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Introduction

in the fali of 1989 Hungary reached a critical turn In its recent
history. The general political and economic situatlion was In steady
evoiution : Impiementation of comprehensive meastures of economic
reform. and |lberalisation, opening of frontiers with the West and
preparatlon of the first free election in post-war history
(eventually held in April 1890).

The economic sltuation at the:end of 1989 was extremely tense. For
several years, fhe_country had been In the process of gradually
implementing market-or lented reforms wlth the suppoft of the IMF
and the Worlid Bank. But the sharp deterloration In domestic and
external ecoéomic and financlal perfofmance In the first part of
1989 led to the suspenslion of IMF support 'In the summer of 1988S.
Particularly worrying was the appearance of a targe current account
deficlit (1.4 blilion US$), which further strained the already

precarious external financlal position of the country.

At the Parls Summit in July 1989, iﬁe majJor industrial countries
declded to Implement a speclal Initiative, to be coordinated by the
EC Commlsslon; to asslist Hungary and Poland. The Hungarian
authoritles subsequently asked the European Community to provide
supplementary financlal assistance aimed at heiping the country

meat its growing debt serviclng burden.

As & result of this request and on a proposal by the Commission, at
the end of 1989, the European Councl! took the decislon in
princlple to grant Hungary a medlum-term balance of payments loan
to an amount of 870 milllion ecu. The main condition for the lqan
was the conclusion of a new stand-by arrangement with the IMF,
This positive orientation became a formal declsion In February 1990
(Declision 90/83/EEC of 22.2.1990) adopted by the :Council after



consultation of the European Parllament which dellvered Its
positive oplinion. The maln elements of the Declision were as

follows

- the Community would grant a medium-term locan to a maxIimum
amount of ecu 870 million In principal, with a maximum duration
of flve ysars. The loan would be managed by the Commission In
full consultation with the Monetary Committee In a manner
consistent with any agreement between the IMF and Hungary
(art.1).

- The Commission was empowered to negotiate with the Hungarian
authoritlies the loan terms and conditions. The Commlission would
verify at regular Intervals that the economic pollcy of Hungary
accords with the objectives of the lcan and that Its conditions
are being fulfilled (art.2).

- The loan would be made available in tranches (art.3).

- At least once a year the Commission were to submit to the
European Parllament and to the Council a report that would
include an evaluation on the Implementation of the Council

Decislon.

In early 1990, before the new free political elections took place,
the Hungarlian government formulated a programme of economic
adjustment and lIiberallsation that eventually was dlscussed and
approved by the Executlive Board of the IMF In March., Following the
adoption of the IMF stand-by agreement a Memorandum of
Understanding was agreed between the EC Commission and Hungary, In
consultation with the Monetary Committee, describing the terms and
conditions attaching to the flnanclal assistance that would be
provided by the Commuhlty. Together with the basic loan agreement,
the Memorandum was signed In Brussels at the end of March 1990 by
Vice-President Christophersen and Commissioner VYan Mlert as EC
representatives and by Mr. Bekesli, Minister of Finance and Mr.
Bartha, Governor of the National Bank as representatives of the

Hungar lan authorities.

In early April 1990, the first tranche of the ioan amounting to
350 milllon ecu was borrowed by the EC Commission on the

Internatlional caplta! markets and disbursed to Hungary. The
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agresment and condltions attaching to the EC loan were confirmed in
June by the new government formed after the completion of free

electlions.

*

The present report, submitted pursuant to Art.7 of the Council
Declislon describes the evolution of the economlic situation of
Hungary In 1990 and early 19891 wlth particular reference to the
Iimplementation of the conditions attaching to the locan, Including
the dlIsbursement of the second tranche of 260 mllllon ecu In
February 1991.

The most recent evocliution of the general economic and financlal
sltuation of the country Is encouraging, desplite a number of
domestic and external difficulties including a serlous drought, the
impllcatlons of the Guif <c¢risis, a sharp terms of trade
deterloration vis-a-vis the Soviet Unlon, and a major compression
of exports to the Soviet Unlon. Some reluctance by the banks to
extend new credits to the country, particularly In the spring of
1990, have further complicated the sltuation.

Nevertheless, some positive results have been registered on the
gxternal slde, with the current account balance (in convertible
currencles) recording a surplus of 127 million US$ In 1990 against
a deflcit In 1989 of about 1.4 billion US$. A surplus was also
recorded In the first quarter of 1991. Thanks to this outcome,
which was more favourable than Inltlally expected, and to the
external support provided on bllateral and muitilateral basls by
Germany, Japan, EEC, the IMF and the World Bank, Hungary was able
to continue to service Its external debt and to maintain access to
caplital markets. There Is no doubt that the Community’s financlal
support to Hungary has contributed to preventing a financial crisis
in 18989/90, thereby helping to safeguard the country’'s external
creditworthiness. Indirectly, the assistance has thereby
contributed to ease the transition towards democracy and the
establiishment of a market-based economy.

Desplte these encouraging slgné, however, the difficulties for

Hungary have not yet been entirely overcome. Whiite the price



Iiberallisatlon process and foreign trade re-orientation towards the
West Is almost completed, Hungary willl have to reduce the growing
inflationary pressures that have resuited from higher prices on
imported energy as well as the reductlion of subsidies on basic
consumer goods. Hungary also needs to actively pursue Its
structural reform effort, and especlally to speed up the
privatisation of the economy. And that the external financlal
sltuation remains fragile iIs Iillustrated by the decision of the
Group of 24 iIndustrial countries to extend additional loans of some
US$ 500 miillon during 1991 (including an additional US$ 250
million from the Community).

General economic sliuation

With the Introduction of its first New Economlc Mechanism In 1969,
Hungary, togdther wlth Yugoslavia, has the longest experlence among
Central and Eastern European countries In the move towards a market
economy. The reform process brought about a gradual opening of the
Hungar lan economy, a flscal reform (Introduction of VAT) as well as
some manhagerlal! and administrative reforms at enterprise leve!
essentially almed at Introducing a higher degree of autonomy In
decision making and Increasing effliclency. However, the early
reform falled to address some key Industrial and more general
economic issues including the problems caused by loss-making state
enterprises, price Iliberalisation and reduction of state subslidfes
to production, consumption and export. These Issues were eventually
brought to the fore following a steady deterioration of the general
economic situation In 1989, particularly Illustrated by a growing
budget deficlt and a sharp deterioration of the balance of

payments.

In the eavent, a series of comprehensive macro—-economic adjustment
measures and sactoral reforms were adopted in 1990, with external
financlial support of the IMF and the World Bank. In particular,
In March 1990 the IMF adopted a 12 months stand-by arrangement
with Hungary to an amount of 170 milllon US$. The pollicy programme
underiylng this arrangement was desligned mainly to contain growing
inflatlonary pressures (through restrictive monetary and credit
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policies), to reduce the budget deflcit (through a flscal reform
and the abolition of subsidies), to Iliberalise prices, and to

inltiate the privatisation of state-owned enterprises.

Although the stabitizatlion and adjustment process in 1990 was
carrled out by the political coalltion In a particularly difflicult
domestic and external environment, the first resul!ts have been
encouraging. Nevertheiess, the economic and soclal situation
remalns difflicult due to a sharp fall in real incomes, rising

unemp loyment and continuing Inflationary pressures.

1) Qutput and demand

Real GDP Is estimated to have deciined In 1990 by 4.6%, a
Iittle less than earller feared. This flgure, however, does
not take into account the impact of the newly estab!ished and
"emerging private sector for which no reilable statistica! data
are so far avallable. Actlivity In the |ndustrlial sector, which
accounts for 43X of GDP and 38% of employment, reglistered a
substantial decline. The recesslion decline In production was
felt by the large state-owned enterprises which stlll account
for aimost 90% of industrial output.

The agricultural sector, which represents 21% of GDP and 19% of
employment, also plunged into deep recession last year. The
sector was badiy hit by the most severe drought in recent years
but aiso by the lack of Investment, Insufficient marketing and
shortages of Inputs. Still unresolved probliems of land
ownershlp and privatization negatively affected both ocutput and
productivity.

Actlvity In gervices (36X of GDP and 42X of employment)
declined only moderately in 1990. Tourism and some transport

activities showed an encouraging positive trend.

Private consumption contracted sharply In 1990 (estimated
decline of 5-6%) as a direct consequence of the erosion of real

Incomes of about 5%. Gross fixed Investment also fell (-4.8%)
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with the investment/GDP ratlo down from 26.4%¥ In 19838 to 24.8%
Iin 1890. A further decliine In both consumption and Investment

is foreseen In 1991.

Despite a restrictive monetary and credit polilcy the ayeragse
Inflation rate In 1990 (consumer price Index) reached to about
30%. The high Inflatlon rate can be explained by a large number
of transltory factors Including cuts [n subsldles; Increases In
duties; adjustment of domestlic petroleum prices to worid market
levels; the impact of the drought on agricultural prices; and
by the domestic Impact of the devaluation of the forint.

Although employment in the private sector Is In steady
expanslon,'gngmglgxmgng Is rising at a pace faster than eariter
expected, which risks creating social tensions in the near
future, partilcularly In view of the scope of the country's
provislons. The statistics In thls area are somewhat
misleading, however. While the number of unemployed people was
still only some 100,000 (2% of the total workforce) by the end
of 1991, thls official flgure does not take Into conslideration
concealed unemp toymant concentrated In particular in

agriculture and state enterprises.

Corrective budgetary measures were taken by the government In
July 1990, almed at reversing emerging sliippages so as to
comply wlth the requirements under the IMF stand-by
arrangement. As a result, the consolldated 1990 budget deficit
was contained at 8.0 bn forints (0.4% of the GDP) as compared
with a deficlt of 14.3 bn forints In 1989 (0.8% of GDP).

On the [evenua slde recelpts were Influsnced by Important
carryovers from 1989 of tax payments by financlal institutions,
Personal income taxes and soclial security contributlons
substantlally incroased In 1990 against the previous year,
reflecting flscal measures to reduce consumption and Imports.
Revenue from indlrect taxation and from taxes on the Imports of

luxury goods expanded moderately too.



On the gxpenditure side the government Introduced significant
cuts in outlays on administration, defence, and subsidies
towards social expenditure (health care, penslion system, family
allowances etc.). The responsibility for the soclal assistance
programmes was transferred from central to local authorities.
The cut In soclal expenditures of the central authorities,
however, was more than compensated by a sharp Iincrease in
outlays under the Employment Fund (administering unemployment
Insurance, retralning and Job placement support) and the Soclal
Secirity Fund. These two Funds constlitute the core of a social
safety net that Is belng set up to protect the most exposed
segments of the population during the phase of economic
transition and sectora! restructuring. State financing to
enterprises has been virtually eliminated, leaving only
Infrastructure financing, which appears to have remalned
unchanged in real terms.

The cautious fiscal stance was supported by a restrictive
monetary and credit pollicy almed at containing the Inflationary
consequences of external price Increases and domestlic price
reform. The Implementation of this policy was delegated to the
Natlonal Bank of Hungary, which made effective use of
traditional instruments of monetary and liquldity control. In
1990 net domestic assets expanded by about 10%, In line with
the commlitment under the |IMF arrangement. However, other
monetary aggregates reglstered faster growth. For example, by
the end of 1990 broad money showed an expansion of 29.3% vis-
d-vis the last quarter of the previous year. Issuance of
government bonds and saving notes also increased substantially
(+39.7%) reflectlng‘the growing use by the Government of market

Instruments to finance public borrowing requirements.

In 1990 the government continued to adjust the external vaiue
of the forint with the aim of reducing the differentlial between
domestic and foreign rates of Inflatlon. In March 1890 the
forint was devalued by 15%; another devaluation of 15% was
carrled out In
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January 1991. The gap between the offliclial and parallel market
exchange rate of foriInt was reduced from about 40%¥ in 1989 to
some 15% by the end of 19€0.

Irade and curreng account

Even though Hungary’'s total external trade fell In 1990 by some
§ to 6% substantlial progress was registered In the
restructuring of trade from COMECON (and the USSR In
particular) to western markets. The foralgn trade reorlientation
reflected the Government’'s policy to encourage enterprises to
restrict thelr trade relations with former COMECON partiners,
and the ablllty of MHungarlan products to penetrate EC markets,
In particular.

As a result of these trends, Hungarlan exports to Comecon
countrles fell by 27% In volume terms between 1989 and 1990
and imports from the same group decreased by 20%. For the
first time Iin many years rouble trade was almost balanced In
1990. At the sama time, exports In convertible currency rose
by 14-15% In volume and Imports Increased by 4%X. The share of
trade with western sconomies ross from S50% Iin 1989 to 60% in
1990. This signiflcant result has been achieved
notwithstanding the rise In oil prices (pald to the USSR
mainly) In the second half of 1990.

The ifrade halance In convertlble currency recorded a surplus of
348 millilon US$ In 1990. Owing essentlally to a favourable
tourism balance and dasplte Increased Interest payments the
current Account Iﬁ convertible currency showed a small surplus
of 127 milllon US®, which implies a striking turnaround from a
deflcit of 1.4 bn US$ In 1288. This Improvement corresponds to
4.4% of GDP.

During 1990, Hungary experienced significant short-term caplital
outflows related to domestlc uncertainties as well as to banks’
uneasiness over the gensral outlook for Eastern Europe (and the
USSR). Indeed, the country exper lenced considerable

difflculties in concluding some medium term borrowing
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operations wlth western banks that became increasingly
reluctant to Iincrease thelr exposure In Central and Eastern
Europe. As a result,. foreign exchange reserves decreased
- further In 1990 to about 1.1 bn US$, the equivalent of only 2
months convertible currency Imports. Notwithstanding these
difficultles, -the Hungar ian authorities have continued to
promptly service the country’'s external obligations and they

have maintalned good relations with western commerclal banks.

At the end of 1990, the axternal debt stood at some 21.8 bn
Uss, Implying a debt/GDP ratio of about 76% and a debt service
ratio (In convertible currency) of 57% (55.4% In 1889).

Status of reform process

Main aspects of the reform process currently being imptemented
Include the following:

Economic programme

in September 1990 the government Issued a three-years "Economlc¢
Programme of National Renewali". This programme, which was revised
in early 1991 and adopted by the Hungarian Parllament In March as a
"Programme of Converslion and Development for the Hungarlan economy
- stabllizatlon and convertibility”, was endorsed by the iMF in the

form of an extended Fund arrangement.

With the adoption of this document the government commits itself to
the establishment of a socliaj market economy. Structural changes,
macro—-economlic stabllizatlon and anti-infiation policles will be
associated with appropriate employment and retraining policles as
well as with the establishment of a soclal safety net to protect
those segments of the population most affected by the
transformation process.

Ihe re-orlentation of foreign trade will continue with the aim of
reducing the country’s heavy dependence on energy imports from one
major single source and developing new markets for Hungarlan

products.
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A national privatization strategy will be implemented following a
new legisiative framework on ownership and compensation. The
process of dereguiating the economy wlll continue with a view to
further stimulating the private Initiative and entrepreneurial

splrit and to-attréctlng forelgn direct Investment.

Elscal reform and budget pojljicy

The redistributive role of the central budget was substantlaliy
reduced In 1990. At the same time greater flscal discipline and new

tax rules were introduced.

The budget for 1991 (and agreed with the IMF) foresees a deficit
corresponding to 1.5% of GDP. To achlieve this target the
government ls' committed to reducing subsidies (subsidles for
consumer goods, investment and housing were reduced from 13.2% of
GDP In 1989 to 9% of GDP In 1990 and are expected to be reduced to
no more than 7% In 1991). Additional reductions are foreseen In
government transfers for tourlsm, reglonal development and social
organisations. A system of fiscal monitoring to better control
developments In publlc expendlture and revenues Is being set up.
The soclal welfare system has been partly revised to accommodate

self-supporting mechanisms, Including a soclal safety net.

Monetary and credif policy

Domestic credit expanded moderately in 1990 and became more

selective with the alm of asslisting In particular the newly

established small and medium-scale enterprises. In 1991, a firm
monetary pollcy wlll continue to be pursued to contain the
potential inflatlonary consequences of price reform and to

safeguard the stabllity of the forint. Open market financlal
Instruments were Introduced in 1890 and wili be further developed
in 1991.

Further steps towards convertiblillity of the forint are being
considered (in practice the forint Is already quasl convertible

for most commerclal transactions). A restructuring of the
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International currency basket to which the forint |Is pegged Is
under discusslion In order to better reflect the growing role of

European currencies In Hungary’'s International transactions.

Irade system

Despite efforts to liberallse, Hungary has maintalned some degree
of restriction on foreign trade. Untll recently Imports of some
goods have continued to require Joint Import/forelign exchange
Ilcenses. The availablility of forelgn exchange for services and
transfers was also subject to restrictions. Nevertheless, In 1980
it was estimated that more than 70X of Imports from the convertibie

currency area were free of trade and exchange restrictions.

In 1991 further Import liberalization Is foreseen, to achleve a
target of 87X that would not be subject to restrictions. The
llberatization wlil concentrate on commodities, raw materials,
capltal goods and manufactured Items which may allow energy savings

and may contrlbute to the protection of the environment.

Price llberalisation

As of January 1991 the degree of price !lberailisation applled to

almost 90% of turnover of consumer goods as compared wlth 77% 1In
January 1990.

A two-tiler banking system was established In Hungary Iin 1987.
About 30 new commerclhl banks have been granted permission to be
established so far. Some foreign banks have also been authorised
to start up Jjoint ventures in Hungary or to open representative
offices In Budapest. A blll on the new role of Natlcnal Bank of
Hungary as an autonomous body accountable only to the Parilament is
being discussed for possibie adoption In 1991. A new role of
commerclal banks In forelgn exchange transactions as well as new
prudentlal regulations are belng conslidered In the framework of a
forelgn exchange decentralizatlon policy whose first phase started
In the first quarter of 1990.
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A Bank Assoclation, a Bankers Trainlng Centre and a Clearing Centre
have also been set up In 1290. A securlty market law was approved
In January 1990, whlch eveontually led to the formal opening of a
Stock Exchange wmld-1990. Howesver, the number and value of

securitles traded was fimited In 1290.

Brivatisation

The privatisation programme |9 managed by the State Property
Agency, astabllshed In March 1980, with the aims of managing the
state assets that have been olther “corporatized" or partlally
privatised; (mplementing the govaernment’s privatlzation programme;
and achleving a satisfactory degree of transparency to the
oparators. The government’'s privatization strategy consists of

flve major components:

- active privatization programme

- enterprise-inttiated privatization

- buysr—-initlated privatization

- small) privatization (pre-privatlizations)

- privatisation of smaller enterprises.

Two active privatization programmes have been launched on a plliot
basis In 1920 concerning two groups of 20 state companles each. An
additional five programmes are foreseen In 1991, Under the
enterprise inltlated programme soms 200 state enterprises have been
transformed into Jjoint venturas In 1890. Further initiatives in

this fleld are foreseen also In 1991.

The third type of privatization seen less progress so far. However,
in 1991 some 100 State companies are expected to be privatized In
this way. Small privatlizatlion through open auctlons s also under
way partlcularly in the small-scale service sector. As regards the
privatisation of smallser onterprises, Hungarlan authorities are

putting in place the necessary leglisiation.
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The government’'s medlum term goal Is to reduce the public sector’s
share of the economy by at teast 50X of the total assets of the
competlitive sector of the economy by 1994.

Beview of performance crlteria and structural indicators attached
o the £C Memorandum of Understanding

1. Performance ¢riteria

A Memorandum of Understanding was signed In March 1990 between
EC Commission and Hungary describing the terms and condltlons
attaching to the EC medium-term loan. The Memorandum, which was
agreed after consultation with the Monetary Committee,
foresees the perlodical monlitoring of an agreed set of flve
performance criterla (Annex 1) as well as a number of
structural economic and sectoral Indicators (Annex 2). The
results achleved by the Hungarlan authoritlies have so far been
broadly Iin compliance wlith the commltments undertaken taken |in
the Memorandum. |In partlicular, the current account performance
In 1990 has been better than IiInltially expected and the
performance with respect to referring to external reserves, the
total amount of external financing obtalned from private
credltors dur ing the year under consideration, price
liberalisation achfievements as well as the subsldy/GDP ratio

have been In |Ine with targets.

Performance with respect to the structural adjustment
indicators can also be consldered as broadly satisfactory. A
relatively rapld _process of transformation of state owned
enterprises into jolnt stock or |imited fiablliity companies has
been Implemented In 1990, In preparation for thelr subsequent
privatisation. Figures referring to the number of newly
established Joint ventures and small and medium-sized
enterprises show a positive trend. The growing number of
companies engaged In retall trade reflects the first positive

Impact of the pre-privatisation programme started in 1990.
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Finally, iInformation on bankruptcy and llquidation procedures
started In 1990 or completed during 1990 illustrates progress

on the micro-economic transformation process.



ANNEX 1

BC MEDIUM TERM LOAN TO

HUNGARY

Performance criteria

1990 Target Achievement Comnent
{January 1990) (end 1990)
1 Current Account - 550 mill. US$ + 127 aill. USS Result better than foreseen
(Convertible currency)

2. Ra2serves (- = increases) - 1200 mill. US$ - 1338 mill. US$ ne condition that :he net reserve ocosition
should iLmprove by at l2ast <0 aillion 33 1s
met,

3. Participation of

orivate creditor banks
. issue of bonds 1050 will, USS 994 mill. US$ The anount of tne porrowing prograa. = 1as
. trade finance 300 mill. USS$ 250 aill. USS peen slightly lower tnan targeted. dowever
A the condition is broadly fulfilled
. oank-to~pank and
syndicated loans 300 mill. US$ 200 mill, 0SS

4. >rice liberalization 77% of consumer pricas about 30% on average*) The condition is oroadly fulfilled (ta2
trend towards a furtner liperalizacion
continues),

5. Subsidies/3DP ratio 9% 93 The condition 1is fulfilled.

Sourcaz: National Bank of Hungary

(*) In Novanber 1990 with a new Pricing Act a futher round of price liberalization has een introducad whicnh will reduce official

price fixing to some 10% of consumer and producer pricas in 1991,
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ANNEX 2

EC MEDIUM-TERM LOAN TO HUNGARY
Structural adjustment Indicators

Number of oublic sector enterpriges and cooperatiyves (economic
organizations) which have been transformed into joint stock or
limited llabllilty companies (as of 31.12.90)

A. Joint stock companles : 646

of which :
Industry 217
Internal trade 133
. economic services 121
. external trade 50
. construction 50
. soclal services 23

B. Limited |labliity companies : 18,317

of which:
Internal trade 5408
Industry 4670
. Construction 2608
. Economic services 1684
. External trade 1103
. Transport 575

As of beginning of 1989 the total number of Joint stock and limited
iiabllity companles was 10.811. At the beginning of 1890 the
number totalled 15.235.



At

Number of enterprises (end of 1990)

. Less than 50 persons 16465
. 20-50 persons 4129 B
. 50-300 persons 4469
. Over 300 persons 2599
Total 27662

Total number of loint ventures with forelgn partners

During the first 12 months of 1990 some 3814 joint ventures were
established In Hungary with the following breakdown:
- Companles founded by firms from
exclusively convertible area 230
- Companles founded by Hungarian flrms and by
firms from convertible area 3539
- Companies founded by firms from non-convertible area 12
- Companies founded by firms from convertible area,

from non-convertible are and from Hungary a3
Total 3814

As of end of 1990 the total (cumulative) number of joint ventures
with foreign partners established in Hungary totailed about 5000.

As of end of 1990 the total (cumuliative) Inltilal capita! invested
In Hungary by these companles amounted to 70.8 bn forints
equivalent to about 980 milllon US$ (the Inlitlal capital in
forelgn exchange was 5.3 bn forints equivalent to about 350 million
uss).

Number of private enterprises engaged In retall trade (end of
1990): 77.280 (66.680 as of end of 1989)

Under the pre-privatization programme starting from 1.1.1991 all

catering establishments with less than 15 employees and retall
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shops with less than 10 employees are offered for sale through auction.
The number of establishments which qualify for the programme |Is
estimated to be 10,000.

5. Number of companies entering bankruptcy or liguldation procedures:
- applications recelved (Jan-Dec 1990) : 630
- total liquidation procedures underway (31.12.1990) : 782
- number of companles effectlively gone bankrupt or Ilquldated
(Jan-Dec 1990): 206

6. Number and value of procurement contracts awarded after competitive
bldding In 1990 : no rellable statistical information Is avallable.

7. Number of telephone iines In operation as of end of 1990

(total of main stations and extensions) : 1,871.600 (1,769.800 as
of end of 1989)





