatively small There 1s also a concern of future risks of
decapitalization—net profit transfers out of Hungary by large financial mstitutions mn a small
economy—with the steady liberalization of markets now that Hungary 1s a member of the OECD

e Regarding future developments mn the banking sector, there has been some socio-cultural or hustorical
enmity towards banking This perception, found in many cultures around the world, 1s based on the
sense that “abnormal profits” are being generated from mside information while much of the
population has faced immcome stress, a reduction 1n benefits, less job security, and an mability to access
credit from banks However, there has been little public opposition to privatization of the banking
sector since 1995 Moreover, increased competition m the banking sector 1s already bringing down
margums for those with access to credit If there 1s a broadening of retail services, as anticipated, this
mght make the household and small business sectors feel less excluded over time 2

12 Legal Hungary’s legislation and judicial infrastructure are considered satisfactory by global
standards, and adequate 1n advance of Hungary’s assumption of membership obligations n the
EU EU rules and directives on competition, public procurement, intellectual property, and
company and accounting laws are virtually completed This applies as well mn the financial
sector—for banking, as well as 1n msurance, capital markets and pension funds However, where
Hungary still needs strengthening 1s 1n the application of commercial law The system 1s still
characterized by delays in many cases due to complex market transactions that make 1t difficult
for courts to process claims 1n a timely manner Score 3+

e The Law on the National Bank of Hungary (NBH) became effective m 1987 and legally transformed
Hungary from a monobank to two-tier bankmng system This was earlier than most countries which
formerly had close economic ties with the CMEA and former Soviet Union The law assigns
responsibility for the implementation of monetary policy to NBH

e A new Banking Law became effective on January 1, 1997 Hungary’s earlier law was aiready open—
as attested to by the enormous foreign mvestment m the sector—and conformed to EU guidelines The
old law and associated regulations spelled out the requirements of banks with regard to minimum
capital, capital adequacy, msider loans, large loans and exposures, classification standards and
provisioning requirements, and other common features found i commercial banking laws The new

z However, only about 200,000 middle class or high net worth individuals are currently targeted by

most banks 1f there 15 any retail strategy at all This represents only about 4-5 percent of the population
likely to have accounts with banks
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law added three key features (1) stricter requirements of bank management and board members, to
assist with improved governance 1n the future, (1) a doubling of mmmum Ft capital, from Ft 1 billion
to Ft 2 billion (about $10 million at end 1997, and shightly higher than EU minimum capital
standards), and (1) greater review 1n the licensing process

The Law on Securities Investment Services and the Securities Exchange mtroduced i 1996 1s
consistent with EU directives® and OECD guidelines International standards of corporate governance,
accountmng and mformation disclosure are applied n the cases of companies hsted on the BSE *
Hungary has long benefited from significant foreign mvestment, mcluding portfolio investment
Investors are free to transfer capital and earnings 1n and out of the country as long as tax obligations
are complied with The liberalization of current and capital account transactions, a function of OECD
membership, has assisted 1n these developments The Securities Law specifies mmimum capital
requirements for brokerage firms at Ft 20 million and securities firms at Ft 100 million Investment
firms may not acquire more than 10 percent ownership in another mmvestment firm Solvency needs to
be maintained on a permanent basis with 5 percent of registered capital held n liquid assets (cash and
government securrties) Classified risks must be covered by (and expensed as) provisions,’ and 10
percent of after-tax profits must be placed 1n general reserves prior to dividend payments
Management and board members must meet specified professional standards and critera for a license
to be approved These conditions must be met on an ongoing basis Firms are also required to have an
internal control function to monitor for risks, and to regularly report investment service activities to
supervisory authorities (on a quarterly basis) Tradmg book requirements include daily entry of
valuations and risks to capital of nvestment and trading activities The Law on Securities and the
Banking Law are reconciled 1n their provisions in terms of banks’ limits on large exposures (and
risks), which must be accounted for on a consolidated basis

Claims on movable properties through lien perfection have recently been strengthened with improved
property registration procedures In May 1997, Hungary mtroduced a uniform, centralized and
computerized property registration system for non-possessory pledges over movable properties
Pledgees only need an executory warrant from a court to exercise rights under the pledge agreement
Given Hungary’s comparatively strong record for avoiding protracted proceedings in commercial
disputes mvolving 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 financing on a secured basis to most enterprises due to past problems associated with
maintenance of the property registry It 1s anticipated that improvements n the new system will
provide for added comfort, making short-term lending more feasible

Hungary benefits from the expenience and commercial traming of specialized bankruptcy judges and
liquidators for both in-court and out-of-court adyudication Bankruptcy judges handle bankruptcy
proceedmgs, and then appoint 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

3

Seven EEC guidelines are specified as accounted for in preparation of the Securihes Act These

mclade (1) 79/279 on cnitena for Listing on the stock exchange, (11) 80/390 on harmonization of provisions

for stock exchange histing, (111) 82/121 on regular mformation published by listed jomnt stock compames,
(1v) 89/298 on harmonization of provisions for public offermgs of transferable securities, (v) 89/592 on

harmonization of provisions for msider transactions, (v1) 93/6 on capital adequacy of mvestment service
companies and credit mstitutions, and (vi1) 93/22 on securities mvestment services

4 These companies have hikewise succeeded n accessing capital in foreign markets

5 Both specific and general risk provisions are specified

6 This requirement 1s exempted 1f general reserve values exceed 150 percent of the value of capital
required to be held for the coverage of positions and exposures registered in the mstitution’s trading book,
and 1f there are no negative retained earnings

21



for a final judgment for the execution of payment Decisions can be appealed There 1s also an
independent right of judicial review of administrative actions mnitiated by the courts Weaknesses
mclude the lack of capacity to process many claims mn a timely fashion

o  Bankruptcy hiquidation and foreclosure procedures are well developed in Hungary Bankruptcy
settlements are binding when a majority of creditors holding at least two thirds of claims agree to a
reorganization plan with a debtor At that pomnt, the court appoints a hquidator with broad
reorganization powers once appomted The Bankruptcy Law of 1992 ushered in a wave of
bankruptcies (reorganizations and liquidations) based on strict trigger mechanisms This resulted n
14,060 bankruptcies filed in 1992 alone Subsequent amendments addressed weaknesses in legislation,
court procedures, asset stripping, and other problems By 1996, there had been a cumulative 42,127
bankruptcy filings since 1992—36,557 hiquidations and 5,570 reorganizations ’ Over the years,
Hungary has developed extensive capacity and tested procedures that are considered more than
adequate for 1ts growing and now market-based economy Thus has also translated into a secondary
market for figuidation and repossession along commercial lines There are several debt collection
services companies operating mn Hungary, some of which engage m these activities

13 Regulatory/Supervisory Hungary’s regulatory framework conforms to prudential
guidelines rendered by the Basle Commuttee for Banking Supervision,® as well as more recently
with EU directives and guidelines more consistent with “universal” banking practices However,
there are questions about the effectiveness of institutional capacity These include the absence of
standardization and consistency 1n supervisory activities, the need for a stronger team concept,
and a focus on risk-based supervisory practices The supervisory agency has only recently been
reorganized, consolidated, and freed of civil service compensation constraints Prior weaknesses
consisted of inadequate coordination between/among differing authorities and oversight
functions, and high levels of turnover among trained and qualified personnel Recent changes
confirm increased independence and management autonomy, although the agency does not have
the power to 1ssue regulations ° There has been an increase in personnel from about 100 1n 1994
to 260 1n 1997 '° Examination fees currently cover the supervision agency’s budget Where there
are gaps in terms of on-site examination skills or off-site surveillance, private contractors have
been brought 1n to assist }' However, the use of private contractors frequently 1s considered to be
more like a bank audit than a risk-based examination The Postabank bank run in February 1997
did not cause systemic panic, nor was there any serious evidence of a “contagion” effect from
the financial crisis 1n Asia 1n late 1997 '2 However, this appears to have had less to do with
banking supervision and more to do with the effective market response of depositors, banks, and
other sources of financing There are lingering concerns about the disclosure and transparency of
weaknesses still resident 1n some of the banks, and the limited willingness of supervisors to

7

See EBRD Transition Report 1997, p 87
This Commuttee 1s a formal part of the Bank for International Settlements, or BIS
In practice, the agency 1s expected to draft the regulations, and the Mimistry of Finance issues

8
9

them
1 A further increase up to 300 may occur mn 1998

In the case of on-site mspections—be they customized and targeted, or regular full-scope
exammations—several countries in Europe and elsewhere utilize external auditors as opposed banking
supervision department employees Hungary appears to be blending the concept during an mterim period,
as external auditors and other contractors supplement the efforts of the agency’s on-site mspection
activities

2 The BSE 1ndex ranged from negative 16 to positive 12, which tniggered periodic suspensions 1n
trading of individual stocks The market as a whole did not experience a suspension of tradmg activity

11
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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 compliance by regulators, rather than risk
management The reporting of off-balance sheet contingencies 1s considered weak, and may
represent a layer of risk that 1s not being adequately provisioned for There are also major gaps
between semor management and mid-level management with regard to traiming and
development It will take time before adequate risk management capacity 1s developed, and
before the market perceives regulatory capacity to be wholly effective Score 3-

e Licensing requirements and regulations were tightened in the banking sector when the new Banking
Law became effective on January 1, 1997 The law introduced stricter requirements for bank managers
and members of the board, doubled the mimimum registered capital for banks from Ft I billion to Ft 2
billion, and added a second step to the approval process at the Hungarian Banking and Capital Markets
Supervision Agency (HBCMS) The Agency 1s also responsible for licensing securities firms

e The new Law on Banking, effective January 1, 1997, provides a clear lega! basis and mandate for the
Hungarian Banking and Capital Markets Supervision Agency (HBCMS) to supervise the banks (as
well as securities firms) This includes banks as “universal” mstitutions engaged in insurance, capital
markets, real estate mvestment, pension fund management, venture capital, and other financial
services along with traditional banking activities The law provides for the reorganization and
consolidation of the supervisory function, previously spread across several mstitutions, to account for
universal banking in Hungary’s financial sector The law also enshrines supervisory independence,
limiting NBH mvolvement mn banking supervision to monetary and foreign exchange matters
However, while HBCMS 1s expected to draft regulations, 1t does not have the power to 1ssue them
This power 15 assigned to the Ministry of Finance

*  Penalties for regulatory non-complhiance by bank managers and employees can be assessed, as they
can for board members as well However, enforcement i the banking sector as well as in the real
sector have been comparatively benign to date Likewise, the supervisory function 1s still reputed to be
focused on compliance rather than risk management—monitoring bank complance with prudential

regulations, rather than evaluating the condition of the banks for safety and soundness, and for the
quality of management

*  Levels of disclosure are adequate for firms conforming to IAS However, there are questions about the
level of disclosure required by HAS In terms of banking, disclosure requirements to regulators 1s
considered satisfactory Regular reports are required, and nnsk management considerations are built
mto these requirements Where there may be a problem 1s with disclosure to foreign regulators, and
access to mformation by the markets Confidentiality rules are still in place and observed Thus, while
there 1s an active market in I-fungary, hmitations on disclosure might contribute to excessive risk-

aversion with regard to lending and mnvestment that could be partly reversed with greater disclosure
and transparency

1 4 Payments System The payments system functions well in Hungary The system 1s based on
electronic funds transfers—checks are not used The predommance of prime-rated banks 1n the
banking sector combined with significant ivestment flows and fairly open current and capital
accounts all provide confidence i the ability of the payments system to function efficiently
Score 4

» Hungary has a modemn clearing and settlement system This has provided the banking system and
economy with the benefit of electronic bank transfers, and no major float
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e Management MIS and technology development related to payments systems are considered sound, as
are wnternal systems, procedures and controls

15 Accounting 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 1n recent years as Hungary has
privatized hundreds of large firms and banks by attracting strategic foreign investors 1AS has
been a fundamental element of valuations, due diligence, and investment decision-making (both
for direct investment and portfolio mvestment) All the major international accounting firms
have been active 1n the Hungarian market since 1989 Four of the six majors had a total of 1,015
personnel at end 1996, including 45 partners,” and 110 accountants chartered or certified 1n
accordance with IAS Meanwhile, there are many more Hungarian accounting firms specialized
1n local accounting standards While being reasonably strong, these standards are still not
considered wholly acceptable by the global marketplace This 1s 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 1n a lack of consistency This
sometimes contributes to banks’ decisions to not lend to many mid-sized and larger firms

Score 4-

e  There 1s determined movement on the part of the authorities to ensure that international accounting
standards are consistently applied 1 the annual reports of large enterprises and all major banks This
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 investment coming from abroad However, most companies fall
outside this sector Hungarian firms generally use HAS, which are considered reasonably strong but do
not meet some of the key cniteria of IAS HAS weaknesses include msufficient codification,
madequate disclosure requirements,'* and some mconsistency n asset and depreciation treatments,
particularly as they relate to leasing

» The Banking Law 1s strict in terms of reporting, requiring banks, bank groups and financial holding
companies to report to supervisory authorities on a regular basis This 1s part of the normal reporting
process to monitor liquidity and solvency NBH also closely monitors monetary and foreign exchange
trends as part of 1ts interest rate and crawling peg exchange rate policy

®  There are accounting tramning programs and mnstitutes in Hungary for international as well as
Hunganan accounting standards IAS is largely based on EU standards Many of Hungary’s smaller
{non-Big 6) accounting firms are certified mn IAS as well as HAS The Chamber of Auditors has

recently restructured itself Among its 5,000 members, an estimated 200 are tramned 1n international
standards

e Asofend 1996, five of the six international accounting firms had been located n Hungary since 1989,
and all were active In the market There was some evidence of market segmentation among their
business practices One firm was heavily focused on consulting, while another had more than half its
revenues generated from standard audit and accounting services Other activities of focus mclude
mformation technologies, corporate finance, due diligence and valuations, and a range of traming
services Local Hunganan firms tend to focus on audit, accounting, tax and legal services, consuiting
and payroll

13
14

22 of 45 partners were Hunganan
HAS rehes on notes as opposed to formal disclosures Notes are sometimes criticized as too

legahistic, and not providing sufficient financial disclosure This can also lead to mconsistent treatment of
key financial 1ssues across compames
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1 6 Rating Agencies/Systems All the major international rating agencies have been active for
several years 1n the Hungarian market Hungary’s ratings in February 1998 were generally
favorable 1n 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 1n the long-term development of the banks based on increased orgamzational
development, reduced problem loans, and increased capital However, Hungary remains below
prime for foreign currency deposits Score 3+/4-

e  Hungary has received ratings from the three major mrernational rating agencies on a regular basis for
several years Moody’s granted Hungary a Baa3 credit rating for long-term bonds 1n 1996 Standard &
Poor’s likewise assigned a comparable BBB- rating the same year IBCA followed with a BBB rating
m 1997 Moody’s ratings for bonds and notes as well as bank deposits were unchanged from one year
earlier '* This keeps Hungary mn the lowest “mvestment grade” level for its long-term bonds—“neither

highly protected nor poorly secured”—and short-term notes, but “speculative” in terms of foreign
currency bank deposits

o There 15 likely to be a domestic mitiative to establish a rating agency for the bills, bonds and other
securities and offerings of banks, pension funds, brokerage companies, and other financial institutions
Two prospective mnvestments were bemng discussed m early 1998 There already 1s a central credit
mformation system specified i the Banking Act which securities firms are also required to jom
HBCMS also has a rating system for banks, but this 1s not considered sufficiently standardized and
systematic to be useful for market purposes Credit rating mformation on individuals and compantes

1s generally undermined by the limited availability of useful and meaningful mformation due to
confidentiality concerns

17 Financial Media 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 mcludes mterest rates, trade volumes, exchange rates, and other related information No
problems regarding the media were reported in terms of chronic rumors that could weaken
financia] institutions based on unfounded evidence Media coverage during the Postabank run n
early 1997 was considered responsible There 1s some criticism that the media do not devote
enough attention to details, or that there 1s some excessive editorialization However, this 1s also

a criticism of the banking community for not commuitting sufficient resources to public relations
Insufficient Basis for a Score

18 Professional Assoctations No particular effort was made to assess associations in Hungary
There are several professional associations i Hungary for financial sector individuals and
groups One group, the International Tramning Center for Bankers, provides training and engages
m consulting assignments This includes working with HBCMS on mspections and other
regulatory matters The Hungarian Bankers’ Association also exists, and 1s considered mmportant
in coordinating mput from the banks nto the legal/regulatory drafting process However, there 1s
limited input from the banking community m building up this association, and the HBA’s budget
1s consequently limited Insufficient Basis for a Score

1 Moody’s ratings as of February 1998 were Baa3 for long-term bonds, P-3 for short-term notes,

Bal for long-term bank deposits, and NP (not prime) for short-term bank deposits
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19 Academuc No particular effort was made to assess the number or quality of academic
institutions 1n Hungary Nor was there a systematic effort to speak with business/management
school officials However, there are many schools, institutes and think tanks that are able to
make a significant contribution to banking sector development Bank managers and others
believe that academic institutions now prepare younger students adequately for employment
While finance, accounting and management are studied, there 1s reported to be only one Master’s
level program 1n business administration offered in Hungary Insufficient Basis For a Score

1 10 Miscellaneous There has been rapid movement towards privatization and modernization of
the telecommunications market MATAYV has been privatized, and there 1s competition 1n the
cellular busimess The telecommunications sector functions well, a necessary precondition 1f
Hungary 1s to succeed as a “regional platform™ for investment and growth Postal services appear
adequate, with the added feature of having a 3,200 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 Score 4

e The prnivatization of MATAYV plus demonopolization in the sector has already demonstrated
mmprovements In telecommunications system capacity QOutgoing phone calls have increased in recent
years, partly reflecting improved capacity and mvestment 1n infrastructure Total calls were 2 35
billion 1n 1994 In 1996, they were 3 44 billion Total calls were estimated to be 3 73 billion in 1997, a
nearly 60 percent increase from 1994

o The postal system 1s considered adequate According to the 1995 Law on Privatization, the postal
system will rematn state-owned, one of the 50 or so companies to remain 1n state hands by the end of
1998 However, 1t 1s uncertain how this will impact the fate of the postal system’s bank branches
(Postabank) Postabank’s future 1s currently unclear, with periodic references to 1t bemng acquired after
the early 1997 run on deposits However, no major change 1n 1ts ownership or management structure 15
expected, at least until after elections are held m May, 1998

* No effort was made to review the safekeeping practices of banks No major complamnts were made
about the payments system, nor was there mention of float problems associated with mefficient
clearing and settlement One area where safekeeping might need to be strengthened 1s with the private
pension funds that were introduced 1n 1993 Apparently, there 1s nothing mandatory about placing
funds 1n third-party custodial services—such as i bank vaults for protection as needed
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II ECONOMIC FACTORS AND INDICATORS Hungary has an open economic system
that 1s increasingly private sector-oriented 1n terms of ownership Competition policy 1s
generally harmonized with EU legislation, although some trade protection was still in effect
m1d-1997 This involved import ceilings on about 20 types of products, mostly clothing, cars and
vans, and textiles, footwear and precious metals There are still licensing 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 1n 1989-91, and state trading monopolies were substantially removed
1989, ahead of all other transition countries Thus, remaining barriers are expected to disappear
or diminish 1n importance over time as Hungary complies with WTO, EU and CEFTA
Agreements Structurally, there 1s a disconnect in the 14 percent of GDP that oniginates with
foreign-controlled enterprises, and the balance of the economy that remains only loosely
connected to this segment Building stronger links between Hungarian-controlled enterprises and
foreign ones represents a key structural challenge in the coming years for rising competitiveness
and mcomes, and 1n anticipation of entry into the EU There 1s already some evidence of
movement 1n this direction 1n some sectors, such as suppliers to the major auto manufacturers
Hungary 1s also already competitive 1n a number of products—agro-processing, textiles and
clothing 1n EU markets, with 60 percent of 1ts trade with the EU A major structural challenge n
the coming years 1s to strengthen the links between domestic firms and international markets
based on competitive conditions and incentives Trends in this direction are favorable However,

1t will st1ll take many years to close the average income gap between Hungarians and most EU
members Score 3+/4-

2 1 General The economy 1s reasonably strong in Hungary, and 1s poised 1n 1998 for 1ts highest
growth rate (4 percent) since economic reforms were introduced 1n the late 1980s Increased
productivity and competitiveness are being demonstrated in employment figures, as the
registered unemployment rate has declined to 10 percent While high, this is not abnormal on the
European continent The crawling peg exchange rate policy has provided predictability to the
devaluation process, and official and market rates generally parallel each other with limited
vaniation Given the export-led growth of 1997, the exchange rate does not appear to be
undermining industrial exports to Western Europe Debt policy has also been prudent, as
privatization proceeds have been utilized to pay down $7 billion 1n gross external debt since
1995, a more than 20 percent decrease which will have a favorable impact on balance of
payments indicators 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 S percent of GDP The latter 1s likely to dechine
to 3 percent 1n the coming years, bolstered by GDP growth and expenditure controls However,
the inflation rate could delay Hungary’s entry mnto the European Union Score 3+/4-

e Real GDP growth was estumated to be 3 percent 1n 1997, the biggest increase smce 1994 Growth was
powered by exports—Ilargely m electromc machmery (hard disk drives, video screens—final products)
and m the automotive sector (intermediate products mamly exported to Germany) Initial projections
for 1998 are that Hungary will expenence real GDP growth of 4 percent This would be the highest
growth since economic reforms began n the late 1980s
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s The registered unemployment rate 1s 10 percent, shightly lower than rates from earhier years This
equates with about 445,000 people being out of work ' Productive employment 1s a more difficult
measure to gauge About two thirds of the registered unemployed are skilled or semi-skilled
However, industrial productivity has increased in recent years Likewise, mn the financial services
mndustry, there has been a significant reshuffling of the labor force Operating expenses are high, but
this 1s partly related to the traming of personnel, and mvestments n technologies, systems and other
factors that are expected to enhance efficiency and productivity in the coming years Many people
who worked for state-owned banks were let go Thus, dechning unemployment rates are viewed as a
positive sign not only by themselves, but because the labor force 1s now more productive when
employed than before

o  Inflation rates have been high for years, although they have declined considerably since 1995 That
year the nflation rate exceeded 28 percent In 1997, the mflation rate (CPI) was about 17 percent 7
This 15 st1ll high by European standards, and 1s likely to extend the crawling peg exchange rate policy
mto the early part of the next century Such high mnflation rates may also delay entry into the EU

e  Exchange rates have been set by a pre-announced crawling peg regime since March 1995 The
exchange rate 1s devalued on a daily basis within a specified band—from 0 06 percent daily through
mid-1995 to steadily declining levels which reached 0 033 percent in August 1997 The policy appears
to have worked 1 stabilizing exchange rate movements, and the gap between official and market rates
has dimmished significantly In 1995, the official devaluation of the central rate was 29 86 percent
against a basket of DM and dollars—70 percent and 30 percent, respectively, from January-
September, 1997 * The market devaluation was 24 33 percent In 1996, the official devaluation was
15 76 percent, compared with 15 89 percent n the market By September 1997, official devaluation
was 10 04 percent for nine months, compared with 9 96 percent in the market In terms of year-end
exchange rates agamst the dollar, the Ft has lost half of its nominal value in four years, from 101 mn
1993 to 204 1 1997

*  Fiscal deficits were fairly deep throughout most of the 1990s due to high social welfare costs (social
security), high overall expenditure to support loss-making state banks and enterprises, and the
avoidance of tax payments by many companies and households Fiscal deficits remamed high and
increased 1n 1997, to 4 7 percent of GDP

®  Debt and debt service are now under control Hungary has prepaid significant amounts of external
debt—gross external debt has declimed from nearly $32 billion 1n 1995 to $25 billion at September 30,
1997"—largely from privatization proceeds This bodes well for future current account measures, and
should likewise contribute to a declime 1n interest rates over time Debt service as a percent of the
current account peaked m 1994 at nearly 55 percent This declined to a bit more than 50 percent n
1996 With increased exports and reduced external debt, 1t 1s anticipated that the debt service ratio will
have declined further in 1997 However, about two thirds of Hungary’s debt 1s medium- and long-
term More than $11 billion i principal payments will come due from 1998-2003

i6

The figure was 10 3 percent at September 30, 1997 This was based on 458,620 people registered
as unemployed

v PPI rates were about 18-19 percent m 1997

18 The basket proportion may have been reversed since September 1997 Prior to 1997, the currency
basket mncluded SO percent doilar and ECU (December 1991-July 1993), 50 percent dollar and DM (August
1993-May 1994), 70 percent ECU and 30 percent doliar (May 1994-December 1996) proportions

19 About 60 percent of total external debt 1s held by NBH and the government The balance 1s n the
corporate sector
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Table 1 General Economuc Indicators
1990 1991 1992 1993 1994 1995 1996 1997 1998

Real GDP Growth 35% -119% 31% -06% 29% 15% 10% 30 40%
Per Capita Incomes
GDPin§ 3,179 3242 3617 3748 4069 4,286 4357 4,337 4425
PPPin 3 6,230 6500 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% 211% 212% 283% 198% 170% 140%
Yr-end. Exchange Rate

Ft DM* 39 45 51 56 65 97 106 110

Fr US§ 615 76 84 101 111 1395 165 204 228
Fiscal Deficit/GDP +H04% 22% 55% 6 8% 82% 65% 35% 4 7% 41%
Debt Service/Current Account | 482% 339% 344% 432% 548% 473% 504%
Total Debt/GDP 643% 678% 576% 637% 684% T724% 620% 570% 576%
Gross External Debt* in 3 bn. 26 214 246 285 317 276 251

* Note Ft DM exchange rate for 1997 at September 30 1997, Ft DM exchange rate 1s average rate from 1990-94
gross external debt for 1997 1s at September 30 1997
Sources NBH EBRD, OECD, World Bank Credit Suisse First Boston The Economist

2 2 Prwate Sector Development The “enabling” environment 1n Hungary 1s satisfactory for
private sector development, except for high payroll taxes required to finance benefits It 1s
estimated that about 75 percent of GDP comes from the private sector—both new and privatized
enterprises—compared with only 20 percent in 1990 Much of the export-led growth of 1997
was powered by multinationals—GM, Aud: and Suzuk: 1n the automotive sector, and IBM n the
electrical engineering sector About 40 percent of employment 1s from firms with less than 10
employees Most people work 1n services, possibly as many as 75 percent of the total work force
Among private firms with more than 10 employees, the largest sources of employment are n
transport and communications, trade, engineering, agro-processing, and textiles and clothing
Score 4

e Sector value-added m the Hunganan economy has expenenced a shift mcreasingly towards services
Services accounted for about 62 percent of value-added in 1990, rare for transitton countries where the
economtes had emphasized heavy industry for decades and often lacked a viable service sector
Today, 1t 1s estimated that services account for more than 70 percent of GDP 1n Hungary However,
part of this shift is also due to adjustments that have been made in the industrial sector With new
mvestments and reduced head count, Hungary 1s restoring industrial competitiveness In the
manufacturing sector, labor productivity 1s now estimated to approximate 140 percent of 1989 levels
based on significant labor redeployment to the service sector, and the retooling of plant and
equipment Thus, mndustry may mcrease from 1ts roughly 24 percent share of total GDP 1n 1995
Agriculture 1s estimated to account for only about 6 percent of GDP As for employment, 3 95 million
were employed 1 income-generatmg activities, considered to be about 55 percent of the economically
active population between 15-74 years of age About 63 percent are employed m services, 31 percent
are in industry, and 6 percent are 1n agriculture based on employment figures from firms with more
than 10 employees *°

2 These figures are based on a distribution of staff groups employed by enterprises with greater than

10 employees plus all public admmistration units This accounts for only 64 percent of those employed,
and only 58 5 percent of the economically active population It 1s likely that the service sector absorbs
more than 70 percent of the work force
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Private sector value-added and employment are both high, and have been growing steadily through the
1990s Overall provate sector value-added was estimated to be about 75 percent in 1997, compared
with 58 percent i 1993 (which was comparatively high i the region at the tume) and only 20 percent
m 1990 Private sector growth has resulted from a combmation of reduced subsidies to loss-making
state enterprises—either directly from fiscal sources, or through banks—more open competition, and
accelerated privatization of both enterprises and banks The privatization of large-scale enterprises has
accelerated since late 1995, and this has combned with the growth of new and small private firms to
transform Hungary 1nto a private sector-oriented economy Privatization has mvolved mndustrial
enterprises, banks, utilities, telecommunications, and the energy sector By end 1998, all but about 50
companies are expected to be m private hands There were 792,824 active firms registered in October
1997, of which 58 percent were sole proprietorships, 15 percent were limited hiability companies, and
another 15 percent were limited partnerships Among the total active firms, there were 767,229 small
pnivate firms with fewer than 11 employees operating 1n a country with an active labor force of 4 3
milhon Thus, 1t 1s hikely for the foreseeable future that the private sector which the banking sector wall
target includes about 25,000 firms, and as few as about 6,700 1f the focus 1s on companies with more
than 50 employees Employment in the private sector was estimated to be about 3 1 million, or 73
percent of the economucally active population at September 30, 1997 Among those working for firms
with more than 10 employees, private sector employment appeared greatest 1n transport and

communications, trade, engmeermg, agro-processing, and textiles and clothing One-third of the labor
force 1s unionized

State sector value-added and employment represent a steadily declming segment of the economy
Notwithstanding the high level of fiscal expenditure to GDP, state shares i the economy have been
declining for years Subsidy reduction combmed with privatization have been largely responsible for
the shrinkmng share of state sector value-added, which was down to about 25 percent of total 1997
GDP Thus 1s consistent with broad OECD norms By end 1998, only about 50 companies are expected
to remain state-owned—these include the postal system, the railways, and the electricity company
(MVM) which holds the national gnd Employment in the state sector was estimated at §30,000, or
about 20 percent of the economically active population These jobs are primarily in public

administration and social security, education, health and social security, and other community, social
and personal service activities

Table 2 Private Sector Indicators

1990 1991 1992 1993 1994 1995 1996 1997
GDP (5 bn) 331 334 373 386 417 437 44 6 444
o/w Agriculture (%) 96 78 65 58 60 64
o/w Industry (%) 288 267 244 232 228 239
o/w Services (%) 616 655 691 710 712 697
Private Sector GDP ($ bn) 66 100 187 224 250 284 321 333
State Sector GDP (8 bn) 265 234 186 162 167 153 125 111
Employment (‘000)* 4290 4,058 4,002 3976 3,989 3,944
o/w Private Sector (‘000) 3114
o/w PS in Agriculture(‘000) 158
o/w PS in Industry (‘000) 781
o/w PS n Services (“‘000) 2174

* Note 1997 figures are from September 30 1997 1997 private sector figures are estimates
Sources NBH, EBRD, OECD, World Bank, Credit Suisse First Boston
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2 3 Money, Savings and Credit Monetary policy and the impact 1t has had on savings and
credit has focused on gradual devaluation of the exchange rate through the crawling peg regime
mtroduced 1n March 1995, a gradual decline 1n the inflation rate as reflected in slowly declining
interest rates, but general restrictiveness built into both monetary and fiscal policy The effects
are starting to show some benefit, as savings and credit both increased in 1997 without a major
increase 1n the money supply Banks are stronger today than a few years ago, with stronger
capital positions and new ownership The weak spot 1s the inflation rate, which remains far
higher than levels that can be tolerated according to EMU criteria Nevertheless, performance
compared to targets was fairly close 1n 1997, which 1s a favorable accomplishment 1n light of the
Postabank run 1n early 1997 and the Asia crisis in late 1997 Overall, the outlook 1s reasonably
stable, with even the high inflation rate somewhat predictable and likely to decline m 1998
Score 3+

e Policy design and implementation are the responsibility of the NBH Monetary policy 1s based on
sustaining the crawling peg exchange rate through its interest rate policy NBH utilizes a wide range of
monetary instraments to implement such policy, mostly repurchase (overnight 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) Policy 1s focused on a gradual reduction mn the
inflation rate, which 1s still high at about 17-18 percent, but was as high as 28 percent in 1995

e Data collection and forecasting appears adequate Hungary has a high mflation rate, but monetary
policy 1s dedicated to bringing this rate down on a gradual basis

¢  Hungary has taken regional and global considerations into account since efforts began m the early
1990s to be positioned for membership in the WTO, OECD, EU, and other international and
multilateral groups Membership m the WTO (1994) and OECD (1996) have shaped much of
Hungary’s overall approach to trade and investment Particularly m terms of investment, Hungary has
shown outstanding performance on the FDI front Much of 1ts mstitutional transformation 1s bemg
driven by anticipated membership in the European Union Thus, achieving Maastricht criteria will be
important for membership This will ultimately mean a decline 1n the inflation rate from current high
levels to the lower levels found in the EU On other accounts—debt to GDP and the fiscal deficit—
Hungary 1s much closer to achieving EU targets With regard to structural reform n the financial
sector, Hungary 1s 1n step with EU countries on legal/regulatory 1ssues, and far ahead of most

countries around the globe 1n terms of openness to foreign nvestment and foreign ownership of the
banking sector

*  Management of monetary resources 1s the responsibility of NBH and based on the crawlhng peg
exchange rate through mnterest rate policy

¢ There 1s adequate /iguidity in the banking system, and 1997 witnessed a slight shift away from
securities to the lending market Savings increased, and households are now begmnning to place more
funds mn banks n Ft deposit accounts The interbank market 1s well developed, albeit only about 8
percent of total banking system resources Interbank rates closely correlate with trends in the NBH
refinancing rate The interbank market has also generally cut off Postabank from the market after
concerns were raised in early 1997 about 1ts condition ' Banks are generally required to hold about 30
percent of hiquid assets In reserve to honor withdrawals upon demand

a There was a run of about Ft 25 billion ($150 million at the time) 1n deposits from Postabank

February 1997 Concerns about its solvency denve from problems associated with real estate investments,
investment stakes 1n troubled companies, and bad loans
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Deposits began to mcrease again m 1997 after a general decline i deposits (and financial
mtermediation) from 1993-96 The earlier declining trends manly affected the enterprise and private
sector—depostts declimed by 20 and 10 percent, respectively, in real terms during this period %
Household savings likewise mcreased mn banks in 1997, signalling a shift away from securities
mvestments n favor of Ft deposit mstruments

Credit declined in real terms from 1993-96, largely due to high mandatory reserve requirements
approxmmating 30 percent of liquid assets, the introduction of additional government securities to
finance budget deficits, and the generally high costs of mntermediation Corporate sector credit
declimed about 15 percent due to high intermediation costs From 1993-95, corporate credit was
mcreasingly sourced from abroad—from 24 percent 1n 1993 to 44 percent in 1995 However, local
credit as a share of total mcreased in 1996 as mtermediation spreads declined and real activity
increased By mid-1997, corporate credit accounted for 60 percent of total bank credit The household
share of credit declined from 15 percent i 1993-94 to 8 4 percent ;n mid-1997 Much of this 1s due to
the absence of significant mortgage lending, although new mortgage lending ncentives are expected
to relieve some of the constraints on lending to households over time Most credit 1s short-term due to
prudent risk aversion—tightened bank lending practices in the face of concerns about high inflation
rates, and madequate information 1n assessing the creditworthiness of local firms under commercial
conditions Only about 29 percent of loans now exceed one year in maturity, compared with 39
percent i 1993

Rates have generally declined smce 1996 and spreads have narrowed considerably Interest rates on
deposits and loans were freed of administrative restrictions 1 1987 for enterprises, and 1991-92 for
households Thus, pricing 1n credit has been liberalized for years With increasing competition,
particularly for “blue chip” business, net margmns have come down to the nominal 4-5 percent range
compared to 9 percent in 1994-95 In some cases, banks are reported to be taking spreads barely above
zero, and even sometimes negative spreads on loans to blue chip customers m efforts to mcrease/retamn
market share, build goodwill with the enterprise, or obtain fee-income business that makes the
relationship profitable to the bank on a consolidated basis This market has been estinated to total 300
firms 1n Hungary—of which about 40-50 are multinationals, and another 250 or so are Hungarian »
Declining intermediation spreads are due to several inter-related factors, mostly mcreased competition
from foreign large and mid-sized banks, improved loan portfolios, strengthened capital positions, the
termination of financing of loss-making enterprises through banks, and the limited number of blue
chip customers available 1n the marketplace for banks

22

See “Hungary Economic Policies for Sustamnable Growth,” IMF Occasional Paper 159, February

1998, pp 81-82
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Other figures reduce this to as a low as about 75 firms mn total
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Table 3 Money, Savings and Credit Indicators

1990 1991 1992 1993 1994 1995 1996 1997
Money Supply Growth (%)
Broad Money/GDP (%)* 474 512 496 455 428 421 42 0*
Year-end Base Interest Rate (%) 280 230 20 5*
Commercial Bank Rates (Ft)
Interbank < 30 days (%) 218 313 278 232 20 4*
3-month T-bill (%) 243 316 301 217 19 4*
One-year time deposit (%) 285 294 161 16 6 229 244 186 16 9*
One-year loan (%) 321 355 288 256 297 322 240 21 0%
Net Domestic Credit/GDP (%) 824 739 703 677 640 499 513 50 4*
o/w Claims on Gov't 361 351 393 393 375 271 260 24 9%
o/w Claims on SOEs
o/w Claims on Private Sector

* Notes Rate figures are weighted average figures annualized at September 30 1997 broad money (M2) figures are
estimated for 1997, NBH base rate 1s for September 15, 1997, net domestic credit figures are estimates for 1997
Sources NBH EBRD, OECD

2 4 Fiscal Fiscal developments in 1997 showed an increase 1n the estimated deficit to GDP of
4 7 percent—compared to 3 5 percent in 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 financing on a sounder footing via structural reforms
that take time to become effective This approach was more loosely followed 1n the early 1990s,
which led to significant deficits and erosion of macroeconomic fundamentals Such trends
prompted a reversal of policy 1 1995, and since then, fiscal policy has become more effective n
contaming deficits Much of this has resulted from the reduction n subsidies to loss-making
enterprises via state-owned banks, the accelerated privatization of enterprises and banks, and the
overall improvement 1n the economy 1 1997 Pension reform, introduced m 1997, 1s also
expected to generate net savings to the budget in future years and decades However,
expenditures are still high, as shown 1n the higher 1997 deficit It will be essential to maintan
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 in bringing the deficit
target down to the 3 percent range in the coming years Score 3+

s Fiscal policy design and implementation are currently focused on gradual reduction of the fiscal
deficit in concert with a2 monetary policy that 1s focused on a gradual reduction 1n the mflation rate
Much of the improvement in the fiscal picture since the 1992-95 period—when deficits to GDP ranged
from 5 5 percent to 8 2 percent—has come from expenditure controls resulting from reduced
subsidization of loss-making enterprises, and a tightening of varied forms of tax relief 2 Overall
subsidies as a percent of GDP have dimimished from 7 percent in 1990 to about 3 8 percent 1 1995-
96 * However, much of the fiscal problem remamns the expensive soctal welfare system, the reform of
which has faced significant political and judicial opposition Costs are driven up by comparatively
generous retirement benefits Deficits are persistent because efforts to tighten welfare benefits or to
broaden the contribution base have been rejected This has led to significant borrowings in the
securities markets by the health and pension funds Over time, 1t 1s expected that the recently adopted

# For example, tax incentives for foreign mvestors have been phased out except for investments m

poorer regions
z See EBRD Transition Report 1997, p 83
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three-pillar pension system will eradicate many of the financial weaknesses embedded 1n the
traditional pay-as-you-go system However, for the moment, and until there 1s a sustamed virtuous

circle, 1t will likely be difficult for Hungary to bring 1ts fiscal deficit down to the EU target of 3
percent of GDP

Data collection and accuracy of forecasting are considered adequate Both revenue and expenditure
figures are reasonably close to target NBH monthly reports provide adequate disclosure of these
movements, and variances when they occur

Regional and global considerations are taken mnto account m policy and planning Above all with
regard to fiscal policy, Hunganan officials are aware of the 3 percent fiscal deficit target that 1s one of
the four key Maastricht criteria for joining the European Monetary Union

Budgetary processes and procedures are still generally centralized There 1s some movement towards
municipal bond markets, but these are at the embryonic stage nght now Local control over some
utilities has been implemented as part of the country’s privatization program Thus, there is some
decentralization, and the trend towards increasing municipalization 1s likely to continue However, for
the tume being, most processes and procedures will remain centralized for the foreseeable future i this
country of 10 million people

Collection of tax revenues 1s based on fairly high personal income 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-
reporting of mcome, and to encourage greater comphance with payment requirements However,
corporate compliance 1s still questionable due to the high contributions required of companies mnto
payroll tax contributions for pensions, health, unemployment insurance and vocational training In
1997, these stood at 47 percent of wages for enterprise employers, and another 10 percent for
employees The dividends tax rate 1s 20 percent Overall, central government revenues are estunated to
have risen from 27 percent of 1994 GDP to nearly 34 percent of GDP m 1996 Collections may have
declined i 1997 as a percentage of GDP, partly reflecting the easing of some rates combmed with the
mcrease ;n GDP The fiscal deficit increased from 3 5 percent i 1996 to 4 7 percent mn 1997 despite
reduced expenditures as a proportion of GDP

NBH reports on a monthly basis on public finance This includes a vanance analysis of actual and
targeted central budget figures, the financial condition and movements of the social security funds,

and the financing requirements of government in general The Monthly Bulletin of Statistics also
reports central government figures mn a timely manner

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

Fraud and corruption were apparently a greater problem 1 the early and mid-1990s due to a declining
economy, higher corporate tax rates, administrative obstacles for licenses and permits, and a more
general prevalence of underground economic activity The share of the unofficial economy 1 GDP
was estimated to range from 27-33 percent from 1989-95 2 While there 1s no definitive way to
measure the full extent of fraud and corruption, 1t appears that problems are less severe today as a
result of lower corporate tax rates, an improved economy, rising mncomes, and fewer admmistrative
and bureaucratic obstacles for small businesses

See EBRD Transition Report 1997, p 74
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Table 4 Fiscal Indicators

(Ft bilhon) 1990 1991 1992 1993 1994 1995 1996 1997 1998
Total Expenditure* 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 Deficit* 1 115 197 200 322 134 -82 245

General Fiscal Deficit/GDP +04% 22% 55% 68% 82% 6 5% 35% 47% 41%

* Central government figures 1997 figures are through September 30, 1997
Source EBRD Credit Suisse First Boston

25 Exchange Rates Exchange rate policy has been relatively moderate, based on a gradually
declining rate of devaluation that has been announced on a daily basis since March 1995 The
current account deficit was probably about 3-4 percent of GDP, and has narrowed considerably
since 1994 1n absolute terms as well as 1n percentage terms of GDP Much of the growth
experienced by the economy 1n 1997 was export-led 1n the machinery sector, suggesting that
Hungary’s exchange rate 1s not an obstacle to exports to Western Europe Score 4-

Exchange rate policy design and implementation have been based on a crawling peg formula smce
March 1995 This formula sets a pre-announced daily devaluation of the Ft against a basket of
currencies—in 1997, this consisted of the DM (70 percent) and the US doliar (30 percent) The Ft
central rate 1s devalued daily at a pre-announced rate Cumulative devaluation 1s 1 percent per month
within a band of plus/minus 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 and forecasting have generally been considered strong If there are weaknesses mn
data collection, these have more to do with the level of “mnformal” sector activity which 1s not captured
m official statistics However, m terms of exchange rates, Hungary has not experienced major shocks
of the sort experienced by currencies in neighboring countries when the market perceived that
currencies were overvalued The Ft has been convertible for most current and capital account
transactions since 1995-96 i preparation for OECD membership in 1996 These developments,
increasing exports and direct investment, and limited “contagion” effects from Asia or neighboring
countries durmg periods of financial sector and economic crisis i 1997 suggest that Ft exchange rates
are reasonable under current circumstances, and that data collection and forecasting have met
reasonable tests for accuracy There 1s now little differentiation between official and market rates

The crawling peg exchange rate policy 1s adjusted to reflect movements in the DM and dollar, and
previously the ECU It 1s expected that the Euro will replace the DM 1n the current basket of
currencies Thus, policy and units of measure reflect Hungary’s focus on regional and global
considerations 1n the development and implementation of its exchange rate policy

Risk management practices are considered satisfactory No major open positions are allowed at the
banks NBH contiues to monitor bank portfolio and hquidity measures to ensure that potentially
destabihzing positions are avoided Banks and companies are thought to routinely hedge their foreign
currency risk There 1s some concern with regard to banks’ off-balance sheet contingencies, although
no major problems have surfaced to date

Foreign reserves were about $8 8 billion at end 1997, about $1 billion less than at end 1996 The
December 1997 figure equates with about five months of merchandise imports, down from earhier

figures However, reserves for the time being are viewed as satisfactory, particularly in light of the
reduction 1 debt since 1994 |
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2 6 Balance of Payments Hungary’s balance of payments figures strengthened 1n 1997 due to a
reduced current account deficit, and further reduction 1n external debt which will save the
country future interest payments and thereby help subsequent current account performance The
current account deficit narrowed on the strength of improved export performance However,
imports of industrial machmery were also high While accounting for a current-year deficit,
these imports should assist with future efficiency and competitiveness Score 4-

Current account movement was favorable in 1997 While the country still had a deficit on the order of
3-4 percent of GDP, this was about half the absolute deficit of 1994 when macroeconomic ndicators
began to show serious problems of international competitiveness Hungary showed strong export
performance, particularly m industrial machmery—automotive and hard disk drive exports are cited as
key contributors Imports of industrial machmery also increased significantly, yet this 1s expected to
have a favorable effect on future economic performance

The capital account was liberalized in April 1995, and this showed 1n the growmng proportion of
corporate foreign exchange deposits From April 1995, companies were not required to surrender their
export earnings for local currency Concerns about high inflation and the benefits of interest rate
differentials from foreign currency deposits led to higher foreign exchange deposits However, since
1996, local currency deposits have increased as the crawhng peg exchange rate policy has ncreased m
credibility, and as requirements for the purchase of foreign exchange for households have been
relaxed Meanwhile, the capital account position has improved with the reduction 1n external debt to
about $25 billion It was as high as $32 billion at end 1995, and debt service negatively affected
current account performance Foreign reserves declined by about $1 billion m 1997, but are at levels
equivalent to about five months of 1997 merchandise imports

Portfolio flows have fluctuated since 1993, with statistics indicating major inflows m 1994-95 but net
outflows mn other years beginning i 1993 Currently, there 1s money held in Hungary to take
advantage of comparatively high interest rates In general, Hungary has benefited from a sigmficant
net mnflow of foreign capital for both long-term investment purposes, and short-term portfohio
purposes

Direct investment has been strong for years due to interest from foreign mvestors Hungary has
enjoyed the highest FDI per capita figures among transition economies, at nearly $1,300 from 1989-
96 *” Total FDI 1n 1997 was estimated to be $2 billion, which would raise FDI per capita to $1,500
since 1989 There 1s now little future FDI to be derived from privatization Thus, i1f 1t 1s to come, the
next wave of FDI will have to be for new ventures, or incremental FDI 1n existing ventures
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This compares with $692 1n the Czech Republic, $477 m Estonia, and $372 in Slovenia Larger

countries 1n the region have fared poorly Poland’s FDI per capita was only $140 during this period,
although increases are expected from 1997 Russia’s FDI per capita was only $40 during this period,

lagging behind oil-producing FSU states—Kazakstan, Azerbayan and Turkmenistan See EBRD Transition
Report 1997,p 126
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Table 5 Balance of Payments Indicators

1990 1991 1992 1993 1994 1995 1996 1997

Merchandise Trade Balance (3 bn) 03 02 -01 -32 -36 -24 -26 30
Current Acct. Balance (3 bn) 01 03 03 35 -39 25 -17 -19
Renuttances/Transfers ($ bn) 07 09 09 07 09 11 09
Capital Account and Reserves ($ bn) 27 37 13 -03
Portfoho Flows (3 bn) -03 08 02 .11 -13*
Drrect Investment (3 bn)

o/ Domestic

o/w Foreign 03 15 15 23 11 45 20 14%

* Note Figures for 1997 are from September 30 1997
Sources NBH, EBRD, OECD
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I BANKING STRUCTURE AND SYSTEM PROFILE The Hungarian banking system 1s
now virtually wholly private 1n ownership, governance and management Foreign banks
(generally prime-rated) and mvestors control 30 of 44 banks, accounting for about 75 percent of
capital and assets After-tax earnings increased about 5 percent in 1997, and balance sheet
measures—capital, liquidity—and quality indicators—Iloan portfolio quality—are generally
favorable There has been a steady harmonization of laws and regulations with international
standards to make the environment conducive to ongoing investment There 1s evidence that
some of the strategic investors are preparing for more aggressive strategies 1n retail banking, as
well as 1n non-bank financial activities With pressure on margins resulting from intense
competition, the implementation of new strategies and some measure of consolidation are likely
While some think that Hungary 1s “overbanked,” there 1s a limited supply of credit available 1n
the market Trends are favorable for increased lending to the corporate sector However, the net
outflow of funds from the banks to the government continues to manifest a disintermedsation
effect Households account for nearly 29 percent of funding for banks, yet receive less than 4
percent of loans Score 4-

3 1 Overview Hungary’s banking system now appears to be relatively well managed under a
new Incentive structure introduced 1n the early 1990s—based on BIS guidelines for prudential
regulations and international standards of accounting—and significantly remnforced from 1995
on with the termination of government-financed recapitalization programs, and a focus on the
attraction of strategic investment from foreign banks and institutional investors Balance sheet
indicators were sound for the largest banks in m1d-1997, most of which were part of the
monobank system 10 years ago After-tax earnings increased in 1997, although return measures
against assets and equity indicated some sluggishness due to pressure on margins There 1s
significant evidence of competition for large corporate business, as mtermediation spreads have
dropped considerably from high levels in 1993-95 Upcoming challenges include management
depth and capacity as greater risks are assumed 1n the coming years without government
ownership or guarantees, the strategic direction of various banking firms under open and highly
competitive conditions, the synergies achieved from investment 1n retail banking and non-bank
services, and the overall level of consolidation that occurs 1n terms of both numbers of firms and
their respective financial activities Score 4-

e There were 44 banks in Hungary in mid-1997 The structure of the banking system shows heavy
mvestment from foreign mstitutions—30 banks were foreign-controlled—and a segmentation nto four
groups—Ilarge,? large medium,? small medium,* and small *' Large banks generally have balance
sheets with values exceeding Ft 100 billion ($500 mullion), while large medium banks’ balance sheets
generally exceed Ft 40 billion (5200 million) Their market shares (as individual banks) tend to exceed
3 and 1 percent, respectively The banking sector 1s now almost wholly privately-owned At mid-1997,
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Large Budapest Bank, CIB, Creditanstalt, K&H (Credit & Commercial), CEIB MHB (Hunganan
Credit), MKB (Hungarian Foreign Trade), OTP (National Savings), and Postabank

® Large Medium ABN Amro, General Banking and Trust, BNP-Dresdner, Citibank, commerzbank,
ING, Inter-Europa, Hungarian Bank for Investment and Development, Bank of Hungarian Savings
Cooperatives, Mezobank, and Unicbank

3 Small Medium Credit Lyonnais, Daewoo, European Commercial, Hypo-Bank, Konzumbark,
Citizens, PK, and Westdeuntsche Landesbank

3 Corvinbank, Deutsche Bank, Hanwha, Kvantum Investment, Eximbank, Volksbank, Merkantil,
IC, Nomura, Opel, Porsche, Rabobank, Rakoczi, and Realbank
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85 percent of bank assets were in private hands The privatization of K&H raises this figure Mid-1997
balance sheets showed Ft 4,087 billion 1n value, or about $22 billion This means the average bank had
assets of about $500 million, the floor for the “large” classification and the ceiling for “large medium”
banks

s Competition on the asset side has been mcreasing, mainly m corporate lending Margins have
narrowed as mtermediation spreads have declined—from 9 percent i 1993 to about 4 percent i 1996-
97 * Intermediation costs declined i 1997 for two main reasons (1) the intensification of competition
among banks for blue chip customers, and (1) because overall loan quality has improved, pre-empting
the need for steadily mcreasing levels of provisions In the first case—intensified competition, larger
banks had previously maintained higher intermediation costs due to their higher operating cost
structures, their need for investment for future competitiveness, and their risk aversion under new
incentives after government-financed programs ended after 1994 Through 1996, 1t was medium-sized
banks with lower cost structures and better loan portfolios that had a competitive advantage This
provided them with an opportunity to price credit in a manner that generated market share and strong
earnings However, these advantages narrowed m 1997 as large banks’ financial conditions mproved
Thus, to recapture some lost market share, mtermediation costs declined Loans to non-government
entities™ as a percentage of total assets were more than 46 percent at mid-1997 compared with 44
percent at end 1996 Loans to the corporate sector were 31 percent of total assets m mid-1997,
compared with 29 percent at end 1996 * Thus, there 1s some evidence of proportional growth mn
lending to the corporate sector Meanwhile, loans to the central budget and reserves placed with NBH
accounted for nearly 36 percent of total assets at mid-1997, down significantly from more than 42
percent at end 1996 This suggests that there has been a shight movement away from government
securtties towards lending ** In the second case—improved loan quality, prudent (risk-averse) loan
practices and safe returns from mvestments in government securities at larger banks have now led to
risk-adjusted capital levels that are adequate by international standards Nonperforming loans as a
percent of total decreased from a high of 29 percent in 1993—after new accounting standards and
regulations were put n place—to about 11 percent at mid-1997 This improvement n loan quality has
generated better earnings 1n recent years, and provided these banks with the reserves needed to
entertamn the possibility of increased lending at lower rates

*  Banks and regulators will need to monitor exchange rate risk At September 30, 1997, Hungary’s
banks had $1 3 billion m net exposure (loans less deposits) to enterprises 1n foreign currency loans
This approxmmated 50 percent of capital Local currency exposure to enterprises was nearly Ft 500
billion, or double the net foreign currency lending exposure to the enterprise sector

* Significant concentration remains on the funding (deposit mobilization) side OTP and Postabank—
two of Hungary’s largest banks—along with the smaller savings cooperatives account for an estimated
80 percent of household deposits held with banks Household deposits account for more than 28
percent of total bank funding, almost all of 1t short-term Particularly m the case of OTP and the
savings and loan cooperatives, their positions 1 deposit mobilization are expected to be strengthened
from 1998 when wage payments for public sector employees are wired directly mto employee bank

2 For some blue chip customers, banks have lowered their spreads to less than 0 2 percent, and 1n

some cases even provided negative spreads to obtain or retamn market share

33 This mcludes corporations, households, foreign exchange transactions with non-residents, and
mterbank loans

3 By contrast, about 72 percent of large banks’ loans at end 1993 were to corporate customers,
mainly state-owned enterprises However, many of these loans would be written off by today”’s regulatory
requirements This would reduce the proportion 1f measured i the same way

3 Broad money supply 1s reported to have not grown n any sigmficant manner m 1997, in keepmg
with Hungary’s somewhat restrictive monetary policy Thus, increased lending resulted from a
reconfiguration of portfolios, rather than from significant incremental resources However, this could also
signal a shght easing of monetary policy—such as a slight dechine in mandatory reserves
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accounts Thus, there 1s substantial concentration mn terms of deposits, some of which will be
remnforced in 1998 However, m the long term, 1t can be expected that increasing banking sector
competition—as reflected mn the pressure on margins—and the doubtful condition of Postabank will
lead to intensified efforts to reduce these concentrations

In terms of coverage, there has been slow movement by banks to increase lendmng Credit to
enterprises now accounts for about 31 percent of total assets, up from 29 percent at year end 1996 and
27 percent at end 1995 Meanwhle, there 1s still significant “lending to” and “investment in”
government The combimed total of asset exposure to the central government budget and NBH
accounted for 36 percent of bank assets at June 30, 1997 This compares with 42 percent at end 1996,
and probably higher rates i 1995 * Thus, while the macroeconomy has improved, the fiscal deficit
continues to need financing, attracting resources that might otherwise have been placed m loans to
enterprises This 1s particularly problematic for companies that need investment financing for durations
that exceed one year More recently, five-year government mstruments were mtroduced mto the
market However, the vast majority of Hungary’s nearly 800,000 or so enterprises have difficulty
accessing any bank financing, let alone term Ft financing As for expanded retail services, there
appears to be movement 1n this direction Some banks have mvested in systems and ATMs to compete
with the current advantages enjoyed by OTP, Postabank and the savings ¢ooperatives *’ It remamns to
be seen how these strategies unfold, particularly as entry into retail 1s now open to banks without a
headquarters operation in Hungary Meanwhile, there are more focused strategies in piace In some
cases, banks are more like captive finance companies providing commercial credit to consumers and
leasing companies to stunulate automotive sales In other cases, they have a sector (Rabobank 1n
agriculture and agro-processing) or regional (Rakoczi) focus In yet other cases, “small” banks n
Hungary are quite large i mternational markets—Deutsche Bank, Hanwha, Nomura—-suggesting they
have more of a niche focus 1n the Hunganan market that 1s more service-oriented, and does not
mvolve much asset exposure

In terms of financial statement indicators and contingencies, banks are far more profitable than they
were a few years ago While costly, the recapitalization schemes of 1993-94 replaced banks’
nonperforming loans with government paper, and provided banks with sufficient capital to provision
for losses and write off nonperforming loans Earnings and capital have mcreased and been
strengthened by subsequent privatization via strategic mvestment, the mtroduction of better lending
practices, the observance of stnicter prudential regulations, and improvement in enterprise sector
performance As part of this “virtuous circle”, earnings are further bolstered by the vastly improved
quality of bank loan portfolios At mid-1997, 10 9 percent of loans were “qualified” 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 1 percent at end 1996 and 22 percent at end 1993 Thus, m terms
of overall quality, loan portfolios have steadily improved smnce 1993 Consequently, as a percentage of
total loans, provisions have steadily declined as a percentage of total loans These were only 2 7
percent 1n mid-1997 and 3 6 percent at end 1996, compared with 15 percent at end 1993 There 1s a
risk that banks are under-provisioning However, capital 1s strong as 1s the economy, and many banks
are emergmg from a recapitalization phase in which they have cleaned up their portfolios Thus, the
risks do not appear to be major in the short term

Receivables from NBH and government securities alone were 38 percent at end 1995 Receivables

from domestic customers include loans extended to local governments and budgetary mstitutions, but these
are not separated from private customers Thus, 1t 1s difficult to disaggregate data and assign shares

These mclude Magyar Hitel (ABN-Amro), Budapest Bank (GE Capital), and Creditanstalt The

recent purchase of K&H by a combination of bank and msurance companies from Belgium and Ireland,
respectively, points to a retail strategy for the bank’s 150 branches Such a bancassurance combmation
might also prompt a retail strategy from ING over ime Other banks are exploring these possibilities as
well, particularly given the restricted size of the blue chip market 1n Hungary

40



In terms of funds flows, banks’ fundmng sources are primarily 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/m1d-1997 hiability structure (financing sources) for banks showed (1) about 69 percent of total
fundmng from short-term sources, mainly households (26 percent), corporate (17 percent) and non-
resident (almost 10 percent) sources, and (1) about 25 percent from own funds (11 percent) and long-
term deposits and placements from varied sources Meanwhile, comparable asset structure figures
showed (1) about 55 percent of asset exposure on a short-term basis, about evenly divided among the
corporate sector (18 percent), the central government/NBH (17 percent), and other parties, and (n)
long-term assets of about 45 percent, largely to government/NBH (19 percent), the corporate sector
(12 percent) and other parties The interbank market accounted for 6-8 percent of total exposure during
this period Many banks have borrowed from banks abroad instead of from the local market to take
advantage of low spreads—below 20 basis points above LIBOR 1 late 1997 Likewise, many of
Hungary’s blue-chip firms have obtained financing from the international syndicated loan market
where they have gotten more favorable rates, longer maturities, larger amounts, or fee-based features
to customize therr management of pricing, mterest rate and exchange rate risks

Ratings on Hungarian banks are generally tied to their predommnantly foreign ownership For example,
Moody’s rates the six largest banks

Hungary’s banks have excellent correspondent networks and payments systems are considered
efficient

3 2 Ownership The banking system 1 Hungary 1s now about 75 percent owned and controlled
by foreign banks and investors Assets, credit and capital are now predominantly foreign-
controlled Only the deposit base 1s still concentrated in predominantly non-foreign institutions
Such foreign dominance has been a conscious policy of the government since 1995 to mtroduce
mproved governance and management, to achieve sustained capital growth based on strong
asset quality and earnings, and to externalize potential lender of last resort requirements The
degree of foreign ownership 1n the banking system 1s unique for the region, and differentiates
Hungary from most countries 1n the world Score 4+

In mid-1997, there were 44 banks, of which 30 were foreign-controlled Foreign ownership shares
(registered capital) increased from 12 percent in 1993 to 55 percent m mid-1997 With the
privatization of K&H m July 1997, foreign ownership likely exceeded 70 percent by end 1997

Foreign investment mcludes mvestment 1n several of the largest banks which are remnants of the old
monobank system—OTP (savings), MKB (foreign trade), K&H (agriculture), MHB (chemicals and
machine-building), Budapest Bank (coal mining and construction), and Postabank (retail savings) The
share of assets under foreign or joint ownership has risen from 15 percent in 1994 to an estimated 70-
75 percent by end 1997 Foreign ownership of the banking system—which separates Hungary from
virtually every country in the world—has resulted from accelerated privatization, the exit of weak
performers, and a faster increase n capital growth by mid-sized foreign banks than Hungarian ones
All three of these developments have resulted mn about 40 percent of banking sector capital bemng held
by foreign banks, and another 35 percent or so held by foreign institutional mnvestors This includes
mimnonty shares of OTP (through public share offering to foreign financial mnvestors) pius majority
shares in MKB (Bayerische Landesbank Girozentrale), Budapest Bank (GE Capital), MHB (ABN-
Amro), and K&H* (Kredietbank, Insh Life, EBRD) Foreign interest in the Hungartan banking sector
has been motivated by demand from foreign firms operating m Hungary, strategies to establish
Hungary as a platform for banking operations in the region (as with other financial services firms), and
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Technically, these are minonty shares However, incremental investment on top of the mitial $30

mullion 1s expected to raise the combined stake of Kredietbank and Insh Life to 56 percent of K&H
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to push mto the retail market from 1998 on

e  Of 44 banks, 14 are predommantly domestic banks These banks account for about 25 percent of assets
and about 30 percent of total banking capital The deposit base 1s also high due to the near monopoly
on household savings Postabank 1s the last remaming major non-private bank, with 35 percent
ownership by the state pension and health funds, 10 percent by the Austrian postal system, 8 5 percent
by the state electricity company, 7 percent by the Hungarian postal system, 6 percent by a local
government, 5 percent by Generali, and the remaimnder by management and mdividuals OTP’s state
ownership has been reduced to a “golden share ” The other domestic banks are generally private—in
m1d-1997, about 70 percent of domestic ownership was comprised of companies and individuals,
accounting for about 20 percent of total banking sector ownership at end 1997 The social secunty
funds still account for about 5 percent of ownership in the banking system There are also 256 savings
and loan cooperatives

3 3 Governance and Management There 1s a perception of two levels of governance and
management in Hungary, 1n both the financial and the real sector The first applies to the larger
blue chip operations, largely foreign-controlled, that operate according to recommended
international standards and guidelines This would include the prime-rated banks and insurance
companies that have established operations in Hungary, along with the Hungarian companies
listed on the BSE The second applies to the vast majority of Hungarian enterprises that are
disconnected from this blue-chip sector, and which are reported to operate in a manner which
reflects weak governance—a prevalence of connected and nsider transactions—and sometimes
poor management—noncommercial decisions which weaken the value of the firm in the long run
for the sake of short-term political or other gains Over time, the second group 1s likely to move
in the direction of the first as new accounting standards are put in practice, as they seek
additional equity 1n their businesses, and as they attempt to obtain debt financing from banks and
other financial institutions However, for now, the perception of weak governance and
management explains why many Hungarian enterprises find 1t difficult to obtain bank financing
In the banking sector, there 1s a perception that governance 1s strong at the prime-rated
institutions due to oversight from parent companies and investors, and that this 1s serving as a
catalyst for improved governance at other banks There 1s a perception that management 1s
strong at OTP, although the governance structure 1s viewed as somewhat diluted and potentially
weak At Postabank, governance 1s viewed as weak, and management 1s viewed as politically
connected This 1s clear from the Ft 33 5 billion received from various government entities, and
the Ft 12 bilhion guarantee received from the Mnistry of Finance Movement towards increasing
transparency and disclosure will be required for increasing integration between the blue chip and
non-blue chip sectors For the time being, the trend towards improved governance and
management 1s favorable Strategic investment helps, and oversight from foreign regulators and
board members provides added comfort However, there 1s a sense that foreign investment
automatically externalizes much of the risk and responsibility associated with governance and
management standards Thus 1s partly true, but does not exclude the possibility that foreign
owners and board members will themselves make serious mistakes that can have an adverse
impact on the Hungarian 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 Score 3+/4-

e  According to the Company Law, the legal process for forming and registering a company in Hungary
15 straightforward and takes one to three months There are clear guidelnes for types of corporate
structure, and the general oblhigations of directors There are also restrictions on insider dealing of
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shares 1n publicly listed companies The Banking Law elaborates requirements expected of banks’
boards and management teams, and specifies mmimum capital requirements for a universal bankmg
hcense

o (Cross-ownership 1s now permitted as legal barriers to universal banking were hfted in January 1997
Banking and non-banking legislation have been reconciled to provide a coherent set of guidelines for
compliance with relevant prudential regulations For instance, the Law on Securities references the
Banking Act and specifies “credit institutions” on numerous occasions with regard to large
exposures/risks, trading book requirements, and reporting and supervision The general rule 1s that
Hungary’s ownership, governance and management standards are harmonized with EU directives to
ensure early entry mnto that market, as well as to comply with membership requirements for OECD
countries

e Minority shareholders are n a weak position under the law Companies are not required to send proxy
forms to shareholders i advance of meetings, although shareholders can vote by proxy Nor are there
preemptive rights on the 1ssuance of new shares Thus, a mmority position could be easily diluted on
non-commercial grounds At the same time, there has been significant foreign investment, mcluding
mvestment as minority shareholders in jomnt ventures Enhanced protection of minonty shareholder
rights can be expected as a precondition for expanded breadth and depth of capital market activities
over time

* Govemnance n the banking sector has improved mn principle with the entry of prime-rated foreign
banks This has detached most of the banks from the state, and permitted market discipline and
commercial decision-making to guide the design and implementation of banks’ strategies The entry of
prime-rated foreign banks has also brought with 1t the benefit of management know-how, improved
information systems, market links, and policies and procedures for improved oversight of bank
management Directors are required to perform their duties in good faith, avoid self-dealing, and
disclose their own personal interests in any material company- or affiliate-related transactions
according to the Company Law More stringent requirements are mn place i banking legislation, both
n Hungary and mn countries of origin of the foreign-controlled banks However, there are still
weaknesses that will take time to remedy Foreign banks stilf lack familiarity with the Hungarian
market, and most foreign bank managers do not speak Hungarian Among the larger banks that have
recently been acquired, those banks are still introducing new systems They have yet to test these
systems and procedures with significant risk-taking activities Among the banks without significant
strategic foreign mvestment, OTP 1s considered to have strong management However, its ownership
structure 1s diluted, 1t still has non-private owners, and the future risks to be assumed 1n retail banking
have not yet been fully faced Far more grave is the status of Postabank—where both governance and
management are suspect In many ways, Postabank represents a deya v of the state-owned banking
system There 1s a lack of confidence 1n the bank, which prompted a Ft 25 billion run on its deposits 1n
early 1997 Efforts to obtain needed hquidity and to recapitalize under market conditions have failed
This has led to government financing (through social security funds, state companies and the
privatization agency) and guarantees (from the Minustry of Finance), while privatization or hquidation
have been rejected to date as sutable options

¢  There are no restrictions on compensation—salaries and benefits—of bank directors, managers and
employees However, there are requirements for general reserves in financial mstitutions from after-
tax profits prior to the distribution of dividends 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 of more qualified people for financial sector regulatory oversight

3 4 Non-Bank Competition There 1s limited if any competition for banks 1n the financial
services industry Brokerage firms, investment houses, and insurance companies attract some
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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 banking regulations It 1s expected that over time, there will be a
consolidation 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 mterim, 1t
1s not expected that there will be significant competition with banks from non-bank nstitutions
Score 3+/4-

o  There were 256 savings and credit cooperatives m mid-1997 Therr total assets and deposits are not
considered large relative to the banking system However, they do provide extensive retail coverage
for safekeeping of deposits and payments of wages and benefits New legislation regulating mortgage
credit institutions and the 1ssuance of mortgage bonds was passed i April 1997, although there 15
limited mortgage activity—this 1s a contributing factor to limited long-term lending by banks on a
secured basis to the enterprise sector

e Caputal markets activity in Hungary 1s focused on the Budapest Stock Exchange (BSE), which has
been active smce mid-1990 under the existing market-based framework In early 1998, BSE had 53
equity securities listed compared with 45 about one year earlier Market capitalization was estimated to
be about 15 percent of 1997 GDP—up from only 5 percent in 1995 As of mid-1997, there were 33
fund managers, 77 investment firms with a full license, 21 firms with a license to broker, and one
investment company In many cases, these firms were associated with banks BSE has long been
heavily weighted towards government securities due to deep fiscal deficits—state bonds and treasury
bills accounted for 54 percent of 1996 capitalization, although this was down from 63 percent n 1995
“Crowding out” of private mvestment has prompted a number of Hungarian firms to list on exchanges
abroad, mamnly mn the U S and Western Europe Blue-chip Hunganan companies have also tapped the
mternational syndicated loan market Entry to the OECD mn mid-1996 led to a significant increase m
activity—in 1996, equities turnover was up 460 percent, spot trading increased by 350 percent, and
trading in government securities was up nearly 300 percent Foreign investors account for 70-80
percent of BSE turnover

¢ Inaddition to BSE, there 1s also the Budapest Commodity Exchange for agricultural commodities and
financial contracts The latter are mainly foreign exchange futures At end 1996, the value of
mstitutional investment was Ft 360 billion (5 percent of GDP), or about $2 2 billion at year-end
exchange rates Value was mamly from insurance companies (about 60 percent), nvestment funds

(about 30 percent), and private pension funds (about 10 percent) There were 82 members m early
1997

¢ In 1997, Hungary adopted legislation transforming its pay-as-you-go pension system to a three-piliar
system Previously, the pay-as-you-go system was supplemented with private voluntary pension
funds*—the third pillar 1n the new program—which were permutted starting m 1993 (To date, as a
result of deficits, the funds have been net borrowers from the capital markets, as has the government as
awhole In mid-1997, their asset value was about Ft 35 billion, or about $190 million, a relatively
small level of assets that imits their role as mstitutional investors i the markets “* It appears that their
money 1s primarily mvested i the BCE *') The new system establishes a second pullar to the pension

» Private pension funds can be organized on a regional, sector, or company basis

There were an estimated 200-300 of these non-state funds, thus average assets were about Ft 175
million at the most, or about $1 million In addition to their small size, there were concerns expressed about
fundamentals such as safekeeping—third pillar funds are not required to use banks or other licensed
fiduciaries for custodial services of funds collected

a BCE value was Ft 360 billion at end 1996, of which about 10 percent was placed by private
pension funds
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fund scheme—mandatory contributions to regulated but private pension funds**—to go along with the
first and third pillars (mandatory contributions to state funds, and voluntary contributions to private
funds, respectively) Over time, this 1s expected to strengthen private savings—mandatory
contributions are expected to be 1 2 percent of GDP m 2000 and 2 3 percent m 2003—and to reduce
the fiscal drain of chronic deficits ncurred by the state-run social secunity funds (first pillar) However,
the new system will include tightened eligibility criteria for the first pillar, and a third of all mandatory
contributions will flow into the mandatory second piliar It 1s also possible that there will be an 1nitial
capital outflow from the relatively small and questionable third pillar funds due to tighter regulatory
oversight of second pillar funds—*fit and proper” management, and conservative mnvestment
guidelines for safety and soundness Second piliar private funds are likely to emerge over time as
significant mvestors Once this occurs, larger third pillar players are expected to emerge as well, but
this will depend on nising mcomes, the marginal propensity to save, and demonstrated management
and soundness of private third pillar funds

There 1s significant msurance sector activity in the Hungarian market As i the banking sector,
Hungary has succeeded 1n attracting prime-rated strategic mvestors from abroad Major msurers with
foreign ownership include Hungaria Insurance (Alhanz of Germany), Aegon (the Netherlands),
Providencia and Generah (Italy), Nationale-Nederlanden (ING of the Netherlands), and Ahico (AIG of
the U S ) OTP Guarancia (owned by OTP Bank) 1s the mam Hungarian msurance firm without foreign
ownership Hunganan nsurance firms were among the first to be privatized A new msurance law
consistent with EU standards became effective at the beginning of 1996 This led to the establishment
of an independent regulator, empowered with sigmficant authonty to intervene when necessary As
institutional mvestors, they play a predominant role on the BCE * In the future, 1t 15 anticipated that
some banks might intensify their activities m mnsurance—barriers to universal banking have been
scrapped, bancassurance offers retail synergies, and mcomes are rismg—with OTP and ING already
structured to provide such services, and the likelthood that K&H will also move n this direction In
1996, revenues from msurance premiums among the 12 largest msurance companies were Ft 146
billion ($1 bithion), of which the first five had 89 percent of total revenues There 1s some
segmentation, with motor mnsurance accounting for about 37 percent of revenues (mostly Hungaria,
AB-Aegon and Providencia), life about 32 percent (mostly AB-Aegon, Providencia and Nationale-
Nederlanden), and property about 22 percent (mamnly Hungaria, AB-Aegon, Providencia, and OTP)

Investment guidelines for mandatory contributions include the following limits (1) 30 percent

may be held m category A stocks—highly liquid, blue-chip—listed on BSE, (u1) 20 percent may be placed
in bank-guaranteed domestic bonds, (1) 5 percent may be placed mn foreign bonds, (1v) 10 percent may be
placed 1n foreign equuties 1ssued by firms registered in OECD countries, rising to 20 percent after 2000
There are no limits on holdings of government securities

The msurance sector 1s the leading mvestor m BCE, accounting for about 60 percent of that

exchange’s capitahization Values were about Ft 210 billion mn 1996, or about $1 3 bilhon at year-end 1996
exchange rates
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS The
Hungarian banking system 1s generally strong based on financial indicators, but will need some
time operationally before 1t 1s considered “world class ” The trends are favorable, due largely to
the attraction of prime-rated strategic investors after the recapitalization and consolidation
programs through 1994 Capital 1s strong, and asset quality 1s good Liquidity 1s somewhat
constramed by monetary policy, but 1s becoming more available Markets are functioning well—
mterbank as well as non-bank—with increasing access to international funds (banks and non-
banks), and rising capitalization and turnover n the capital markets Overall, the trends are
favorable, and have been since 1995-96 However, several questions remain with regard to (1)
the persistence of high inflation rates and continued disintermediation effects resulting from
fiscal deficits, (11) risk management capacity as bank asset structures grow and take on more and
diverse nisks, (111) the sustamability of earnings as banks adjust their risk tolerances and venture
mto activities in which they have limited experience—Hungarian banks from a product
standpoint, and foreign banks from a local market standpoint, (1v) the ability to more fully
integrate the non-blue chip sector into the export-led part of the economy that 1s growing, (v) the
willingness of mid-sized companies to adapt to international standards of transparency and
disclosure to obtain added financing, (v1) the ability of regulatory authorities to monitor for risk
1n portfolios that can potentially lead to adverse effects on the local economy, and (vi) the
overall ability to adapt to rapidly accelerating changes m the global marketplace, including
potential capital outflows How these questions are answered will go a long way 1n determining
how quickly Hungary closes the still wide gap in ncomes with most EU and OECD members
The trends 1n Hungary are broadly favorable, particularly when compared with the performance
of most countries emerging from excessive state controls However, the next several years will
test the ability of the banking system and financial sector to transform Hungary from a
“transition” or “emerging” market to one which 1s on an irreversible course towards prosperity
and ongoing competitiveness Score 4-

4 1 Capital Adeguacy Management practices have been conservative and prudent since 1995,
focusing on recapitalization and restructured balance sheets Portfolios are still heavily weighted
towards government securities—which are zero risk-weighted according to BIS Although 1997
witnessed some shift into increased lending to corporate customers and reduced “lending” to the
central budget, loans are generally to blue chips Reserves are higher than required to meet the 8
percent minimum risk-weighted capital requirement As portfolios shift to corporate loans—
which are 100 percent risk-weighted—this will lead to some capital adequacy adjustments
Expansion mto retail activities for those planning to pursue that market will also require capital,
both for investment as well as for some of the risks associated with this expansion (e g,
commercial/installment credit) Preliminary unaudited statements show “own funds™—or Tier 1
capital to assets—at nearly 10 percent at end 1997, agamnst 8 8 percent at end 1996 Subordinated
loan capital in both years added another 1 7 percent at mid-1997 and 1 6 percent at end 1996
Extraordinary capital mjections can no longer be expected from much additional privatization

activity From this point forward, capital adequacy will be sustained by retained earnings, asset
quality and size, and the ability to float shares or obtain equity from other sources Score 4

¢  The methodology for calculating capital adequacy ratios as well as capital targets are consistent with
EU and Basle standards in Hunganan banks The prime-rated foreign-controlled banks which populate
the Hunganan banking sector follow these standards as a matter of routine Hungarian banks have
hikew1se followed Basle standards since January 1992—Ilegislation introduced at that time set the legal
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foundation for new accountmng standards, which prompted recognition of loan losses and ultimately
prompted the restructuring, recapitalization and privatization of banks While the banks will need to
shift their risk weights as they lend more and mvest less proportionally 1n government securities, most
banks are generally considered strong on a capital basis

e  Hungary has been extraordmary since 1995-96 in 1ts privatization of the banking system by attracting
strategic foreign mvestors Foreign ownership now accounts for about 75 percent of the banking
system This strategy was mtended to establish clear ownership structures, provide suitable incentives
for effective governance and management, introduce needed mvestment mto systems, and generally
establish a competitive banking system to meet the needs of a growing economy The financial
restructuring appears to have been accomplished The next challenge 1s the operational and risk
management side as banks mature mto market-based imstitutions able to manage risks under
competitive conditions

4 2 Asset Quality Asset quality appears to have improved and overcome many of the hurdles of
earlier years when large loan losses undermined earnings Bad loans are but a fraction of earher
tallies—2 1 percent 1n mid-1997 and 2 7 percent at end 1996 against 13 7 percent at end 1993
Provisioning for loan losses declined 1n absolute Ft terms as well as on a percentage basis—
down 34 percent 1n 1997 compared with 1996 This could represent under-provisioning,
particularly as competition has increased and put pressure on net interest margins However, the
risk-averse practices of the last two years—limited lending, investment in government
securities—suggest that banks were likely not under-provisioning in 1997 However, some

adjustments in provisioning will likely be required from 1998 on as greater risks are assumed 1n
a wider range of activities Score 4

e Hungary’s laws and regulations address large exposures connected/related party/insider lending
nonperforming loans interest accruals provisioning and exposure limits These are basically
consistent with Basle and EU guidelines, and are reconciled across laws (banking, securities) to
account for universal banking practices Thus, large exposures and risks are consolidated to mclude
credit, securities and other potential risks

e There 1s favorable tax treatment for loan loss provisioning Provisions are treated as pre-tax expenses
Current regulations require that banks provision against classified loans as follows (1) to-be-watched
at 0-10 percent, (1) substandard at 11-30 percent, (11) doubtful at 31-70 percent, and (1v) bad at 71-
100 percent Provisioning declmed in 1997, although this may be justified relative to asset quality
However, there 1s the risk that provisioning was msufficient, as 1t was below the upper bound This
will have to be monitored in the future, particularly due to the intensification of competition, the
dechine 1n net spreads, and reduced return ratios aganst equity and assets compared to prior years

4 3 Management One of the main reasons for attracting strategic investors 1nto the banking
sector was to improve governance and management Based on Hungary’s success 1n attracting
prime-rated institutions, management 1s likely one of the strongest elements of the Hungarian
banking sector However, this 1s still a period of investmnent and transformation in Hungary The
acquisitions of large banks génerally occurred mn 1996-97, and investment 1n new systems,
tramning of staff, and adaptation to new standards and procedures are still underway In addition,
umversal banking presents a multitude of risks that need to be properly managed and
coordinated to contain destabilizing developments and systemic risk Score 3+/4-

e  Some of the mam 1ssues facing banks from 1998 on will be their ability to generate sustamnable
earnings mn a more competitive environment n which pressure on margmns is increasing  Thus,
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1mprovements 1n asset quality plus asset growth will be needed, particularly for banks that have
mvested n hardware, equipment, personnel and systems These banks will need to spread these and
other operating costs over tune and assets to generate increased returns and margins Some of this may
be obtained by mcreasmg exposure to more dynamic mid-sized enterprises, or from generating
synergies from non-bank companies (e g , nvestment and brokerage activities, msurance sales, real
estate ivestment, venture capital) This may also come from providing needed retail services, which
can reduce funding costs and serve as a convenient lead mnto fee-generating services Managing these
ongoing business challenges m a changing environment in which mid-sized and smaller companies are
still frequently untransparent, capital 1s increasmngly mobile, and capital markets are sensitive to global
nisks represents a new test for the Hungarian banking system Fundamental risks will include credit
management—continuing to follow sound underwriting standards as risks increase, monitoring
borrower compliance with loan covenants, ensuring adequate reporting standards, and collecting on
loans This also mncludes organizational improvements and tightening, such as enforcing himits on
credit authority provided to individual branch or division managers As mn other markets, there will be
a temptation to lend to consumers This kind of lending and mstallment finance frequently carries with
1t higher-than-average rates of nonperformance While Hungary has a central credit rating service and
credit cards are mn circulation, the availability and quality of mformation will likely have to increase
over time for banks (and regulators) to properly manage these risks Investment mn mformation
technologies and pomt-of-sales systems will need to continue to reduce the risk of fraud as credit, debit
and ATM cards are more widely used Fraud will also have to be monitored as banks mcreasingly
market to high net worth individuals There will also be a risk of connected lending—many banks own
brokerage houses, and these and other subsidiaries frequently carry risky assets that are not always
uncovered until 1t 1s too late Mortgage lending activities will likewise require prudent credit risk
management skills This will include managng mterest rate and pricing risk, monitoring changes in
tax rate incentives, and monitoring movements 1n secondary and syndicated markets when they
develop There are also likely to be growmg risks associated with securities nvestments, particularly
as capital markets activities are linked to more complex and exotic instruments that are sometimes
bundled across products and markets One of the areas of weakness cited by some sources 1s 1n the

treasury and cash management functions of banks These will also have to be monitored to prevent
miasuses of funds

*  As elsewhere around the world, bank boards and management will need to continuously adjust their
risk-taking strategies based on sound and timely information This will require ongoing development
and modernization of information systems for risk management purposes In addition to mternal
controls and supervision of ndividual mstitutions, systems will have to include a host of portfolio
considerations for lending, trading and mnvestment activities—maturity, pricing, and currency 1ssues
from a portfolio standpoint, as well as the underlymng quality of each asset Over the next several years,
1t 1s expected that inflation rates and fiscal deficits will decline This will lead mcreasingly to a shift in
focus to the underlying soundness of business fundamentals in assessing and managmg risk Thus,
banks will need to demonstrate their ability to set prudent risk tolerances under changing conditions,
and to 1dentify deterioration in lending, mvestment and real estate portfolios early on to prevent such
developments from having a material adverse effect on capital and liquidity A more stable
macroeconomic environment will help in terms of stabilizing nterest and exchange rates On the other
hand, such stability will mean less volatility, which will then mean that banks will have to mcrease
their volume of stable earning assets, and/or increase their willingness to take risk in other activities
that carry with 1t greater upside and downside potential on earnings Hungarian banks have mvested
heavily in recent years m mformation technologies Combined with prime-rated investment into these
banks, 1t 15 expected that management know-how combmed with tested governance practices and

modern information systems and technologies will demonstrate itself in vastly improved performance
in the coming years

4 4 Earmings Preliminary results for many of the largest banks operating in Hungary show a 5 0
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percent increase 1n after-tax earnings for 1997, with OTP accounting for about one quarter of
these profits However, return on assets dechined 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 derived from 1mproved loan quality (reduced provisions for losses,
actual profits) However net interest margins have narrowed as increased competition 1n the blue
chip sector has brought down intermediation spreads Meanwhile, operating costs are still high,
estimated at nearly 65 percent of interest income plus other revenues Despite reductions 1n head
count over the years, increases 1n operating costs are due to wage increases i the financial
services sector along with increased investment in personnel training and iformation systems for
improved services (e g , new technologies for ATMs, branches) This should generate incremental
earnings and efficiencies 1n subsequent years, but for now, they constitute expenses Score 3+/4-

o  Net interest contributions by mid-1997 were Ft 98 billion, or about $524 milhon The modest
contribution In net margins 1s the result of competition for the narrow selection of blue chip firms
deemed creditworthy under current conditions Other revenues at mid-1997 approximated Ft 43 billion
($230 milhion) Fees and commuissions accounted for about half of these revenues Thus, “gross
trading profits” overall approximated Ft 141 bilhon ($754 million) for the first half of 1997 m a
banking system with about $22 billion 1n assets Meanwhile, operating costs are still mgh due to wage
mcreases, nprovements In services, and depreciable mnvestments that should increase productivity and
earnings in the coming years However, operating expenses were Ft 91 billion, or a igh 64 5 percent
of net mterest ncome and other revenues at mid-1997 By comparison, operating expenses were 53
percent m 1996 Full-year preliminary figures for provisions and earnings are available for 1997
Prowvisions declined m 1997 due to improvements m loan quality However, as discussed above, there
15 the possibility of some under-provisioning due to pressure on earmings Overall, after-tax profits
were Ft 64 5 billion, about $345 million based on average 1997 exchange rates

e Interest rates on loans and deposits are not subject to controls, nor are other fees Whereas banks have
benefited mn the last few years from high net spreads, these benefits are dimmshing quickly due to
mtensified competition

e There 1s very hittle 1f any evidence of mandated lending in Hungary Once the government ended 1its
recapitalization program for the banks after 1994, 1t was expected that banks would have to manage
their own portfolios without undue influence from government line mmistries or other officials
Membership m the OECD 1 1996 further reduced possibilities of mandated lending There are some
govemnment programs to try to fill gaps, such as donor-financed programs to lend to the SME sector
However, many of these remam unutilized because of attached conditions or costs that SMEs are not
willing to meet

o There s an 18 percent corporate mcome fax rate which applies to banks, plus additional taxes In
1996-97, the effective corporate income tax rate for banks was 20 6 percent “

4 5 Liqudity With earnings pressure increasing due to heightened competition and narrowing
mtermediation spreads, there may be some liquidity constramts 1n the near term However,
underlyng asset quality 1s good, and interbank and capital markets are fairly responsive to
hiquidity needs The share of reserves to total assets declined 1n 1997, and this might free up
additional resources for iquidity purposes However, mandatory reserves still constitute a large
proportion of liquid assets, reducing funds available for term lending The internationalization of
the banking sector has made banks less dependent on local financing for hqudity needs,
although local currency financing 1s not as freely available as 1t was previous to 1995 This 1s

“ This 1s 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
imcreasing them m any material way since 1995 Score 3+/4-

e  The mawn weakness of banks’ funding structures 1s the concentration of the deposit base with OTP and
Postabank, which limits a potentially low cost source of funding for the other 42 banks operating in the
market This has prompted an active interbank market, although interbank loans account for no more
than about 8 percent of total assets There 15 also an active and growing securities market to provide
for liquidity needs Foreign markets are also utihized for financing and liquidity

¢ Bank management 1s 1n a position to manage fundamental sensutrvities to pricing nterest rate and
exchange rate movements Prudential regulations are adhered to, and bank managers have had
significant experience with volatility due to high inflation and nterest rates, high levels of foreign
exchange 1 the banking system, and significant exposure to mtermational capital markets for many
years Further, NBH monitors movements 1n exchange rates and sets interest rates as part of its
crawling peg policy, with pre-set rates announced daily Refinancing and mterbank rates tend to
correlate closely with these movements

®  Reserve requirements are currently a part of mandatory bank deposits held with NBH The level of
overall assets placed with NBH 1s high—20 6 percent of total assets at mid-1997 Further, reserves
receive minumal compensation Thus, a large proportion of banks’ assets are essentially non-earnmng
The positive side 1s that placements at NBH declined from 23 percent of total assets at end 1995-96,
possibly indicating a shight easing of monetary policy *

o Asset-hability management practices ndicate a comparatively long asset position—Ilong-term assets
were 40 percent of total, compared to 26 percent on the liability and equity side of the balance sheet
Long-term assets include 12 5 percent exposure to the central budget, most of that in the form of
recapitalization bonds Netted out, there 1s virtual matching between assets and liabilities on a term
basis In terms of the comparatively short hiability position, this 1s based on the 26 percent of total
balance sheet values funded by short-term household deposits Much of this 1s placed with the NBH as
reserves—14 percent of total assets were short-term placements with NBH at mid-1997 Most other
categories are relatively evenly matched

4 6 Operating and Regulatory Environment Hungary’s banking system 1s perceived to enjoy a
high level of public confidence This was true prior to accelerated privatization, when Hungarian
households at least believed an imphcit 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 1s now currently majority-controlled by prime-rated foreign institutions, which also
mstills confidence 1n 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 EU, there are questions about the effectiveness of
mstitutional capacity A cooperative agreement with counterpart regulatory authorities has not
yet been concluded, despite the predommance of foreign banks in Hungary The supervisory
agency has only recently been reorganized, consolidated, and freed of c1vil service compensation
constramts It will take time to demonstrate the ability to retain quahified and tramned regulators,
to ensure adequate policy within a universal banking context, and to maintain useful and relevant
coordination between off-site surveillance and on-site inspection functions Recent changes
confirm increased independence and management autonomy, greater numbers of personnel,

s If so, this would be negative for efforts to bring down the high inflation rate, but positive for

banks seeking to lend more resources
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improved compensation, and a budget that permits contracting when n-house resources are not
sufficient However, there 1s a lack of standardization and consistency in supervisory pursuits,
and risk management capacity 1s viewed as fairly weak It remains to be seen how long 1t will
take before regulatory oversight 1s perceived to be effective in Hungary, particularly 1n the future
when more complex risk-taking financing 1s evident in the marketplace Score 3

Hungary mtroduced a deposit insurance scheme 1n 1993 consistent with EU designs The existing
msurance program covers each registered account (per person per bank) up to Ft 1 million (about
$5,000 1n March, 1998), or about equal to GDP per capita incomes Fmancing of the insurance fund
comes from charges assessed on banks Additional funding from the budget (or from other non-private
sources, as mn the case of Postabank) 1s provided if needed to provide confidence i the safety and
soundness of deposits placed with the banks Admmistration of the fund and its needs 1s overseen by a

coordmating commuittee with representatives from NBH, the Ministry of Finance, and the Hungarian
Bankers’ Association

The previous practice of recapitalizing banks from state sources ended after 1994 This effectively
reversed the policy of providing resources for bank rescues through the active use of lender of last
resort financing Such consohidation and recapitahization schemes prepared banks for privatization, but
at a hugh fiscal cost exceeding 3 percent of average GDP from 1991-94 “ Instead, the current approach
1s to externalize much of that function by mtegrating Hungarian banks nto global markets This has
been done by successfully attracting strategic ivestors with global networks There may be risks of
decapitalization 1n the future—such as foreign banks (and msurance companies) repatriating profits
back to headquarters However, under existing agreements and capital structures, 1t appears that

monetary and fiscal authorities are far better protected from calls on resources to prop up failed banks
than they were earlier

Hungary’s banking system 1s becoming mcreasingly competitive The only noticeable category in
which high concentration 1s evident 1s m the deposit category There 1s still some minor protection 1n
the banking sector, namely in the retail market where banks or special financial institutions each hold
more than 25 percent of retail savings This partly explamns the diluted ownership structure of OTP,
and the continued financing of Postabank OTP, Postabank and the savings cooperatives control about
80 percent of household deposits, the largest source of financing for banks *’ This could provide OTP
mn particular with monopoly control over the interbank market. However, 1n the banking sector,
mcreased competition 1s expected for the deposit market over time Starting in 1998, foreign-operated
offshore banks are allowed to open branches in Hungary and establish retail networks without having
to mvest in costly headquarters’ facilities This mcludes imnvestment n ATMs and other retail services
that should be less costly than “brick and mortar” approaches ABN-Amro* and other banks (such as
K&H) are hikely 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, culminating 1
a Ft 25 billion run 1 early 1997 which led to the placement of these deposits 1n other mstrtutions
Meanwhile, Postabank has been shut off from the interbank market, reflecting the enhanced scrutiny of
banks m the market Without the ongoing support provided by state companies and social security
funds and the Mmistry of Finance, Postabank might have been dissolved months ago While there 1s
still concentration, banks are generally able to access low cost resources inside and outside of
Hungary Thus, existing levels of concentration are not perceived to significantly distort competition
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Thus 1s based on the explicit recapitalization costs of bonds plus additional intermediation spreads
Household savings accounted for 28 percent of banks’ funding at June 30, 1997 This compares

with 16 5 percent from corporate deposits, 12 2 percent from NBH and other financial mstitutions, and
lO 5 percent from capital (own funds plus subordinated loan capital)

This was part of the business plan presented to the authorities when 1t agreed to acquire Magyar

Hitel Bank
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The market response to Postabank in the interbank market indicates there 1s little current systemic
risk ¥

e While the regulatory environment has improved, there 1s still much to be done to enhance the
effectiveness of banking supervision Traditional weaknesses ncluded a fragmented organizational
structure and dispersed authority in banking supervision (SBS, NBH, Mmistry of Finance), madequate
coordination between separate regulatory authorities for banks and securities markets, msufficient
funding 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 Banking Law m 1997
have consolidated supervision under one roof ** HBCMS 1s now the paramount authority responsible
for banking supervision, and 1s both organizationally independent and consolidated These changes
have led to concrete improvements Head count 1s now at 260 employees,”’ as opposed to 101 mn 1994
(There 1s the possibility of an increase of 40 1n 1998 ) On-site examinations are scheduled annually,
while off-site surveillance 1s continuous It 1s unclear at this juncture if HBCMS has the capacity to
identify risks early on that could undermine systemic stability, or if 1t has launched more targeted
mspections to better evaluate, measure and monitor such risks at individual banks To assist with the
need for enhanced capacity and qualifications, on-site mspections frequently involve external auditors
To reduce turnover, the new Banking Law exempts HBCMS from civil service pay ceilings These are
all positive trends for the development of the domestic supervisory function Current examination
charges—now 0 3 percent of assets per bank—cover HBCMS budgetary requirements for now If
these trends are combined with a serrous commitment to mutual recognition, reciprocity, and close
cooperation with host country regulators for prime-rated foreign banks operating in Hungary, 1t 1s very
likely that the regulatory function will be perceived to have far greater mtegrity and effectiveness than
in the past In the near term, HBCMS could focus on (1) better imntegrating on-site and off-site
processes, (1) developing more credible risk rating and early warning systems for individual banks,
(111) mantaining team continuity under an examiner-in-charge, and (1v) moving beyond basic
compliance measures to risk-oriented analyses Language traming will also be needed n Enghish at
HBCMS, as the mainly foreign-owned banks operate i English

» Effective since 1992-93, banks have been required to produce IAS statements with the help of external
auditors This was mitially part of the effort by Hungarian authorities to introduce a market-based
prudential regulatory framework for banking, to ascertain the magnitude of undercapitalization at the
state-owned banks, and to measure needed resources for their recapitalization These statements later

became a precondition and building block for valuation and due diligence during the privatization
process

4 7 Transparency and Disclosure There are some concerns about the lack of full and timely
public disclosure of meaningful financial information m Hungary This 1s less of a problem
today than in 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 1s already integrated imto the global economy, banking system, and
capital markets Conclusion of a cooperation agreement with counterpart regulatory authorities
would increase confidence in the supervisory oversight of banks The challenge with regard to
disclosure and transparency 1s also directed at HAS and the lack of disclosure n notes associated
with statements, the high tax burden carried by companies which provides mcentives for barter

et OTP expertenced a 7 percent decline m 1ts stock value on the first day of the Postabank run, but

prices rebounded shortly thereafter

50 NBH still monitors the banking system for movements m nterest and exchange rates for monetary
policy and debt management purposes

st Accordmg to the President of HBCMS, about one-third are in banking supervision, one-third in
capital markets supervision, and one-third in other functions (legal, policy, support)
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transactions and understatement of mcome, and traditional reluctance to share information due to
fears or concerns about how that information could be used Score 3

¢ Banks and companies trading 1n the capital markets are required to observe IAS For years, banks have
produced consolidated statements and accounted openly for loan losses and nonperforming loans
While inflation rates have been high, Hungary has not experienced hyperinflation Therefore, the
revaluation of assets has not been a mayor 1ssue Tax mcentives have been operative for years for
banks to adequately provision for loan losses Pre-tax profits are reported after provisions, thus loan
loss provisions are expensed The regulatory framework for universal banking treats exposures and
nisks on a consolidated basis, and this 1s expected to account for unincorporated affiliates as well to
avoid the kinds of hidden risks that can hemorrhage the financial condition of a bank on a truly
consolidated basis Banks and investment companies are also expected to follow mark-to-market
accountng for securities mnvestments for thewr own portfolio management purposes, as well as for
prudential regulatory purposes Where there are some residual concerns 1s with regard to banking
supervision Most of the banks in Hungary are now foreign-owned and foreign-controlled

Nevertheless, Hungary has not yet signed a cooperation agreement with counterpart regulatory
agencies

¢ Information from individual financial mstitutions ¢an be demanded by HBCMS, NBH, the State Audit
Office, the Tax and Financial Control Office, the Investor Protection Fund, the Office for Fair Trading
and Competition, the state’s attorney’s office, the national security service, and the courts during
criminal, bankruptcy, or hiquidation proceedings However, financial information that applies to
mdrviduals and companies 1s otherwise subject to a significant level of confidentiality IAS ensures a
certamn level of public disclosure, but that 1s not enough for investors to determine the magnitude of
risks that these banks’ strategies, portfolios and management capacity present Thus, there are
questions about the ability of the market to adequately detect risks 1n the absence of mside
information Findings from examinations inspections, and regular reports to HBCMS are not disclosed
to the public, although reports on groups of banks and the banking system are presented by HBCMS
and NBH with a three- to six-month time fag If there are regulatory violations, 1t 1s unciear to the
public if enforcement actions have been taken, and 1f they have been consistently apphed

4 8 Senswvity to Market Risk National and global events 1n 1997—namely the bank run on
Postabank and the recent Asia crisis—have provided a general endorsement of Hungary’s ability
to weather crises 1n 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
mstitutions, limited access (if any) of Postabank to the interbank market—although 1t has been
negative 1n other ways remimscent of earlier days—a de facto bailout from public resources,
partly resulting from close political connections With regard to global tremors emanating from
the Asia cnisis, Hungary showed far less sensitivity than other non-Asian markets Thus, there
was no major change 1n exchange rates and interest rates (or associated policies and bands), nor
was there major volatility in the capital and money markets for any extended period of time
Much of the underlyng strength comes from the immediate benefits of a growing economy This
has resulted partly from the structural reforms that have been introduced in recent years—
privatization, strategic mmvestment, increased competition, recapitalized banks with relatively
clean loan poxtfollos{ The near-term challenges for banks and regulators include increased
competition 1n retail banking, the liberalization and expansion of financial markets (domestically
and globally), and general risk management practices and capacity as margins tighten for blue
chip customers and banks take on new customers with differing risk profiles Score 4-

e Hungary’s banks modestly increased earnings in 1997, but ROA and ROE declmed Thus, banks will
be under mncreasing pressure to increase earmings Lending activity will need to increase to accomplish
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this objective This will require a shift in nisk tolerances by banks to accommodate the addition of new
customers who are not blue-chip Thus, credit risk will be a clear challenge in the coming years Banks
have been prudent and nisk-averse 1n the last few years as they have sought to consolidate their
portfolios However, future credit management practices will need to test and refine underwriting
standards, the structuring of loan covenants, the ability to monitor borrower comphance with
covenants, and the ability to promptly 1dentify and contan risks to portfolio quality Hungary has well
developed and tested bankruptcy and Liquidation procedures, and a legal basts for property rights and
contractual enforcement that provides a great deal more mncentive to creditors to take risks than found
elsewhere i the region Nevertheless, seizing collateral and hquidating assets 1s a last resort for
recovery under adverse circumstances Ultimately, Hungary’s banking system will need to better
assess which risks to take on an unsecured cash flow basis, a relatively new concept among Hungarian
bankers While collateral 1s helpful i providing security, 1t 1s the good companies and projects which
will generate significant cash flow, the essence of a successfully managed loan portfolio This presents
new challenges and risks, particularly as new forms of credit—consumer, commercial, and term—will
be needed by the banks for earnings purposes, and by the enterprise sector for growth and investment

Hungary’s banks are currently liquid, although not exceedngly so due to high reserve requirements
and the holding of recapitalization bonds However, because of improved loan portfolios and reduced
provisionng, bank hiquidity 1s not overly constramed Liguidity risk 1s likely to duminish in the near
term as fiscal deficits are gradually brought down to the 3 percent range to conform to Maastricht
criteria for the EU Over time, pension reform will help reduce social welfare costs, while a growing
economy will help immensely in expanding revenues Combined, both should eventually assist the
enterprise sector by reducing tax rates, adding to the long-term viability of the fiscal base Exchange
rates are also fairly stable, with the reasonably predictable crawlng peg adding certanty for investors
while enhancing export competitiveness Inflation rates remam high at nearly 20 percent, and this will
take time to bring down to the relatively low rates that prevail in EU countries Overall, Hungary 1s in
a fairly strong position to manage liquidity problems It has prepaid on obligations to multilateral
organizations, with total debt now down to about 50 percent of GDP Thus, with a growing economy,
improving fiscal outlook, reasonably stable exchange rate, and substantial debt capacity, there appears

to be Iittle iquidity risk for the foreseeable future that would be problematic for Hungary and its
banks

Maturity and currency mismatches will be tempting to take advantage of i the future due to earnings
pressures and concerns about credit risk Thus, bank management and HBCMS will need to closely
monitor mnvestments in mstruments with financial structures that are exposed to significant volatility 1n
nterest rates exchange rates and pricing A nise n off-balance sheet liabilities has been reported in
recent years, with most of 1t considered risk-free or prudent hedging mechamisms against exchange
rate or mterest rate volatility However, this presents an example of potential nisk to the banks and
NBH If banks have excess exposure mn dollars at a time when exchange rates eventually stabihize, or 1f
mterest rates decline, such changes could alter earnings trends Thus 15 not a major risk for the
foreseeable future, but those investing resources need to be prepared for changes m these rates and
prudently manage exposures accordingly Banks and regulators will also need to be mimdful of risks
associated with fixed-variable mnterest rate or exchange rate formulas as they apply to single or multi-
currency mvestment options There may be some temptation to engage m these with comparatively
high mnflation rates in Hungary Likewise, there are bound to be tempting mnstruments that carry
pricing risk—linked to commodities or other mstruments The nisk of abrupt changes m these markets
needs to be fully acknowledged in advance of taking positions in these instruments These are required
to be duly noted 1n the “trading books” of banks and mvestment houses, so Hungarian institutions
should be prepared for such risks However, 1t 1s not uncommon to for mvestment-grade mnstitutions 1
OECD markets to report losses, sometimes significant, in trading activities, on derivatives contracts,
and from other nisky exposures Hungarian banks will need to ensure they have adequate capital and
liquidity to cover such risks and the potential downside impact they present
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As mn any banking sector, there are ripple effects in the event that individual banks are imprudent n
the management of resources The run on Postabank 1 early 1997 provides an example of public
doubts about that institution’s management, as well as the success of the banks mn contamnmng risks
Unfortunately, the government has stepped in with ongomng support despite the absence of corrective
action that would transform Postabank mto a viable commercial concern These developments can be
contained with few side effects where banks are small and have little impact on deposit safety,
mterbank markets, or securities markets However, when they affect large banks, or smaller banks with
sigmificant positions m specific bank funding sources—household deposits, interbank market—the
mmpact can be systemic and undermine confidence without prompt, remedial action In the case of
Postabank, depositors withdrew Ft 25 billion in funds and placed them with other mstitutions
Meanwhule, the interbank market reduced access to resources for Postabank This market response
significantly curtailed Postabank liquidity, yet sent a stronger message that the system 1tself was
relatively safe and sound Despite Postabank’s size, these developments did not spread n an adverse
way to the system at large Thus, banks will need to continue to prudently manage resources to be able
to honor transactions This will require strong internal controls, high levels of accountability, and
effective governance and management The Postabank run was a test for Hungarian banks after the
recapitalization period of 1991-94, and the banking system passed This remforced public confidence
both m the basic underlyng trust required for safekeeping, and in the general oversight of the banking
system for safety and soundness Money was transferred within the system, rather than taken out of the
system So there was no perceptible dismtermediation effect Banks will need to be in compliance with
contractual agreements, which also 1s tied to the transaction risk just mentioned Comphance with
prudential regulations, and pubhic disclosure of such compliance, sends a signal that banks appear safe
and sound The absence of compliance agan undermines confidence, and reduces efficiency Thus,
regulatory compliance backed by a well functioning legal framework 1s needed to manage compliance
risk Hungary has this capacity, a rare development among transition countries This capacity should
accommodate prudence, as opposed to excessive risk aversion, with regard to strategic nsk Combned
with adequate systems of governance and management that appear to be in place after two busy years
of pnivatization—mcluding new investments in information technologies, traming m staff, incentives
for performance, suitable organizational structures and processes to achieve competitiveness under
open market conditions—Hungary’s bank strategies should be able to strike a balance between risk-
taking and underlying stability This will be subject to aforementioned risks, but should be
manageable Finally, competitiveness of individual nstitutions and the market as a whole will need to
increase to enhance the existing reputation of Hungary’s banking sector Already, the reputation 1s
strong for transition countries, and perceived to be well on its way to mntegration with the EU The
Hunganan banking system 1s already more open than those found 1n the major OECD countries—
North America, Western Europe, Japan and Korea—as measured by the prevalence of foreign
ownership Moreover, 1t 1s more modern by design 1n the sense of having a universal banking system
with an independent and integrated supervisory authority The real test will be 1ts nisk management
capacity as growth unfolds, nsks increase, and globalization accelerates For this reason, Hungary 1s
now at the precipice of making 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 mternational standards Accomplishments over the last decade, the steady pace of reform, the

influx of direct mvestment, and the traditional openness of the economy all provide cause for
optimism
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