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Outline

Focus on financial issues — less on
real effects

Why Hungary? (Why first hit among NMS of
EU)

Domestic measures taken: fiscal and mon.
policy
Further measures: domestic

(controversial), external
Accelerated” ERM / EMU-accession?



Why Hungary?

Background: fiscal irresponsibility 2001-
2006

In spite of serious attempts to consolidate
public finances since mid-2006,

HU’s macro-vulnerabilities did not diminish
sufficiently -

Increasing vulnerability originating in the
private sector (+ reinterpretation of risks)



Public debt/GDP (%)
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Hungary: net lending in % of GDP

Public, private sector and total economy
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Rational (,Ricardian”) response to fiscal policy or ,irresponsible” behaviour of

the private sector?

-,Real-time” interpretation: rational (,consumption-smoothing”)
- Hindsight: serious mistakes, irresponsibility




International background

e Drain of international liquidity

* Reinterpretation of vulnerability



The International environment
Liquidity vanished after the fall of LB




5 year sovereign CDS spreads
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Exchange rates
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Effects on individual countries —
two questions

* How strongly hit by the evaporation of international
liquidity?
— Depends on both the openness (financial integration) and
perceived vulnerability of countries
— [Unintended effects of solutions for handling problems of other
countries (regions)]
 What comes to the surface after liquidity dries up??

— I&Iuk?gary’s special feature: large size of both public and private
ebt

— Formerly essentially public debt considered as a problem, but:
— Recently private debt came into the focus
* Roll-over problems of commercial banks?

» Currency-composition of household domestic debt
* (In the background of corporate foreign debt: FDI-exports)



Why pick on Hungary? — an expert view from the marke t

(Drawbacks of being financially integrated at the wrong time)

Zulauf : Last year | recommended shorting both sterling and the Swiss
franc against the U.S. dollar. These trades worked ~ well. NOW short

the Hungarian forint against the euro (...)

Q: Why pick on Hungary?

Zulauf : Among European countries, it has the largest

percentage of public and private credit -- 57% -- den  ominated in

foreign currencies, largely Swiss francs. That's public and private credit.
Probably 70% of mortgages in Hungary are Swiss-franc denominated because of the
interest-rate advantage. The Hungarian central bank is trying to defend the currency and
doesn't want to devalue it, which would create more pain. They raised interest rates from 8%

Felix W. Zulauf in to 12% in the fall in the midst of the worst economic recession in modern times: rates are

Barron’s,

MONDAY now down to 10%. When the pain eventually becomes too great, they will cut rates and the
JANUARY 19, currency will decline.
2009

The forint isn't in the worst shape, but it is
the most liquid among Eastern European

currencies. The currencies of the Baltic states and

Romania are much worse fundamentally, but more diff icult to

trade.
http://online.barrons.com/article/SB123215888715192693.html|?page=1




Indeed: HU’s financial integration has
advanced much beyond (i.e.) CZ and PL
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Vulnerability indices from The Economist:
private, ratter than public indicators seem to matter...

I If one green bottle should accidentally fall...
Current-account  Short-term debt  Banks® loan/ Owerallrisk
Country as Yo of GO as % of reserves™ deposit ratio rankinmgf
South Africa =-10.4 21 1.04 7
—» Hungary -4.3 79 1.30 1&
Poland -3.0 35 1.035 14 =
South Korea 1.3 102 1.30 14 =
Mexico -2.5 39 093 12=
Fakistan -7.8 27 .99 1=
Brazil =1.5 22 1.36 10=
Turkeay -2.3 70 .83 10 =
Russia 1.5 Z8 1.51 4
Argentina 0.2 a3 0.7 4 5
Venezuela 0.8 58 0.75 7
Indonesia 1.2 25 0.62 &
Thailand 0.3 17 .88 E
India 2.4 o 0.7 4 5
Taiwan 7.9 26 .87 3
Malaysia 11.3 15 0.72 2
China G2 7 0.58 1
Sources: HSBC; Economist Intelligence Unit  *2009 forecast  THigher score implies higher risk

...In the past, economists used to pay most attention to the solvency of governments, and hence their debt-to-GDP ratios.
But today, the biggest risk in the emerging world comes not from sovereign borrowing, b ut from the debts of firms and

banks . As foreign capital dries up, they will find it harder to refinance maturing debts or to raise new loans. The Economist: Economics focus
Domino theory , Feb 26th 2009



Leverage indicators:
combination of public and private

Hungary Bulgana  Lithuania

Credit to CDP (%) 43 512 411 634 755 627 959 984 75 427
Credit to CDP increase in past 2 vears (pp) 18 95 142 g 284 121 95 138 30 0.1
Share of domestic FX loans (%) 34 935 56.2 547 65.6 878 85.7 59 299
Maximum mortgage loan to value ratios (LTVs, %) 100 70-100 na 100 75-90 100 100 %0 100 &5

Loan to deposit ratios % 10435 779 1377 1115 1997 288 173 213 186
Banks' capital adequacy ratio 109 124 128 126 145 109 118 183 Na

External bank debt (% of GDP) 89 1.2 174 @ 25 346 837 §4.2 197 122
Total external debt (% of CDP) 503 399 409 106 724 126.5 17 516 323
Total public debt (% of COP} 655 279 152 @ 138 171 16 43 53

Projected growth in 2009 09 | 15 -29 08 41 9.1 56 6 23

Tanreas Berriowe o
yource: parciays Capital

HU more similar to B-3 than to V-2, regarding overall indicators
Specific feature: combination of high public and private debt in HU




What ,went wrong” In the private
sector

 High share of domestic FX-credits: source
of financial-sector vulnerability: exposure
to depreciation of exchange rate
— Conflict between effect on net exports vs.
financial stability (+negative effect on income)

e Large FDI exports — backed by
accumulation of private foreign debt



FDI assets In % of GDP:

HU, CZ, PL
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NBH-measures

Facilities and measures taken by MNB

Dascription of the measure Date of Fragquency Alm of the facility Notes
introduction
FACILITIES ENHANCING FORINT LIQUIDITY
Sarouncement of MNE' 17 Ccober 2008 wankly Supporting domestic Prmarydealars of the Debt Mansgament Agency who
auctions for the purchae of craditinstitutions foeint [ Fulfil ther obligabons undertaken in the sqresment
govemment seaunties ligudity mansgenent corcludedwith the MNB
Ste-month, variablerate 21 October 2008 weakly Supporting dormesti Till 2 Febeuary 2002 Pamary dealers of the Debt
collateralisad loon tenders cradit insttubons forint | Management Agency
ligadity mansgenmnt From 2 Febeuary 2004 A1 rasiden toredit inetitutions
subpsct to reserve requirements
Narrowing the interast rate 22 October 2008 - Supporting domesti
corndor aroursd the key policy craditinsoninons forine
rabe bo +L0 basis points from licuidity mansasment
+1 00 basis poinits
Tworassk, collateralised boan | 21 Corabey 2008 waskly Supporting domestic
tencderswith a frosd nesrest cradit instibuticns forink
rate liquidity mansgement
‘Widenirng the rangs of sligble | in aseries of seeps, - Supportng domesti S5 Chobobeer 2008 thee provision on dose lirk does not
assats froem 28 O tober craditinsttutions forint | apply b coversd bank bond s
200 licpaidity rarsaenent 18 Morwsribeer 2008 mitninmum catena for shaible assets

havs o dified bo < BEE-" From "R,
20 Februaryg 2006 bonds izsusd by Hunganan local
authon ges denominated in HUF, BUR or CHF.

Baducing the resereerato from
L% o 2%

24 Neswernbeer 2080

Supporting domestic
cradit insababons foring
licuidity mmansgenent




NBH-measures (cont.)

FACILITIES ENHANCING FOREIGH CURRENCY LIQUIDITY

Trwceway OO FY s tenders | 13 Ocrobey 2008 [daily Irzr=asing Fi-swap

ipraveiding o and forine riarket liguidity

fieaiditgi urder  compet s cacranssd dus to ke ersd

hidding sdems parmiar limits

CUMFE swap sanding fadlity | 16 Octabey 2008 | daily Irzreazing euro liquidity

prossiding #uro inthedomestic Fiiswap
rarket

Seviss frare liquiditgprosiding | 2 Februarg 2008 daily Ircreasing Swiss franc

ek, froed prcs FX saap liaiditg in the domesac

t=ncky s Fezeap markst

Eurc liquidityproviding 2 March 20¢8 daily Irzreasing kong-temn sura | Comestic crsdit instoatons undertaking bo kesp

sxrnonth EURHUF FX seap
teniders

licpaidity of the domesn:
cradit insitutions

atl=aztoonstant atits 11 December 2008w abue or
irecrease their outstarding dermestic corparate lapding,
after adjusting for escharge rabe effecs, ona quarterly
beasis From the sscond quarter of 2009 until the &nd

aof 2009, while the 309 average of thei net farsian
liabilities, afesr adjusting for eschangs rate offects, dess
nct fal below the amount outstarding on 31 December
200 Instoations abo undertake to draw rew foreion
liabilitiss andor paduce their foreigr obligations aftsr
adjusting for excharse rats sffsc ts, at least up o the
arncot of the swap-line in 2009,




Fiscal measures taken/ to be taken

o Keeping public deficit below 3% (in spite of
sharp contraction in output)

e Some steps to channel EU-funds for
enhancing economic activity

Controversy over further measures
— Further expenditure cuts + tax cuts in
recession?

— Potential non-Keynesian (i.e. risk premium) or
Keynesian effects?



Some thoughts on the rush to ERM and
EMU

« Appears to be a solution of a major problem: XR
volatility, sharp depreciation

« However: do ,we” (or does the ,market”) have any idea
of the ,proper” exchange rate nowadays ?

* If not — consequences of an inappropriate fix

o Sharply different effects on

— producers/exporters (real economy)
— debtors in FX

« Rather than ,speeding up”, very important to reinforce:
the rules of entry have not changed as a result of the
global crisis



Background information
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5 year sovreign CDS spreads
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CDS spread and HUF/EUR
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Fiscal stance

Fiscal stance
(+: tightening, -: loosening)

Pro-cyclical Counter-cyclical
tightening tightening

structural balance
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The official and adjusted (,netted”)
public debt/GDP ratio
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External financing needs for 2009 vs. official reserves —
before and after the IMF-package (EUR Bn)

Before After
357 40 A
Current
30 1 account 35 1 Current
] deficit 20 - a;:c?_Uﬁt -
25 1 eficit
Maturing 55 | A
20 long-term Maturing EL
debt 20 A long-term
15 1 debt = Worldbank
Short-term Official , 15 1 Short-term
10 - debt : NBH debt
. foreign ) NBH
(original Teserves (original
5 1 . reserves 5 4 reserves
maturity) maturity)
0 - 0 - T |

Source: Haver Analytics, NBH, Barclays Capital



Hungary's gross short term debt
(at remaining maturity, per cent of GDP)

Percent Percent
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Short-term debt in % of international
reserves — CZ, HU, PL
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Hungary’s foreign public and private

external debt and FDI-exports
(in % of GDP)
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Since 2006, stabilisation of public debt, while
- continued growth of private debt and
- FDI-exports (source: growing private debt)



FDI-exports, current financing requirement
and net exports (in % of GD

)
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- financed by debt = ,premature” capital exports



What could the ECB do?

ECB could assist CEE countries at a relatively low cost:

B By enhancing the list of the eligible collaterals by including
highly rated local currency denominated bonds of the
non-EMU member countries for Eurosystem monetary
operations.

B By enhancing the list of the eligible counterparties by foreign
exchange swap arrangements between the central banks of the
non-EMU countries and the ECB. (The Federal Reserve has
similar arrangements with Brazil, Mexico, South Korea and
Singapore.)



