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Abstract: The paper analyses transformation process in Hynigetween 1989 and
2004. The goal of this paper is to analyze anduatalthe transformation process in
Hungary. The structure of the paper follows thinagal goal. First of all, an analysis of
economic development of the country before thedathe communist regime is carried
out because this determined the whole process wfittbwed. Then we shortly
mention political development that had a significampact on the transformation
process and its results. In the next part we cdratenon the main steps in the
economic transformation, and consequently we degpi@ce to specific aspects —
privatization, for example. The main economic irdars of this period are analyzed in
the final part. We conclude that the transformatioocess achieved its main economic
goal and the economy’s ability to grow increased.tlfe same time, however, the
transformation process created environment fosthesequent economic problems.
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Introduction

The goal of this paper is to analyze and evaldadransformation process in Hungary.
In the author’s opinion, the main goal of the tfanmation process was a shift in the
paradigm of the economy from the centrally plansgdtem to a form of a market
economy. In our view, this goal was generally reachith the accession to the EU.
This is why we limit our paper to the period endwgh 2004. We consider it an
indirect proof that the environment reached a vwelctioning market economy
(formally it is a condition of the accession). Tinéeresting question is how this state
was achieved. We should not take it for grantedabse we can see several
transforming countries that are still quite farfréhe state of a well-functioning market
economy (for example Belarus). A shift in the ollermend of the economic
development was the second goal of the transfoomatiocess, a more specific one, in
our view. The centrally planned economy was dootoefhil — economic growth was
declining and in fact negligible in the 1980s. Asaamsequence, the Hungarian economy
was lagging behind the market economies. Any charigee pattern of the economy
without improving its growth ability would be wot#ss. The paper tries to evaluate the
progress from this point of view.

We see the process of the change as highly integesdne of the reasons is that the
country needed to overcome many obstacles on tygtaveecome a market economy.
For example, it suffered from numerous imbalancesthie middle of the first
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transformation decade. The situation was critiaald in some aspects similar to the
contemporary situation in Greece. The steps thae waken when dealing with the

crisis could be seen as an example for the conteamp@roblems as well. Generally,

we believe that we can always learn from histony e transformation process offers a
much interesting experience and a lot of ideas.

We will start by describing the long-run politicdévelopment in Hungary, which had
an impact on the state of the Hungarian economihetend of the 1980s, which is
analyzed in the second chapter. In the next stegvilleconcentrate on the political
development during the transformation era, for Whiee consider the period between
1990 and 2004 (the accession to the EU). We betieatethe accession to the EU can
be seen as a proof of the state of the Hungarimmaeoy. The main economic
development is analyzed in the 3 following chapté/s concentrate on the sequence of
the reforms first of all. Then the privatizationvéépment is examined in a stand-alone
block. These two chapters describe the main ecansteps. Then, in the last chapter,
we sum up economic results in the studied perindspecific subchapters, economic
growth, structure of the economy, inflation, uneayphent and external relationship are
analyzed.

We would like to point out that while working onetlpaper, we were confronted with

troubles regarding data. Primarily, there were f@wis with length of consistent data

series because it was highly difficult to find relat and homogenous data that would
cover the whole transformation period. As a consega, we were forced to use shorter
series. The data that we use are in our view thethat could be obtained.

And we would like to mention that there are data the Czech Republic
(Czechoslovakia) or Poland in some charts or tafilee primary goal of this article is
not comparison, and these data should only helpetheéer to see the Hungarian process
in a broader context. The Czech Republic and Paaedjenerally used as benchmarks
for development.

Long-run Palitical Development

This text focuses on development during the transition process but it is necessary
to see Hungary in a broader prospect to understabetter. The long-run economic
development has deep roots in our point of viewe Kéy event was the consequence of
the First World War. Hungary lost important partiwf land to successor states of the
Austro-Hungarian Empire and large Hungarian mimesitfound themselves in the
neighboring countries — Czechoslovakia, Romania ¥ngoslavia. It was deemed by
Hungarians as totally unjust. The main goal of Haran diplomacy in the interwar
period was unifying all Hungarians into a singlatst or in other words to recreate large
Hungary. The way to achieve this goal was in coafen with fascist Germany in the
1930s — and Hungary became Germany'’s ally duriagnir.

As a consequence, we can hardly talk about “lik@mabf Hungary by the Red Army at
the end of the war. Anyway, Hungary fell into trene of the Soviet influence. And the
communists (Hungarian Workers’ Party) managed tabdish a Soviet-style regime in
1949. But Hungarians were among the first that fotice stood up against their regime
during the riots of 1956. This uprising was blogdilippressed by the Soviet troops but
even the communist establishment understood thahpartant part of the Hungarian
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society disliked the regime. Janos Kadar (1912-1988came the leader of the
collaborationist government after the uprising. Hjigvernment first of all harshly
suppressed its opponents but in the 1960s stastedldx the political and economic
environment. Due to this, the regime is sometina@ked “goulash socialism” (Kornai,
1996), which means a situation where people arergén willing to accept the regime
in exchange for a more open economy (foreign goadd)more freedom. This trend is
clearly visible in the economic policy or refornteat were approved after 1968 (see the
next subchapter).

Political relaxing deepened during the time anddeen to the forming of an opposition
in the middle of the 1980s. Negotiations around rifnend table took place in 1989,
resulting in a change of the constitution that gaéeed transition to democracy, market
economy, human rights and explicit ban of a sinugety government (even in the
situation when the party has majority in the pankat). This change was approved on
October, 23, 1989, and it is considered to be #gnming of new democratic Hungary.
This way, the country “jumped” directly into demacy with free elections in March
1990. Hungarians avoided any form of pseudo-dencgcos government of national
unity.

Economic Situation and Development Before 1989

Political development had an immediate impact andbvelopment of the Hungarian
economy. The centrally planned system had beeible$tad in the country after the
Second World War. There were of course differeicexher centrally planned systems
in the region but the basis of the system was ammilThe Hungarian system was
generally never as tough as in Czechoslovakia beh digger differences started to
appear as they introduced reforms after 1968.

The core of the reforms (named New Economic Medmhi consisted in
decentralization of the decision-making processha economy that was shifted from
the centre to the companies. But the main decigjforsexample about investment or
armament industry) were still made by the governm®m the other hand, companies
were relatively independent — in contrast to tkeinnterparts in Czechoslovakia.

The central government regulated prices, wagesirgrcest rates but in the course of
time, more responsibility was shifted to companfesd there were many more striking
differences. In the 1980s, foreign direct investmeas allowed and joint-ventures with
western companies appeared. As early as 1989, iHuhgad the first car producer —
Suzuki, and Tunsgram was purchased by GE Lightungfie.

Hungary unified its exchange rate in 1981 alreadnd following 1988, all enterprises
were allowed to pursue international trade in cotibie currencies after gaining a
(virtually automatic) registration with the Minigtrof Trade (Medvec, Stone, 1990).
Hungary became a member of the IMF already in 1982. country agreed on a stand-
by program as early as 1988 — in comparison, Cztchakia did not become a
member of the organization during the communisiopeat all.

2 Multiple exchange rates were common in centraidnped economies. They created distortion
and malfunctioning of the system. Unifying exchangi was a step in the direction towards an
ordinary economic system.
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Hungary passed a bankruptcy law in 1986 (even thatuigvas not used). A two-tier
banking system was introduced in 1987 — the previmonobank split into the central
bank and 3 commercial banks. The economy startegea that year, too; in 1990, 70%
of their production had already been under presetifereign competition (Stojanov,
2004). Hungarian companies were allowed to tradernationally on their own
accounts.

A new commercial code was approved in 1988. Thenrdegjal forms were the same as
in the market economy — and all of the legal fokese equal. The government started
to transform state companies into joint-stock commgein 1989.

Hungary was the first country of Central Europehtwve incorporated value added tax
into the tax system, which occurred in 1988. Furtitge 63% of all prices were
liberalized already in 1989There were continuous devaluations of the forirftom
45.8 to USD in 1986 to 63.2 in 1990 (Vintrovéa, 1R92

Ownership structure changed as well. Some privatapanies (especially in services
and trade) were allowed to exist and their numlecseased steadily, which can be
seen in the following table. There was even supfmrtnew private entrepreneurs.
According to a new act of 1988, newly created besses got a discount on tax on
profit accounting to 55% in the first year, 35%lm second year, and 25% in the third
year (Earle at al., 1994).

Table 1: Number of Private Shops and Restaurants irlungary

Year Shops Restaurants
1970 9,043 682
1980 9,946 1,457

1985 | 19,968 5,487
Source: Bethkenhagen, Hungary in GDR and Easterofgy 1989

Bethkenhagen (1989) wrote that private sector hradted 3% of national product in
1970. In 1989 it created already more than onetguérlolman, 2000) and two thirds
of Hungarians had an income from private activityaddition to their main jobs in a
state company or a cooperative. These numberseasrad times higher compared to
Czechoslovakia’s numbers but are of course far ainynmarket economy.

The previous text shows that Hungarian economy alasad of the others and to a
certain degree prepared for the shift to the magkenomy. But at the same time, there
were significant problems on the macro-economi@lletoo: The country had huge
deficits of the public finance and trade. Both ke can be connected to the “goulash
socialism” because government had to “bribe” iteens. Together, these deficits were
responsible for a large foreign debt — 70% of GDRrkiewicz, 2003). This size of the
deficit was crucial for the following transformaticsteps. But this number was still

3 EBRD has a basket of 15 basic consumption goodsstHtistics says that in 1989, only prices
of 7 out of the 15 goods were administrated bygbeernment. The corresponding number for
Poland was 10, and for the Czech Republic 15 (EBRD1262007).
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lower than in Poland. Another way of measuring exk debt can be seen in the

following table.

Table 2: External Debt/Exports of Goods and Servicgin %

1985 1986 1987 1988 1989 1990
Czechoslovakia 324 33.8 36.2 40.2 45.1 56.3
Hungary 148.5 166 1749 173.8 169.7 171.7
Poland 252.1 2595 2948 254, 261.7 2515

Source: Jonas, Ekonomicka transformaageské republice, 1997

The role of the government in the form of redisitibn used to be very high in
Hungary during the communist period — or in face af the highest even among the
centrally planned economies — see the next table.

Table 3: Government Incomes and Expenditures in % oGDP in 1989

Country Incomes  Expenditure
Czechoslovakia 62.1 64.5
Hungary 61.3 63.7
Poland 46.8 48.7
Rumania 45.7 40.7
Bulgaria 57.7 60.1
Soviet Union 43.8 50.7
USA 34.3 36.5
Germany 45.7 45.9
Canada 40.3 43.9
France 46.2 47.8

Source: Jonas, Ekonomicka transformaageské republice, 1997

Table 4: Structure of Employment in 1990 (Shares i86)

CSSR Hungary Poland (1989)

Agriculture | 11.8 17.5 26.7
Industry 454 36.1 36.6
Services 42.8 46.4 36.7

Source: Berend, From the Soviet Bloc to the Eurodgaion, 2009

The structure of the economy was troublesome,Itothe following table we can notice
a relatively high percentage of people still wodkiim agriculture. On the other hand,
Hungary had a relatively low share of industry, ethiwas assumed to be the most
problematic part of the economy in the transfororaprocess. And it meant relatively

59



lover ecological burden, too. At the same time, ¢y had the highest proportion of
people working in services in Central Europe.

How the reforms and changes during the communigh reflected in the economy? As
we can see in the following figure, the overallntten Hungary was similar to other
countries of the Eastern Block after the SecondltMafar, but the growth was affected
by more significant fluctuations than in Czechoslkia. The economy was able to
achieve strong growth during the 1950s but thiditgbdeclined in the following
decades to very low growth during the 1980s (therage was only 0.7% per a year —
Maddison, 2010). The general trend is clearly V&sih the following figure. Economic
reforms generally did not lead to improvement ia ttend of economic growth. On the
contrary, economic results were worsening.

Figure 1: Economic Growth During the Communist Regine (1948-1989) and its
Trend Estimated with HP Filter
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Source: Maddison, Historical Statistics - http://wwgdg.net/MADDISON/oriindex.htm
(11.10.2010)

In the 1980s inflation was relatively high as weke Figure 9) — on average it achieved
9% (IMF, 9. 10. 2010), which was much higher in pamison to Czechoslovakia, but a
good result when compared to Poland. Hungary haidlalevel of debts and deficit of
trade balance. And there was even a small humt20@Q) of unemployed people in
1989 — 0.5% of the labor force (EBRD, 26. 11. 2007)

Summing up the previous information, we could d#t tHungary was relatively well
prepared for the transformation at the level ofnfal institutions and at the
microeconomic level. However, it faced problemstla macroeconomic level: a
relative openness of the society resulted in atively higher proportion of
people/economists with knowledge about functionoighe market economy. Some
Hungarians even suffered a kind of “hubris” at ¢mel of the 1980s that was caused by
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the progress of the reforms. They thought thatrdresformation process will be smooth
because of the steps that had been already takdre idecade. This attitude led to a
belief that radical steps were not necessary alagdtiéd well into the 1990s when people
finally realized that unpopular steps were necgstatake (Srholec, 2001).

General comparison of the situation at the begomfithe 1990s can be seen in the
following table.

Table 5: Basic Economic Indicators at the Beginningf the 1990s*

CR HUN POL
Inhabitants in millions 10.36  10.36 38.11
Economic activity in % 51.6 52 42.7
Employment in industry % of total 37.9 29.7 28.4
Investment in % 37.9 29.7 28.4
GDP in billions $ PPP 98.97 59.6 160.86
GDP/person $ PPP 9,550 5,750 4,221
EX per personin $ 873 922 376
IM per person in $ 945 832 250
Gross external debt per person 686 2,077 1,270
In % of GDP 21.9 65.1 82.2

*- 1990 or the closest year
Source: Chvojka, Zeman, Tendence dosavadniho viswjestedni a vychodni Evropy, 2000

We described political and economic situation imnbary at the end of the 1980s. It
creates a starting point for our analyses of theleviransformation process. Before we
turn our attention towards the economy, we shodégcribe political development
during the period, which creates a framework ferdievelopment of the economy.

Political Development

We have already mentioned that the first free mlasttook place in March/April of
1990. The first post-communist government was eckaty Jozsef Antall (1932-1993).
The government was central-right and based on Ginisind national parties. It had a
strong majority of 60% in the parliament, which gahke government a stable position.
One of its achievements was that Soviet troopsHeftgary in the middle of 1991. In
the same year, the association agreement with ihepEan Community was signed as
well.

There was a great discussion about the role optheious communist elites after the
political changes in all of the post-communist does. In Hungary, the Communist
Party transformed itself into the Hungarian Sostapiarty (MSZP) — a standard left
wing (social democratic) party after 1989. But thés an interesting question of the
specific role of the nomenclature after the pditichange. A survey was executed
among these previous elites in 1993 and its resmtbe seen in the following table. We
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should notice that only a fraction of the previmmsnenclature members occupied high
political positions. At the same time, only a vesypall percentage of them became
entrepreneurs, which is true about all Central Ream countries.

Table 6: Occupational Destinations in 1993 of Peopl Who Were in the
Nomenclature Positions in 1988 by Country

Occupation in 1993 Czech Republic Hungary Poland
All in position of authority 51.7 43.1 51.2
High political office 3.0 6.4 9.0
High manager-public 16.2 11.2 13.4
High manager-private 12.8 2.4 9.1
High cultural office 1.1 4.4 7.1
Low-level managers 12.6 13.0 8.6
Entrepreneurs 6.0 5.7 4.0
Professionals 12.2 19.9 13.9
Workers 12.6 5.5 9.5
Retired early (younger than 65) 15.4 19.1 17.2
Other retired and unemployed 8.1 12.6 8.2
All respondents 100% 100% 100%
(number) (468) (803) (849)

Source: Eyal, Szelényi, Townsley: Making CapitalisithoMt Capitalist: Class Formation and
Elite Struggles in Post-Communist Central Europeydan Verso, 1998

The MSZP post-communist left wing party won thetredections in 1994 by landslide.
Due to the economic situation they were forcechtooduce tough economic measures
(of which more later). A right wing coalition govenent (Fidesz was the main party)
was created after the elections in 1998. HunganefNATO during its regime. Fidesz
won the next elections in 2002 as well but wasaiié to assemble a government that
was formed by left wing parties instead.

Generally, the country adhered to democratic ppiesi for the whole period and
became a member of the European Union in 2004.tBete has been a lasting
dissatisfaction with the transformation process &fedin general in Hungary. The
results of one of the surveys (2006) are depiaiatié following tablé.Personally, | do
not have any reasonable explanation for this dgitWe can consider high expectations
of the Hungarians at the end of the 1980s and ailjibity that they were generally
content with the semi-capitalist system of the gehlcommunism.

* There are other (older) surveys that detect theesattitude among Hungarians. The conclusion
is that their view was not affected by the finahciisis.

62



Table 7: Results of the Survey — A Comparison of EBmomic Situation in 2008 and
1991 (Q: Thinking back to 1989/1991, do you approvef your country moving
from having a state controlled economy to having anarket economy?)

52 2 S oz B _
c 9 o o c o = g
£ 8 § g§ ¢ ¢
n © < -‘Dﬁ n 2 %
Poland Fall 2009 26 45 11 4 13 100
Spring 1991 25 55 7 4 9 100
Czech Rep. Fall 2009 28 51 12 3 5 100
Spring 1991 42 45 4 3 6 100
Hungary Fall 2009 9 37 27 15 13 100
Spring 1991 22 58 9 1 10 100

Source: The PEW: Global Attitudes project, www.pewdlobg published 2. 11. 2009, 15. 5.
2013

After this short summary of the political developrhe/e can turn our attention towards
economic aspects of the transition process. Fifsallp we will briefly sum up a
discussion about the pace of reforms.

Basis of economic transformation

The sequence of the reforms in Hungary was undailagi discussion as in other
countries at the beginning of the transformationiqek Hungary was specific in the fact
that its communist party had started reforms betbee fall of the regime already.
Hungarians therefore naturally believed that it wa$ necessary (or it was de facto
impossible) to follow radical reforms. There wageneral belief that slower reforms
can bring the same results with lower costs. Onother hand, proponents of a shock
therapy did not trust government ability to eststbinarket economy. As a consequence,
the first period of Hungarian transformation iseofidescribed as gradualist but there are
always troubles with the definition of gradualisBome of the Hungarian measures —
especially bankruptcy law — can be seen as extsenaglical. The second subchapter
deals with reforms which took place in the middletlee 1990s, and the last, third
subchapter concentrates on the period after timeofuthe century.

Gradualist period

Most authors (for example Holman, 2000, or Lavigt@99) regard the development in
the first half of the 1990s in Hungary as gradumali$ here is a good basis for this view
— as we wrote above — since many of the importadtreecessary steps in the direction
towards the market had been already taken or &t lg@pared. We have already
mentioned liberalization of prices — in 1991, wigf¥6 of all prices had already been
liberalized (Vintrova, 1992). The economy was padiregulated as well; Hungary did
not have a huge surplus of money in circulation #rair exchange rate was relatively
sound (Vintrova, 1992). We should keep in mind fheogress in institutional
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development as wellUnder these circumstances it is hardly imaginablearry out a
real radical economic transformation, let alonegheck therapy. At the same time, we
should mention that there was no demand for aofastdical chang®.

We have already mentioned that Hungarian econormdyshfiered from macroeconomic
imbalances. Laki (1993) wrote that the Antall goweent had had three main tasks — to
keep creditworthiness of the country, reduce iidtatand the growing public deficit.
The last of these tasks was the most demandinpeceuse after the communist regime
had collapsed, problems with public finance worsewith the fall of the regime the
state income declined but the cabinet was not &blsimultaneously decrease its
expenditures. On the contrary, the government cpfiien took on responsibilities for
late state companies that had provided social ses\tio the public and it led to another
increase in spending (Allen, Hass, 2001).

Borish and Noél (1996) wrote that state owned corigzsahad been losing money and
their gross loss had reached 2.6% of GDP in 1990568n 1991, 14.2% in 1993, 10.1%
in 1993, and 7.5% in 1994. The IMF recommended tHahgarian government
decrease deficits but the cabinet was not capdhieeeting these expectations. A part
of this deficit was even monetized, as we canseke following table.

Table 8: Overall Government Balances and Central-bak Financing of
Governments, 1992-1997 (As a Percent of GDP)

Country Overall government balances Central-bankfimey
N ™ < [To] © N~ N ™ < Lo © N~
(o2} (o2} (2] (o2} (o2} [o2] (o2} (o2} (2] (2] (2] 2]
(o2} (o2} ] (o2} (o2} D (o2} (o2} ] 2] ] 2]
- - — - - — - - — — — —
CzechR.| .. we 12 -18 -12 -2 .. -21 -24 -1@8 0.7

Hungary | -69 -85 -83 -7.1 -3.1 -4{6 165 132 211.75 73 17

Poland -75 -40 -20 -27 -25 -2|13 52 1.5 1.510.01 05
Source: Dabrowski, Disinflation Strategies and tHegffectiveness in TransitidBconomies, 2003

The government was unwilling to execute unpopuleps— like decline in real wages
or devaluation (on the contrary to Czechoslovakié Boland) — eithérHolman (2000)
writes that real wages in all countries declinetkast by 20% (for example in Bulgaria
by 50%), but Hungary was an exception — see thevigig table. It means at the same
time that wage costs remained relatively high imparison to other Central European
countries, which resulted in growing imbalancese TMF criticized the government for

® Overall Hungarian progress has been supportedbiwigh funds in the form of Poland and

Hungary Aid for Economic Restructuring (PHARE) sittice autumn of 1989.

®In Hungary, a new constitution (unlike in all nieligpuring countries) was not ratified until 2011,

there were only amendments.

"In order to keep the real exchange rate roughllylst Hungary has followed a path of irregular
devaluations of the exchange rate since 1990. Themcy was devaluated three times in 1990
but together only by 5%; twice in 1991 (togethef@lthree times in 1992 (together 6%); five

times during 1993 (together 15%) and seven timemg@u 994 (together 17%) (Magyar Nemzeti

Bank, http://english.mnb.hu/Root/ENMNB/Statisztika, 20. 2010).
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not keeping fiscal promises in 1992 when the cqusifgnificantly exceeded the agreed
ceiling, mainly due to social requirements.

Table 9: Real Wages: Annually in Percentage Change

1988 1989 1990 1991

Czechoslovakia 2.1 0.8 -5.8 -23.5*
Hungary -4.3 -3.8 -7.5**
Poland 15.9 -4.4 -29.7 2.0**

* - Jan — Sept 1991; ** - preliminary
Source: Winiecki; Regional Survey, 1993

However, Hungarian government proceeded with refowh the business and the
financial sectors at the same time. Steps werenték@mprove the legal system, to
privatize, to improve antitrust policy, and forermmas the field of bankruptcy.
Hungarian gradualism is highly questionable if \a&et into account the bankruptcy
legislation. A very tough new code was in effeanfr the beginning of 1992. If a
company was not capable of paying its debts wiB0ndays, it had to call to start
bankruptcy proceeding itself. The law was in fofoe 18 months, and 5,000 subjects
went bankrupt (Holman, 2000). These subjects tegethd created 10% of Hungarian
GDP (Nestor, Thomas, 1995). This bankruptcy proceedias in fact a privatization
method at the same time because around 500 largpatues that had gone bankrupt
were transferred into private ownership (Nestorombs, 1995). The process had a
negative impact on the banks that were affectedhbygrowing number of classified
credits. We should recall that in comparison ta,thankruptcy legislation was very
weak in the Czech Republic — in the same periocsidened, the very first law was
approved in 1993 only and it could not been apptigdinst companies waiting to be
privatized. Politicians in Hungary realized thagithcode was probably too tough and it
was amended in 1993. This amendment meant reladdgresulted in less than 100
companies going bankrupt in 1995 (Srholec, 200he $ame author thinks that the
process cleaned the economic environment and iredrdlie position of Hungarian
banks in the long run.

To sum up, we can see progress on the microecorles@tand unsolved problems on
the macroeconomic level as a consequence. Czeghésleformers, on the other hand,
kept the macroeconomic values relatively stabléhanfirst years of transformation but
bankruptcies were for example limited.

The economic results in Hungary in this period werd positive. If the country
represents a case of a gradual reform, then griaduslirned out incapable of avoiding
transformation recession. Hungary suffered similar deeper) decline as other
countries in Central Europe. Unemployment rate waktively high. Inflation
development did not embrace the typical jump dtter price liberalization (that took
place in other countries) but there was a contislyohigher inflation rate. On the
positive side, a relatively high level of foreigapital was flowing into the country. It
had again its roots in the previous liberalizatimtause foreign investors were familiar
with situation in Hungary. At the same time, defifithe current account appeared.
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The Bokros Package

In 1994, Hungarian economy faced a difficult sitmatwith many imbalances, as we
can see in the following table. Government defiediched 8.4% of GDP, public debt
was 88% of GDP, the deficit of the current accostobd at 9.5% GDP, inflation was
18.8% and the unemployment rate nearly 11%. Thel levimbalances was critical —
Holman (2000) writes that the IMF placed Hungaryoam three most vulnerable
economies in the world after the Mexico crisis. Asconsequence, the spread on
external debt to Libor rate reached 500 basilangsdiStojanov, 2004).

Table 10: Selected Economic Indicators for Hungary1993-1998
1993 1994 1995 1996 1997 1998

Real sector: % change

Real GDP -0.6 2.9 15 1.3 4.6 5.1
Exports of goods/services (real) -10.1 13.7 134 4 7. 264 16.3
Imports of goods/services (real 20.2 8.8 -0.7 5.7 255 22.5
Fixed investment (real) 2 125 -4.3 6.7 9.2 114
Private consumption (real) 1.9 -0.2 -7.1 -2.7 1.7 .83
Average CPI 225 18.8 28.2 23.6 18.3 14.3
Gross wage growth (real) -0.5 5.1 -8.9 -2.6 34 4.4

Rea_tl effective exchange rate 43 73 19.4 8.6 2.7 8.5
(unit labor cost)

Unemployment rate (end periodl) 12.6 10.9 10.9 10.710.4 9.1

Real sector: % of GDP

Exports of goods and services 26.4 28.9 37.3 389554 498
Imports of goods and services 34.6 35.4 38.5 399 6 4 523
Fixed investment 18.9 20.1 20 21.4 221 23.2

General government
Overall balance (excl.

e -6.6 -8.4 -6.4 -3 -4.8 -4.7
privatization)
Overall balance (incl. 6 75 32 08 18  -44
privatization)
Primary balance (excl. 27 22 22 3.7 2.7 16
privatization)
Expenditures 60.8 60.4 54.3 49 49.2 47.1
Public debt 90.4 88.2 86.4 72.8 63.9 60.2

External accounts

Trade balance -8.4 -8.8 -5.5 -5.9 -3.8 -4.4
Current-account balance -9 -9.5 -5.3 -3.7 -2.1 -4.8
Foreign direct investment 6 2.8 10 4.4 3.6 3
Gross external debt 63.7 68.4 70.9 61 51.9 56.3
Net external debt 38.7 45.4 36.6 314 24.4 26

Source: Stojanov, Hungary and Bosnia and HerzegovnSuccess and a Failure dfansition,
2004

The elections took place in 1995. Social democrds, winners, agreed to apply a
program that is often called the Bokros packageorieg to the then ministry of

finance Lajos Bokros (1954-). The set of reformsd baen developed in cooperation
with the IMF. The government promised to followpstén the direction to austerity and
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the IMF in exchange provided the country with anlag USD 300 million and the
EBRD released its funds as well (Hanley, King, &2002).

The package involved many other remedies, too.eXohange rate was devaluated by
9% and the regime changed to crawling Pe&t the same time, the government
introduced temporary import surcharge — 8% on mbn{investment) good$and
applied many restrictive measures as well: It desed the number of jobs in state
companies; university tuitions were introducedesufor sick benefits were tightened
and child benefits were not blanket any more. Agrexs on real wages reduction were
reached with most trade unions. At the same tilme,government decided to quickly
privatize nearly all state companies bar railwayd the post — mostly in the form of
foreign direct investment, as we can see in tHeviahg table.

Table 11: FDI Inflows in Hungary in USD mil (1972-D00)

In cash Qf V\./hic.h Inves_tment in Total
privatization as% kind
income

1972-1989 387 - 783 1170
1990 311 20 6.4 589 900
1991 1459 435 29.8 155 1614
1992 1471 492 334 170 1641
1993 2,339 1,163 49.7 142 2,481
1994 1,147 103 9.0 173 1,320
1995 4,453 3,370 75.7 185 4,638
1996 1,983 618 31.2 57 2,040
1997 2,085 1,827 87.6 22 2,107
1998 1,935 485 251 11 1,946
1999 1,651 295 17.9 6 1,657
2000 1,600 0 0.0 0* 1,600

1990-2000| 20,434 8,808 43.1 1510 21,876

*- in the fiscal year 2000, this figure was equalWSD 280.00 — which is 0 while rounded to
millions

Source: Csaki, From Transition to Integration, 200&;n calculations

Holman (2000) adds that these general restrictiveasures were similar to
Czechoslovak steps at the beginning of the tramsftion process, and it seems that
they are unavoidable in the transformation procéé&s.should remark that some of the

8 The crawling peg system is based on small devahsmbf the currency on the regular (usually
monthly) basis. First of all, the central bank deci on devaluation of 1.9% per month as of
spring of 1995. The rate of devaluation declinedhia following years to 0.6% per month from

January 1, 1999, 0.3% from January2@0Q0, and finally 0.2% from April 1, 2001 (Magyar

Nemzeti Bank, http://english.mnb.hu/Root/ENMNB/Statilsa, 20. 10. 2010).

o Import surcharge was consequently gradually remhameaccordance with the plan (TomSik,

1998).
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measures were revoked or weakened by the Parliamnéné constitutional court in the
following years.

The goal of these steps was obvious. The governmanted to reduce deficits of the
public finance and the trade balance and increasepetition in the economy. The
consequences of the measures were harsh — govdrarpemditure declined by 10% of
GDP (Stojanov, 2004); real wages decreased by 122895 and 4% in 1996 (Holman,
2000), and economic growth slowed down to just D% adth 1995 and 1996. At the
same time, the main imbalances in the economy wado- the trade deficit declined
between 1994 and 1996. The government deficit fwithncomes from privatization)
diminished from 8.4% to 3% in the same period al$ (see the previous table). Overall
development of public finance during the first déeacan be seen in the following
figure. We can see that average deficit was redtikigh — between 1990 and 2004 5.5%
of GDP (EBRD, 26. 11. 2007). These results wereegdly the worst from the Central-
European countries.

Figure 2: Deficit in Public Finance in % GDP
4
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Source: EBRD: Selected economic indicators data1262007.

We can offer another conclusion resulting from thesis. We should notice that

Hungary dealt with the problems with outer balatge admitting devaluation and

inflation. In comparison to that, Czech exchange soon returned to the nearly pre-
crisis level after the Czech currency crisis hadsee, and inflation declined, too.
Foreign investors did not evaluate the developmeiungary as negative, and were
willing to invest capital in the country.
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We should mention that changes in the banking s@atoe connected with the Bokros
package, too. Until the mid 1990s, foreign institng had been banned from keeping
more than 25% in a Hungarian bank without a spep&imission. This rule was

abandoned after 1995 and all large Hungarians bandled up privatized in hands of
European financial institutions by 1997 (Hanleyndfi Janos, 2002). Holman (2000)
comments that it was necessary to clean the bagidar before privatization and that
it cost around USD 4 billion.

There were changes in the exchange rate policy eé. he overall positive
development of the economy and drift to the madainomy was appreciated by a
membership in the OECD in May of 1996. Some ofghthors (for example Gabrisch,
Holscher, 2006) see the period after 1997 as thedfehe whole transformation.

Currency Problems at the Beginning of the New Centy

The economic development after applying of the Bekrackage is generally deemed to
be positive. Unfortunately, this prosperous periasted only for a few years. And
Hungary had to face growing problems at the begmmif the new century. Foremost,
Hungarian government created notorious problenfiséal field, for which government
expenditures were to blame. Gabrisch and HolscB@0g), for example, state that
wages in the public sector increased by 12-13% onl®002. Growing deficit of the
public finance can be seen in the previous chaadd& was another source of instability
because its deficit was getting larger. The tragfecil reached between 6-8% of GDP at
the beginning of the new century, being partly eauby slowing down of European
economies, but mostly by the decline of competitass that resulted from growth of
wages.

The central bank was worried about lasting inflatigressures and responded by a
monetary restriction, widening the fluctuation bdnmin +2.25 to +15 in May 2001 as
well. In the summer, the system of inflation tanggtwas introduced, and the currency
became fully convertible. That year in October,wdiiag peg was abandoned and
central parity of the forint was fixed. Generaltiie central bank shifted its emphasis
from controlling exchange rate to inflation targeti but the central parity and the
fluctuation zone were still valid. It meant thaetbentral bank tried to hit two targets
(inflation and exchange rate) by a single tool terigst rates. This task was made even
more complicated by free movement of capital. Oe thither hand, Hungarian
authorities decided to fix the currency when indatwas declining and pressures on the
nominal exchange rate were expected to be lower.

Shift to the fixed central parity meant a signifitachange in Hungarian economic

policy because the country had followed the strategstabilizing the real exchange

rate (contrary to the Czech case) during the fiestiade of the transformation, as we can
see in the following figure. In the meantime, Czexirency strongly appreciated in

real terms.

After these changes, fiscal policy remained loawtthe central bank kept interest rates
high. There was appreciation pressure and the egeheate was above the parity and
close to the appreciation side of the bend in tllewing months. Jonas (2003) wrote
that there appreciation of the currency had beeathyr expected, which was fully
reflected by speculative pressures in January 2808otential change of the central
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parity would have meant possibility to earn monegily. The central bank was
conflict with the government that did not accep itiea ofrevaluation. Eventually, the
bank decided to try to keep the exchange rate énztine and carried out a mass
intervention on the foreign exchange mar— the estimation is that the central bank
spent EUR 5 billion, or 8%f Hungarian GDP (Jonas, 20.

Figure 3: Nominal (left) and Real Exchange Rate (1991 = 100) in Hungary, Roid
and the Czech Republic 1991-2004
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These interventions led to increagemoney in circulation, and monetary policy v
even more relaxed by declining of the interestgditg 2%. These steps resulted in the
central bank losing credibility. The governmenttiatied a slight devaluation of tl
central parity of the forint teuro in June 2003 by 2.26% to please exporterstha
currency's +15% intervention band remained unchéngais unexpected shift in ti
exchange rate band caused considerable confusi@mgainvestors and resulted
decline of confidence in the currgncThe forint took a sharp downward turn (Mag
Nemzeti Bank, 2004). The exchange rate weakened 246 HUF/euro in April to 26
HUF/euro in June. But the currency still remaineihin the stronger half of th
fluctuation band and returned to its preus values in 2004. However, the situation
brought about yet another consequence: Inflaticregsed and overcame the inflat
target, which we can see in the following figurdweTwhole case seems to be a pi
that it is highly difficult to keep inflatin and exchange rate targets at the same
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Figure 4: Inflation, Its Projection and Inflation T arget at the End of 2004
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Source: Magyar Nemzeti Bank, Quarterly Report ofatiah, February 2005

These troubles were only minor obstacles on thegdran way into the EU. The EU
year to year analysis concluded in 2002 that Hundeaxd passed the Copenhagen
criteria — among other things, it meant that thenemy was considered a well
functioning market economy. The country accessedeth in 2004.

But the problem with higher inflation that we haxeentioned previously caused a
negative trend of growing indebtedness in foreigmrencies that continued in the
following years. This development was importantegsally for households that often
obtained mortgages in Swiss francs or euros. Theesiind growth of this kind of debt
can be seen in the following chart. This developnvesss obviously caused mainly by
higher inflation and the fact that interest ratesHungary were consequently higher
than in the developed countries. This dangerousoldmg trend was not creating
problems only if the exchange rate was stable preagating.

We should notice that high government deficits nogretd above (see Figure 2) were
not expressed in growing government debt (in ouiodg — see the following chart. But
both of these negative trends — indebtedness ieidior currencies and growing

government debt — caused serious problems to Hiamgaconomy in the second half of
the 2000s.
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Figure 5: Household Indebtedness Over One Year Maturity. Sére of Debt in
Forints (HUF) and Foreign Currency; and Overall Volume of Debt in Billions of
HUF (right scale)
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Figure 6: Government Debt as Percent of GD
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Privatization

We have mentioned differences among the centrali&am countries at the beginning
of the transformation process. As far as ownerghiopncerned, the biggest difference
was in the role of managers of state companiekluimgary, their role was much more
accepted than in Czechoslovakia, where they weeendd as foremost high-ranking
communists. As a consequence, the managers wereedll to gain control over
thousands of companies in Hungary already at tlteaérthe 1980s. This process is
sometimes called a spontaneous privatization.

As we can see in the following survey, the attitedehe public towards privatization
was definitely not unambiguous. The numbers sayrésditutions (re-privatization) had
low support in Hungary, and that there was rel&fiveégh resistance to privatization as
such — one of the highest numbers in the wholeeEadturope. At the same time,
however, we can notice the highest support foirgetompanies for the highest price
offered. Laki (1993) wrote that in a survey fromddlie of 1991, 34% of the
respondents were against privatization as suchabunhany as 55-60% were against
privatization of their own company. At the same djnthere was strong sentiment
against foreign investment and return of the previandowners.

Table 12: Public Survey — How Would you Solve The mblem of Ownership
November 1990/August 1991
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Bulgaria
Czechoslovakial

Return to the previous owner 21 34 34 12 14 17 7 2B

Sell for the highest price offered 15 17 10 29 102 119 22 12
Self-management 35 27 39 28 57 47 31 40 53
Keep in state possession 30 22 18 31 19 24 44 18 31

Source: Kende, Rovnosgké a etatistickéadlictvi ve stedni a vychodni Evrepin Politickd a
ekonomické transformace v zemictedhi a vychodni Evropy, 1993

In comparison to those in Czechoslovakia, someaasittonsider Hungarian (and Polish)
privatizations as decentralized. At the same tikhengarian (and Polish) privatization
at the turn of the decade is often described asritsmeous” or “wild”. The label means
that companies were “privatized” into the handshef management in the first years. Or,
seen from a different angle, respective managess atde to gain control over their
companies. This development was a result of a hald that management of the
companies had played at the end of the commurastMainagements had been gaining
independence and autonomy from the 1960s, as we m@ntioned. It was a straight
contrast to Czechoslovakia where the power had hdbnin the hands of the centre
until the fall of the regime. Additionally, managents had to compete with other
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potential buyers in Czechoslovak case later on.vBimust say that there are probably
no estimates of the size of the spontaneous matadn and for example Soos (2011)
considers it relatively small.

We have already mentioned the act from 1988 thatvad transformation of the state
companies into joint-stock companies in HungaryisWas a turning point that enabled
managements to take control over the companiesldrsskept playing a dominant role
in Hungarian privatization at the beginning of folowing decade — Earle and Estrin
(1996) write that the government was not able &pkiill ownership or sell a company
to outsiders without insiders consenting of it. Tiportant role of management and
their abusing of the power was accompanied by sdarshd embezzlement. The public
turned against this form of privatization, whictsuted in a slowdown of the whole
privatization process (Srholec, 2001).

Institutional environment was developed and statp&ty Fund (SPA) was founded in
1990. This organization became a central agengoresble for privatization. In 1990,
SPA controlled 1,975 state companies (1,700 instrguand the rest in agriculture).
According to Earle and Estrin (1996) it probableyented even worse abuse of the
situation because the Property Fund had the rigapprove of all sales.

The government launched the process of small pzatidn in the meantime. The first
program was called pre-privatization and starteMay 1990. It was targeted at retail,
and the goal was, among others to stop spontameoadization. Roughly 10,000 units
were sold or leased between 1991 and 1993. Thisofvpyivatization involved mostly
small shops and restaurants, which were mainlyiened. An important factor was that
employees of the respective shops gained majofitliyeoproperty. Changes in property
ownership can be seen in the following table.

Table 13: Change in the Affiliation of Units in theRetail and Catering Sector from
1988 to 1992

Year 1988 1990 1992
State enterprises 26,366 17,410 14,000
Incorporated companies* 671 6,240 30,000
Cooperatives 27,349 22,323 18,000
Private entrepreneurs 34,541 60,141 102,755
Total 88,927 106,114 164,755

*- including limited partnership, limited liabilitgompanies, and joint stock companies. They can
be private or state-owned

Source: Earle, Frydman, Rapaczynski, Turkewitz, Spnahtization, 1994

The large privatization proceeded simultaneoustyl s main methods were auctions
and tenders; an important role was played by foraigpital, as we can see in the
following table.
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Table 14: Privatization Revenues of the State Prit&zation Companies, 1990-2000,
HUF billion

Sales and asset Of which hard Hard currency/
management Cash revenues currency Cash (%)

1990 0,67 0,67 0,53 79
1991 30,43 30,35 24,61 81
1992 66,91 65,90 40,98 62
1993 164,50 133,63 110,67 83
1994 148,87 46,36 10,95 25
1995 471,93 437,80 411,48 94
1996 162,63 119,46 92,73 77
1997 340,61 317,70 208,60 66
1998 104,80 98,70 38,62 39
1999 114,95 99,23 70,00 71
2000 21,13 19,83 0,00 0

Total: 1628,2 1369,6 970,6 71

Source: Cséaki, From Transition to Integration, 2002

7% of state assets were sold for compensatiorficatéis distributed to victims of the
fascist and communist regimes Hungarian privatizatilid not avoid scandals. For
example, 8 out of 10 members of the privatizatigareey were forced to resign in 1994
after having been accused of corruption.

Until the mid 1995, SPA divested itself of 75% tiketprevious ownership, which
nevertheless represented only 35% of state prof8tojanov, 2004). The government
still kept possession in gas distribution, railwagglines, telecommunication, banks
and chemical companies. This changed with the Bokpackage, though. The
government urgently needed to decrease fiscal itefiand intensification of the
privatization process was one of the ways to aehibis. It was decided that all state-
owned property with the exception of railways, poffice and national parks would be
sold. The rest of the property for sale include@ Bavings Bank (OTP) and the main
telecommunication company, among others. The amofuproperty for privatization
reached HUF 1.3 trillion out of 1.6 trillion of theverall state ownership (Stojanov,
2004). A typical method was a direct sale to aifprénvestor, which resulted in a huge
inflow of foreign direct investment in this periodl.growing role of foreign ownership
can be seen in the following table. Until the efid @97, the government sold property
worth HUF 790 billion and its debt decreased fro8%8of GDP in 1995 to 60% in
1998 (Stojanov, 2004).
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Table 15: Ownership of Manufacturing Firms, % of Registered Capital

Types of ownership 1992 1993 1994 1995 1996
State 55.2 39.2 29.3 19.9 14.4
Municipal 8.8 1.6 1.6 1.0 0.9
Individual private 8.8 9.4 10.1 9.5
Domestic corporate 0.1 15.0 17.9 18.2 194
Employee 20.5 1.0 1.5 1.4 1.2
Foreign 3.6 30.9 37.1 46.7 51.1
Cooperative 2.6 1.9 1.4 1.2
Other 0.9 1.3 1.3 2.3

Source: Stojanov, Hungary and Bosnia and Herzegovdnsuccess and a failure @fnsition,
2004

At the beginning of the transformation processygtg sector quickly advanced in
Central Europe, which can be seen in the followadge. Take notice of the fact that
Hungary achieved a 50% share of the private sétt@DP in 1993 already.

Table 16: Private Sector Share in GDP (in %)
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Czech 10 15 30 45 65 70 75 75 75 80 80 80

Republic

Hungary 25 30 40 50 55 60 70 Y5 80 80 80 80
Poland 30 40 45 50 55 60 60 65 65 65 70 75

Source: EBRD: Selected economic indicators data1262007.
Economic Results

We shall concentrate on the main economic indisaton the following pages,
analyzing development of GDP, inflation, unemploytnand several indicators of
foreign relationships.

Economic Growth

Economic growth can be seen in the following figuMée can notice that similarly to

other countries in central Europe, Hungary tooesefi from transformation recession.
The slower pace of the reforms (gradualism) did mglp avoid the recession, and a
visible slowdown after 1995 occurred here, too. Biet general trend is positive. We
should compare the results of HP filter during teenmunist regime with results after
1990. Hungarian economy was able to achieve grasmtund 3 or 4 percent after

having overcome the transformation recession.
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Meanwhile, GDP per person followed a similar tr&geg. The indicator declined at the
beginning of the transformation process regardiésise pace of the reforms. In 1995, it
reached the pre-recession level and steadily gnetivei next years. It nearly doubled in
comparison to 1989 by the end of 2004.

Figure 7: Economic
Filter
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Figure 8: GDP per Person in USD Based on Purchasirfgower Parity (1989-2004)
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Structure of the Economy

Important changes took place in the role of theegoment in the economy. We can see
a surprising development in Hungary, where the nfl@overnment (expenditure to
GDP) in fact increased (from an already high leatRhe beginning of the 1990s. And
it declined only with the Bokros package. During th990s, the trend was generally
declining in Central European countries. This cleghim the new millennium when the
share of the government increased in all countries.

Figure 9: Government Expenditure in Percent of GDR1990-2004)
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Simultaneously, changes in the structure of theneety took place, as we can see in
the following table. We should notice that the shaf industry was very low in
Hungary at the beginning of the transformation amdn slightly increased during the
period. Similarly to other countries of the regidhe share of agriculture declined in
Hungary, too. And the share of the last sectorrvices — had always been high and
remained high level during the whole transformagpeniod.

Inflation

Inflation was relatively low in Hungary during tHest transformation decade. An
important part of the goods in consumers’ baskat$ diready been liberalized before
1990, and Hungarian politicians therefore did naweéh to carry out instant price
liberalization. But Hungarian inflation was comparaly high in the following years. It
was partly caused by the monetization mentionedr@bBecline in inflation can be
seen only at the end of the 1990s. Even then cossprites increased more than 5%
per a year. The arithmetic average for the peretsvden 1990 and 2003 reached nearly
18% (IMF, 2010).
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Table 17: Structure of Economy - Share of Industry(l), Agriculture (A) and
Services (S) in % of GDP

1989
1990
1991
1992
1995
1997
1999
2003
2004

2001

I 36.7 379 394 333 359 355 375 382 400

Czech | A1 63 82 56 46 47 50 39 37 34 33
Republic
S 55.1 56.5 56.0 62.0 59.1 60.6 587 583 56.7
| 21.0 204 231 250 26.7 266 26.7 26.5
Hungary | A 78 65 59 58 53 50 42 6.1
S 712 731 71.0 692 680 684 69.1 67.4

| | 441 449 402 34.0 321 30.7 29.7 295 29.6 30.8
Poland | A |118 74 68 6.7 56 45 32 32 26 25

S| 441 47.7 53.0 59.3 623 648 67.1 67.3 67.8 66.7
Source: EBRD: Selected economic indicators data1262007.

Figure 10: Inflation, Average Consumer Prices (Perentage Change) 1980-2004
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Source: IMF: World Economic Outlook Database,

http://www.imf.org/external/pubs/ft/weo/2010/02/weodati#x.aspx (9. 10. 2010)

In accordance with expectations and economic thedralassa-Samuelson effect,
prices went up more for non-tradable goods andicsvduring the transformation
period. An estimation of the price developmentrafiable and non-tradable goods can
be seen in the following figure.
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Figure 11: Non-tradable/Tradable Inflation in Hungary (1991=1)
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Generally, economic rules are valid for transfoiomatcountries as well as fi
established market economies. The following figdepicts a connection betwe
inflation and growth of money supply. We can segearly textbook relationship,
which counties with a higher difference between growth of mpoaed growth of GDF
have higher inflation. This development had an iohmen the exchange rate regime
interest rates.

Figure 12 Inflation (Average Percentage Change of CPI) nd Growth of Broad
Money Minus Growth of Real GDP (ir %) Between 1993 and 2004
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Unemployment

Hungary was not spared growth in unemployment énftist years of transformation
even though the country was actually following arengradual approach. Within
several years, unemployment achieved its maximuwsmound 12% of the labor force,
after which it gradually declined. It is in contragith the development in the Czech
Republic, where unemployment rate was minimal ut®®7 and grew only with the
currency and economic crises in 1997. At that timeywever, unemployment rate in
Hungary had already been declining steadily. Weukhatress that in both of these
countries, unemployment rate was very low in congpar to other post-communist
countries — Poland being one of the examples, asawesee in the following figure. On
the other hand, there was deep decline in employmetungary and thus the numbers
are affected by it.

Figure 13: Unemployment Rate (% of Labor Force) 198-2004
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Source: EBRD: Selected economic indicators data]1262007.

External Relationship

We will discuss several aspects of external retstiips on the following pages,
concentrating on the development of internatiorsade and foreign (direct) investment.

In the following table, we can see that Hungary w#ected by disintegration of the
Council for Mutual Economic Assistance (CMEA) rélaty mildly. Hungarian exports
declined by roughly one quarter, which was mucts l#gan in some of the other
countries. The country generally followed the pathiberalization of international trade
as other countries of the Eastern bloc. In 1990@ff¢adeclined and quotas on
consumption goods were abolished.
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Table 18: Exports to CMEA Markets (mil. USD)

% decline
1989 1990 1991 1992 1993 between 1989

and 1993
Czech Republic* 5,103 3,422 2,045 1,103 1,009 80.2
Bulgaria 7967 5,887 1,892 1,103 1,009 87.3
Hungary 4,009 2933 2,710 2,981 3,122 22.1
Poland 4395 4,000 1,799 1,476 1,461 66.8
Romania 3,800 2,083 1,089 702 720 81.5
Slovakia 1,827 1,169 1,376 1,200 1,130 38.1

* without inter Czechoslovak trade
Source: Jonas, Ekonomicka transformadagegké republice, 1997; own calculation

Hungarian trade quickly re-orientated towards westearkets. EU-15 had already had
a 34% share of Hungarian exports as early as i8.1B8is number rapidly increased to
50% in 1991 and 70% in 1997. The role of good$ienexports into the EU had grown
as well — from 55% in 1989 to 85% 1997 (Stojan®)4). Germany became Hungary’'s

main trading partner, just as it became for thewo@entral European countries (we can
see the state in 2003 in the subsequent table).

Table 19: The Share of the Main Trading Partners in2003 (in %)

Imports % share Exports % share
Germany 245 Germany 33.9
Italy 7.1 Austria 8.1
China 6.9 Italy 5.8
Austria 6.3 France 5.8
Russia 6.2 United Kingdom 4.6
France 4.8 Netherlands 4.1
Japan 4.2 USA 3.1
USA 3.2 Poland 2.3
Poland 2.8 Czech Republic 2.1
United Kingdom 2.7 Slovakia 2
Czech Republic 2.4 Russia 15
Netherlands 2.2 Japan 0.7
Slovakia 1.9 China 0.4

Source: Hungarian Central Statistical Office,
http://statinfo.ksh.hu/Statinfo/themeSelector.jgufgF2&szst=QKT (29.12.2010)

Overall, Hungarian economy deeply integrated itsef the world economy, as we can
see in the following figure. The share of exponsl amports to GDP increased from
60% in the first half of the 1990s to more than %6efore the last economic crisis.
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Figure 14: Exports and Imports as Percentage of GDPn Hungary and Poland
(in %)
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Figure 15: Current Account to GDP (%) 1990 — 2004
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Source: IMF: World Economic Outlook Database,
http://www.imf.org/external/pubs/ft/weo/2010/02/weodati#x.aspx (9. 10. 2010)
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REVIEW OF ECONOMIC PERSPECTIVES

We have already mentioned problems with currenbaecthat Hungary experienced in
the middle of the decade. The Bokros package sdhesk problems but the imbalance
started to grow again in the new century. Thesdlpros were not deemed to be as
severe as in the middle of 1990s but contributecutoency problems during the world
economic crisis at the end of the first decade.

Inflow of foreign direct investment is the secorgpact of international relations that

we would like to discuss. We have already mentiotied Hungary had already had a
good starting position in this field because ofittvance during the 1980s. This led to a
relatively high inflow of FDI in the first years ahe transformation already, and

Hungary was one of the leaders among the post-canstncountries, which we can see

in the following figure.

Figure 16: Cumulative FDI Inflows per Capita 1990-D04 in USD
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*- there are no data for the Czech Republic in 1886 1991, and for Poland in 1990
Source: EBRD: Selected economic indicators data1262007.

Economic problems in the middle of the first decasulted in increasing privatization
efforts and installing of investment stimulus. Téareasures facilitated even higher
inflow of the FDI in the second half of the 1990%e comparison with the Czech
Republic can be seen in the following table.
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Table 20: FDI in the Czech Republic and Hungary 199— 2000 in $ per Person

o — N ™ < To) © N~ © o) o
o) o o) o)) ) o o o o o) S
1) o)) o)) o)) o)) 1) 1) 1) 1) o)) o
— — — — — — — — — — ~
HUN | 30 141 142 227 112 435 196
C.R. 13 50 97 63 84 248 615 447

Source: Srholec, Vybrané aspekty makroekonomick@imje v Madarsku po rocel 995, 2001

Generally speaking, the role of foreign entitiesHangarian economy was growing.
The main investors came from Germany and the USn@anies with foreign capital
had been already generating 47% of all sales, 20&nployment and 60% of exports
in 1996. The exports figure increased to 73% in7l@erend, 2009). The importance
of the foreign companies in Hungary and other GérfEuropean countries can be seen
in the following table. Stock of FDI correspondeddne third of Hungarian GDP in
1998 (Stojanov, 2004).

Table 21: Share of Foreign Companies in Industriabector at the End of the 1990s

Employment Investment Sales Exports
Czech Republic 27 53 42 61
Hungary 47 82 73 89
Poland 29 63 49 59

Source: Berend, From the Soviet Bloc to the Eurnggaion, 2009
Conclusion

We have tried to provide the reader with a viewtted main steps in the economic
development during the interesting period of ecoiedransformation.

We argued that Hungary had achieved (in the viewhefauthor) very good results in
this period. First of all, the overall framework tfe economy obviously changed,
which was proven by the country accession to theifc@004. Simultaneously, GDP
per person nearly doubled during the period. Thiéityalof the economy to grow
improved and the trend was positive (on the cowttarthe previous period). As a
consequence, Hungarian economy was able to stagingl the gap on the developed
countries. Most of other economic indicators depetbpositively as well. Moreover, it
should be mentioned, too, that Hungarian compamesaged to stand up to
competitive pressures in the EU.

On the other hand, though, we have seen that thelafmment in Hungary was not
straightforward. The country suffered from transfation recession just as the other
countries of the Eastern bloc even though itsiatadonditions were significantly better
in some aspects. The half-hearted economic reformghe first years of the
transformation led to economic imbalances that weweed by tough economic
measures in the form of the Bokros package. Thigldpment could serve as a model
case for countries (like Greece today) which arestganing tough reforms.
Unfortunately, Hungarian economy was not able ticwother problems. And some of
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the crucial problems of the economy at the endhef 2000s had their roots in the
transformation period. Predominantly, it was thesecaof growing household
indebtedness in foreign currencies that later €éBy she depreciation of the Hungarian
forint, contributed to solvency problems. A peiigigtand relatively high level of
government debt that again deepened in the subsepesod and brought the country
on the brink of bankruptcy during the world finaaiccrisis was another cause of the
trouble. Today, nonetheless, it seems that Hungaanhaged to overcome these
problems — similarly as it did in the middle of th@90s.

We would like to argue that the transformation gsscwas complicated and difficult
but that the country was able to achieve the magiggof the transformation process.
Unfortunately, some of the mistakes partially spthié overall view.
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