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Was there a transition at all in Hungary? Did theseem changed at all in 19907 The
answer of the author is yes. Not in the senseftbat the society’s top became bottom- as
during the transformation after 1945- but in thexse that private property became again to
be the basic feature of the economic system. Wéotlaw the evolution of the economy in
the mirror of the financial accounts. The playerkstbe market, households, state and
financial and non financial enterprises have chahgbeir financial account positions
during the period 1990-2006 markedly. The studyedasn HNB data follows carefully the
changes in the asset and liability structures otigeholds, state and enterprises and the
financing capacity of each sector. The state’s agesition has diminished, the households’
has grown. But the great winner is the foreign ommsector. It has an influence on the per
capita GDP and GNI creating a marked differencewsstn them. It is very important to
have internal financing capacity because state letdigis a deficit since decades. We don't
have enough in the household sector therefore tumtcy needs external financing. The
study examines the roots of the international indéhess of the country, the role of the
economic policy and the banking sector’s strategpllihg foreign-financed mortgage loans
to the households). Today the state is in a muasewvsituation than before transition: State
debt (and foreign debt of the country) is even éigthan in 1990 and state’'s ownership
(covering the national debt) is now on a minimuxrele

Keywords asset and liability structure of firms, state andubeholds, financing
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1. Introduction

“Did political transformation took place in Hungaait all?”- sounds the passionate
guestion one often hears everyday talks. .

If we look at the changes of the ownership striecinrthe country we may
say that very basic transformation happened.algttwice. The first after the II.
World War, the second after 1990.

! Dr. Katalin Botos, University of Szeged Hungaryctity of Economics and
Business Administration (Szeged)
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As a result of nationalisation the private owhgrshad been abolished by
the communist forces in 1949, but regained itviptes economic function by the
privatisation after 1990. Legal experts claim thatendments to the Hungarian
constitution in 1989 solidified the function andjyrsficance of private property to
the highest degree. More, than in any country.

The newly emerged socio-economic system in Hungawd be presented in
several ways. | chose to describe these changéiseobasis of financial accounts
data. (| rely on a recent publication of the Haman National Bank: Financial
Accounts of Hungary. Data, analysis, methodologatidhal Bank of Hungary.
2008.) The sources of statistical figures in thiscke are referred to by page
numbers of the quoted issue.

The present study has historical perspective ams dot aim to analyse the
effects of the financial-economic crisis of 20Q8 the long term trends since 1990.

2. Thecitizen asproprietor

The economic model of the “existing socialism” aft®56 households were able
to save some money. Their savings were generalipoded at mutual saving
associations or branches of the National Saving&BReople had holiday houses
around the cities. The housing , too, became modenaore financed by private
credits from the Savings Bank (OTP).

In the years preceding the fall of communism, wiiea IMF surveyed
public expenditure and did not allow money creatfon financing the budget
deficits, money was raised by issuing so calledéiting fund bonds”. Indebtedness
was growing and so did subsidies from the statdgéu for housing. As a
consequence of the political transformation in 198@ composition of household
monetary assets has changed quite a lot

In order to cut budgetary expenditures the new gowent of 1990 offered
to abolish the other half of credits if debtorsdp@iack their credits before the
deadline. A number of advance repayments occuaddi of people, who could
afford, took. Massive repayments happened. Thengaviof the population
diminished .Later it started growing again. Betwe93 and 1998 financing
capacity of the households stabilised around 10f ¥hedo GDP but again gradually
decreased in the late 90ies. In 2003 it amountégtorhalf a percent. (p. 75) The
reduction was partly the result of a housing boome do increased state
subsidisation of housing. Private investments irugittg inevitably used up
household savings and as a result these savindd coulonger cover budget
deficits. Without household savings there is a ligaressure for external financing
of budget deficits, which became a cardinal prokbgnmow in Hungary.

Originally most of the savings was in form of baddposits or cash. By the
beginning of the 1990’s the rate of cash or deposithin household’s monetary
assets decreased by half. Stock ratios and buséheses added up to 25%, non-
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stock based securities and insurance reached ority. By 2007 only 36% of
household monetary assets were found in cash amkl deposits, business share
ratios stayed at 25-26% (p. 46). Business sharetsaggere about fourfold higher
than stock share assets. These assets arose irathe years of political
transformation and were due mainly to privatisati@n the other hand a great
proportion of citizens were forced to launch theim enterprises in order to escape
from collapsing workplaces. So they became ownéisusiness shares. Although
little profit could be expected from these entespsithey offered self-employment at
least.

Following a wave of privatisation in 1995, investthen stock exchange
shares increased to 5% but fell back to 1,5 % #fteiRussian crisis. In the portfolio
composition of the households we find investmentpoms, public securities and
mortgage bonds, too. The most spectacular growmthbeaseen in insurance and
pension insurance savings. The rate of pensiomranse savings rose from 4% to
18%. It must be admitted though that the above sitan did not begin
spontaneously. It involved a certain legal commusiince entrant employees were
obliged to enter pension insurance funds in 1998.

As a consequence of amendments to taxation [a@806, investment yields
became exempt from the 20% interest rate tax. Auditly, the taxation of the gain
on the exchange was abolished. This measure dewaarkable amounts into unit
trusts. Nevertheless, significant capital marketrboshould not be expected from
that, since unit trusts put the money in bank digpo$his means thgieople keep
their money in banks indirectly rather than dirgctl

Financing capacitpf theprivate sectoris greatly influenced by its liabilities.
Let us take a look at the credit portfolio of thepplation. Prior to the fall of
communism the population was given significant iteedonnected to housing. In
addition to housing loans, collateral loans, carcpase loans, free credits on
mortgage and student loans were introduced lateAocording to data from 1990
the ratio of personal credits to the GDP had stareeceeded 10%, whereas this
ratio trebled by 2007 reaching 29% (p. 47). A suditerease in currency credits
can be seen after 2002. By 2007 and 2008 60% dbthepersonal credit portfolio
was credit in foreign exchange- mainly in Swissnf® Interest rates of those
currency credits were lower; therefore they wereraneasily financed, unless
exchange rates tottered. In the case of devaluatidhe forint currency credits
become very expensive for Hungarians

Our credit portfolio is still behind the average tbie European Union, it
amounts to 29% of the GDP (in 2007), while in thedpean Union this figure is
65% (p. 48). Even in two decades we did not marageatch up with European
countries whose citizens were more successful ireging middle-class status. No
wonder, since Hungarian salaries are one-fiftthefaverage European salaries.

To sum up financial situation of the households:itidis have different
meanings in Hungary: shares in investment meairéict)l bank deposits rather than
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real investments in securities, and business staeesather for self-employment
than for real competitive ventures, so how couldpessibly reach a strong, wealthy
middle class? GDP per capita is one half of the European aggrdut salaries
reach only one-fifth of the European level, relatumbers will hardly resemble
that of the European Unionn other words, Hungary has only quasi middle-class
with quasi property structure. Not to mention tlgpdrsion of incomes, the analysis
of which, however, is not within the scope of thigdy based on financial accounts.

3. The state as (the) proprietor (of monetary assets)

The question of state property is of primary intaoce when one intends to assess
the economic processes of the past twenty ydergeal balance sheets were not
available at the time of transformation and are abbur disposal even to this ddy
rely in this respect on the information availablethe publications of the National
Bank of Hungary. From the publication of the HNE fimancial ratioscan be used
for the evolution of the gross and net capital bé tstate. The majority of
corporations were public corporations before tHedicommunism.The value of
public finance assets, that is the value of gregstal, was one and a half times as
great as the contemporary GDP. By 2007 this vakeereased to 20 percent of the
GDP. What concerns liabilities: At the end of 1989 tlmaminal value of the public
debt of Hungary mounted to 1264 billion forints wihiequalled to 73% of the GDP.

A substantial portion of public debt derived froardign currency credits, yet
the state paid these debts to the National Bakuofary in Hungarian forints until
1997 when the so called “ debt exchange scheme®' wioduced.

Preceding the democratic transformation the Nati@ank of Hungary was
considered by foreign creditors as the debtor. M#{y it was seen as souverain
debt. A number of analyses in the field of Hungatistory of recent past (Ignac
Romsics, Andras Vigvari, Janos Honvari, Csaba Nagstalin Botos) pointed out
that facilities for the repayment of currency ctedvere not available. These credits
did not result in exportable national production ieth would have yielded
convertible foreign exchange. After 1979 publiceign debt increased remarkably
because of a dramatic increase in internationatest rates and the devaluation of
the dollar. To make things worse the Hungariamtonas revaluated, although the
deterioration of the balance of payments would hdemanded the opposite. The
reason for such a measure was to avoid inflatiapsgmpressed inflation caused an
even greater deficit in the balance of payments.

In 1982 Hungary had joined the IMF The foreign exule policy of the
1970’s, based on voluntarism could not be contindexdthe balance of payments
deteriorated, the forint was devaluated. This meamntinued for after the fall of
communism, though the forint in the first half bt decade was still over -valuated.
Under the era of Gyorgy Suranyi, President of tiBHNa sliding devaluation of the
forint was introduced.
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The index for debt and GDP ratio rose above 90%994, the end of the first
democratic governmental period, since gross domestiduct had decreased but
debts had to be met at the same time. The baldnfareign trade closed with a
deficit in the first two years of the second denaticrgovernment (1994-98), which
meant that the deterioration of the balance of matmwas due to the debt of the
public sector. The public debt and GDP ratio wadgally decreasing from 1996
until 2001. Several factors, such as budget canstraghe introduction of the
Bokros-package, and an increase in GDP during ¢cersl half of the 1990's —
especially in the third governmental period — pthyerole in the decrease of the
above ratio. Public debts were partly refinangeaktly repaid through selling
national assets.

Unfortunately, budget deficit was continuously proed; by 2002 the public
debt/GDP ratio stopped decreasing, and at the £A80Y public debt amounted to
67% of the GDP. (Even this proportion has been tankially exceeded by 2009
November).

We have seen that household — sector was nota@lffilgance budget deficit,
which means a straight way to external indebtedn€ses over-valuated forint
contributed to it, too.

Taking into consideration the fact that currentabak of payments was
continuously showing a deficit one inevitably porgl®ver the phenomena of
continues revaluation of the forint. Two procest®sk place that both influenced
exchange rates. On the one hand an intense infidareign currency began as a
result of privatisation; massive privatisation pres could be observed during the
second governmental era (1994-1998). On the othredl b special foreign exchange
policy introduced band based fixing of exchangegathis policy opened the way
to speculative attacks which, making use of higimerest rate levels, pushed
exchange rates upwards. We might arrive at a strangclusion from the above:
prior to the fall of communism it was the economadicy based on voluntarism
which revaluated foreign currency, after the fall communism currency was
revaluated by the market, although real econontigasion would not demand for
that just the contraryDoes it seem that we get the same results no mattat
political system we have?

In the first years of the democratic transformationneiary assets of the
Hungarian state amounted to 250% of its liabilitigsdecreased to 30% by 2007.
This fact clearly reveals that our present economdsition is much more
unfavourable than it used to be at the fall of camism since theproperty
coverage of our public debt decreasedhe highest degree.

4, Public finance deficit
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This fact is rather shocking No one reckoned wiith fiact that the majority of the
Parliament would not dare ambuld not even want to protestjainst governmental
proposals creating deficit 15-20 years after taagformation.. The concern of MP-s
was that whichever governmental party secured eepiar them in the Parliament
that party should stay in power. This dependendented them to accept the yearly
budgets with huge deficits.

Debts had to be paid, so selling national assetarbe the a way of the
financing the repayment of the country’s debtssBling state property for cash the
ownership portfolio of the state was exchangedfldiods; the most of which was
used for debt reimbursement and a smaller porbeered current budget deficits. If
a portion of those funds had been used for crg@&oonomic development funds, a
faster growth of the GDP might have been facildatven though net public debt
wouldn’t have diminished. Debt service in that ecasould have remained a
considerable item of the expenditure- side of $kete budget. But if there is
considerable economic growth, the relative valuedebt might have even
decreased! It is true, the operation of economieldg@ment funds requires civil
servants of impeccable character. It must be addnittat temptation was (and still
is) rather great for those in power to use goventaleneans for political purposes,
although this is a rather sad reason for rejedtimgtional alternative of economic
policy.

Budget deficit and public debt are significant neask of economic policy.
Low budget deficit (3 %to GDP) and lower than 604blx debt to GDP are
preconditions for joining the euro zone, as welilizsinishing the rate of inflatiof.

If we take a look at financial data of member stgtem 2007 (based on a
press release of the European Union, October 20G§)pears that most member
states (15 members) closed the financial year 07 2{ith a deficit. Only Greece (3,
5%) and Hungary (5%) closed with a deficit gredtem 3%. The above data again
represent the unique failure of recent Hungariamemic policy. If we take a close
look at the dynamics of the Hungarian deficit indee see that it slummed in 2002
and stayed at a low level, 8-9% of the GDP in 2006.

Let us not console ourselves with the fact thatlgading economy of the
European Union, that is Germany, also strugglesh vitidget deficit — the
shouldering of the German Democratic Republic ey @erman Federal Republic
meant a serious burden on the German budget. Letrapare ourselves to Finland

2 It is worth mentioning that the Maastricht conceptdebt differs from the one used in
financial accounting, and Hungarian authorities tarereate a special notion for it deducted from th
financial account data. The concept of debt aeckt Maastricht does not include portions of
property, only cash, deposits, securities (withderivatives), and credits. It is a gross concelpints
are not deducted from debts. Particular debt iterascalculated at face value rather than at mabrlketa
value.
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who realised 5, 3%budget surplus, and we must tvaitoming 20 anniversary of
the democratic transformation of Hungary with digemt.

5. Finances of the cor por ate sector

To use a precise technical term in internationafistics, we look at the
financial accounts of non-financial corporatidns.

It is a technicality of financial corporations thaheir assets and
commitments change in the same rate, thus the anobdineir net monetary assets,
their balance is almost zero. Net monetary asdet®m-financial corporations are,
however, usually negative, since these corporatimsiot invest their financial
resources into assets. (Exceptions to this areetbpscial purpose enterprises
whose function is to intermediate money betweelir flogeign partners instead of
financing production. For this reason they are inctuded in corporate account
statistics.)

Finance requirements of corporations reached etk during the second
half of the 1990's, due to a boom of investmentse Year of 2002 was a confine —
enterprises became savers. Most obviously, thianisuinfavourable phenomenon
since it indicates that in the economy has ledssedde income than in the financial
sector, that is it is better to save income thenvest... Where does the financial
sector transfer the savings of the enterprises? ftarket shows that, because of
the high yields on state securities, financialrimediaries concentrated on financing
the state. This means that the corporate sectovidaw credit for the state
occasionally...For instance in 2002, when the papi’s financing capacity
decreased almost to zero, corporations becameinagticfer. The corporate sector
became net borrower again in the early years o2008.

In the resource structure of the corporate sectareos’ shares and credits
dominate: the owners’ shares constitute about figycent. (The EU average is
55%, that is, somewhat higher.) Credits reach bird-of resources. (This rate is
29% in the European Union). Interestingly, credtia is much lower in Poland or
Slovakia: it is around 20%. Commercial credits amnere significant in these
countries.Foreign currency debtef the corporate sector amount to more than 40%
of the GDP (p. 61). Non-stock based securitiesnatecommon in former socialist
countries such as Hungary, and they are rarely seéite European Union either.
Large-scale presence of such securities can betddtenly in the USA, where
credit ratio is very low, only 9% (p. 62).

3 Financial corporations are too, enterprises asthal others, even if they operate with
specifically greater external financial resourdes: exactly this reason they form a different catgg
Undeniably, if we emphasise the entrepreneurialireabf banks their public service function is
underplayed
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Corporate resources are to provide for operati@tscand the corporation’s
assets. The importance of monetary assets out aésdts is ascending, which is due
to ownership and credit relations of corporatio@sit of all assets cash, deposits,
credits and ownership claims have a significanbrathe greatest proportion is
formed by other active debts, which amount to dnedtand include outstanding
liabilities. Regrettably enough, the enforcement lehding through delayed
settlements of outstanding liabilities has becoashibnable recently. This process
is not among the positive parameters of marketiogls; a process which we cannot
be proud of in relation to democratic transitiorHuangary.

As regards th@roprietary structureof the corporate sector, we can establish
that state ownership —as we have seen studyingstdte’s asset structure- was
characteristic of Hungary in 1989 as most corporatiwere owned by the state. In
the past 18 years the ratio of state-ownershigdvasred from 85% to 7 %. Private
ownership rate reached 20% by 2007, while the p¢age of foreign ownership has
increased even more spectaculaffpreign ownership rate reached 25% by the
middle of 1990's and doubled by 2007. Property @abf foreign investments
increased from 39 billion forints (in 1989) to 16 billion forints. Nowadays,
foreign investors own fifty percent of Hungarianezprises.

The ratio of capital inflow and outflow is what aus. If national investors
have at least as much invested capital abroadeamtiow of foreign capital —no
problem should arise. At least, if their yieldswsterred back and forth are — by and
large —balanced. In this case only the advantadeheo division of labour are
experienced and all parties make a profit. Wherfltdve of capital is one-sided and
economic development is based on external resquecdandamental difference
between the GDP and the GNI should be expected.

In an OECD report (OECD 2004) one can find sigatfficand relevant data
concerning the issues above. There is no signifidéference between GDP and
GNI in most of the OECD countries , there were regandifferences between the
development of the two indexeexcept in the cases of two or three countries —
including Hungary.

In Hungary the outflow of incomes was far highearthinflow; thusGNI
remained much lower than GDFhis indicates indirectly that the ratio of faye+
owned corporations, the profit of which is mostypatriated, is significantly high.

The welfare of a country's population depends enrthome remaining inside
the country. National consumption is (or might lb@reased in the long run, if
national income is spent or invested at home. Ireotransferred abroad work the
same way — only in a foreign country. IF an FDlIcieates in the other country
incomes in form of wages. Besides these issuegjythamics of GDP and GNI are
also strongly influenced by thterms of trade Unfavourable terms of trade mean
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that through the exchange of home made goods foored goods income is drawn
out of the country. According to certain calculaso(see Botos J., 2009), the
decrease in the terms of trade in the last tensyware almost as much as the GDP
of a base year. Because of the price formatiorextd#rnal trade, that amount, one
base year's GDP, flowed out of the country in 7rge@his could happen since one
or two years of improvement was counterweightedth®y deterioration of these
terms in the remaining years. Analysts may contéitik that the explanation lies in
foreign-owned corporations. These corporations mafluence the income
remaining in the country by means of import, whitimany cases comes from their
subsidiaries... The formulation of transfer pricas be especially interesting from
the point of view of taxation — besides, it carpalsfluence GNI indexes. Keeping
the setting of prices under control is a complidatesk, the importance of which, in
our view, has so far been overlooked by Hungar@@memic leaders.

6. Summary

After the fall of communism financial accounts ofarket participants changed
profoundly. On the one hand, the ratio of busingisare assets increased in the
housholds' portfolio; on the other hand, it hasrél@sed to the minimum in the state
portfolio. The winners of all this are foreign irsters— who became the owner of a
significant proportion of Hungarian national weal®oth the ‘inherited' and the
continuously 'produced’ public finance deficit rdnced from external resources-
played a part in the above process. We had tmselbur wealth for foreign owner
to finance our debts.

Economic policy after the fall of communism was nhaibased on export-led
development. We can conclude that such an econpaticy, which was guided by
external markets, is a cause and an effect atatine sime — and did not serve social
welfare in Hungary properly in the past decadess ln effect of the significant
outstanding total debt inherited from the sociatsttrolled economy, which made
the economy become export-directed for the salerefgn currency acquisition. It
is also a cause because it invited too much foreapital into Hungary as FDI-s.
These foreign investments took the majority of rthaiofit out of the country,
blocking the way in certain sense for both presauit future welfare development. It
seems that Hungarian standards of living have lgllance of reaching the Western
European level in the near future.

We seem to have manoeuvred ourselves into an edommiicy that proves
to be dead end-if the final aim of any economidqgyois to increase welfare in the
society.
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