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Summary: External effects exerted on the focal points of the role undertaken by the central bank and the challenges posed by the current
economic environment require effective responses that meet the needs of the era. Correctly prioritised economic policies in 2010
and the subsequent reinterpretation of the mission of the National Bank of Hungary, as well the abandonment of an overly passive
monetary policy stance occurring in 2013, ushered in a new era of stabilisation for the national economy, with a central bank policy
that achieved indisputable results through its support for the prevailing national economic policy. This study analyses the central
bank’s new role perception and the underlying factors and economic effects of this change.
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The protracted transition to a market economy,
the challenges of the accession to the Euro-
pean Union, the still ongoing convergence
process and subsequently, the repercussions of
the 2008-2009 financial and economic crisis
put both the existing national economic poli-
cy and monetary policy to the test. A carefully
chosen monetary policy stance and the applied
monetary policy instruments are important
drivers of balanced and sustainable economic
development. By 2010, Hungary was faced
with a financial consolidation pressure that
was precipitated by the inadequate economic
policy of the years following 2002 and by the
consequences of the 2008 global financial
crisis.

During the two decades following the fall
of the Soviet regime, foreign currency lending
and overconsumption were endemic through-
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out Hungarian society. Flawed decisions were
made not only by economic and political
decision-makers, but also by the population,
households and corporations. These incorrect
decisions can be primarily attributed to the
lack of information, poor financial literacy, a
lack of perspectival thinking and the resulting
overstretched financial commitments and, in
particular, the flawed structure of indebted-
ness.

The time we live in demands new solutions
and this is especially true for public finance.'
By 2010, it became clear that the failure of
existing institutions to prevent chronic public
overspending and the drastic rise in govern-
ment debt call for a new approach, new insti-
tutions and new regulations. The role and op-
eration of both the state and the central bank
have changed. The crisis overrode the previous
consensus of monetary policy.” Mainstream
economic thinking shifted toward new focal



points, leading to many new revelations. The
main flaw of previous models was not their
failure to predict the crisis, but the fact that
they were founded on the presumption of an
omnipotent and self-regulating market, and
consequently failed to anticipate a crisis of
this magnitude and duration.

Despite wide-ranging objections, govern-
ment intervention® has become inevitable.
In the context of government involvement,
in reference to Adam Smith’s economics,
Stiglitz* refuted the existence of the efficient
market. The established institutional system
proved to be insufficient to cope with the
2007-2008 crisis, just as the market alone
cannot tackle the global problems afflicting
the societies of our times (inequalities, in-
come gaps). Stiglitz holds that government
intervention is necessary during the process
of structural changes, and believes that econ-
omists should, first and foremost, serve the
public good — an endeavour that clearly can-
not be achieved through unregulated market
mechanisms. Stiglitz identified a number of
factors that may influence macroeconomic
developments.® Rajan® argues that excessive
government involvement and risk-taking
carry systemic risks and warns that the state’s
guarantee gives rise to a skewed financial sys-
tem. By contrast, similar to Stiglitz, Posner’s
view of the state’s role is entirely different.
Matolcsy affirms the necessity of govern-
ment involvement in relation to the opera-
tion of economic agents: ‘iz is the state’s duty
to arrange for the operational framework of
the market economy and to remedy its flaws.
Proper state regulation may help avoid episodes
where too many market agents make the wrong
decisions for too long”.% A substantial part of
the market transition was accompanied by
twin deficit and restrained state coordina-
tion which, coupled with the shock therapy
of market economy transition, resulted in a
deterioration of balance indicators compara-
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ble to that seen in the 1970s. This is aptly
demonstrated by Hungary’s failure to push
the budget deficit below 3 per cent up until
2011 when, for the first time, it was capable
of meeting the target as a result of the new
policy objectives and consistent measures
implemented from 2010.°

This paper examines the components of
the value system constituting the new con-
ceptual framework of monetary policy, ana-
lysing its macroeconomic justification based
on the milestones of the transformation of
the central bank’s role. The author attempts
to explore the focal points of monetary poli-
cy that can be identified as indispensable el-
ements of the recovery from the crisis. The
main focus of this study is the effect of non-
conventional central bank instruments and
the Funding for Growth Scheme on corpo-
rate lending.

RELATIONSHIP BETWEEN CENTRAL BANK
INDEPENDENCE AND THE CHANGING
ROLE OF THE CENTRAL BANK

The starting point of our analysis of the
central bank’s changing role — and the subject
of this chapter — is the political transition
and the subsequent evolution of the central
bank, with special regard to the relationship
between the central bank’s independence and
its changing role. Describing the role and
legal status of the National Bank of Hungary
(MNB) is an apt illustration of the evolution
of Central and Eastern European central banks
in the period between World War II and the
political transition. Despite its status in the
hierarchy of administrative organisations as an
organisation vested with national competence,
the operation of the central bank was far from
being independent in this period. The Natio-
nal Bank of Hungary was the first central bank
in Central and Eastern European countries to
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reinstate the two-tier banking system as of
1 January 1987. The implementation of central
bank independence marked a new era in the
history of central banking and the beginning
of a multi-step banking reform. As a first step,
various departments separated from the MNB
to form individual commercial banks, which
in turn enabled the MNB to become a central
bank responsible for the conduct of monetary
policy, although in the period of 1987-1991
the central bank was still subordinated to
the government. The conditions for central
bank operations in compliance with the
requirements of the era were established by
Act LX of 1991'. The primary objective of
the legislation was to ensure the stability of the
legal tender’s purchasing power, the viability of
the internal payment system, and the internal
and external financial balance, sustainable
development and international integration
of the national economy. In this Act, the core
task of the MNB was to protect the internal
and external purchasing power of the legal
tender. Under this legislative framework, “he
MNB shall support the implementation of the
economic policy of the government using the
monetary policy (and credit policy) instruments
at its disposal”.’’ Under this legislation, the
support to be given was not subject to any
condition. Compared to the primary objective
and core task stipulated by Act LX of 1991,
Act LVIII of 2001 extended the scope and
modified the content of both the primary
objective and the core task to accommodate
the requirements of a mature market economy.
Consequently, the new, EU-conform Central
Bank Act of 2001 specified the achievement
and maintenance of price stability as the
MNB’s most important goal, and stipulated
that the central bank will only support the
government’s economic policy to the extent
possible without compromising this primary
objective. The monetary policy instruments at
the MNB’s disposal were to be applied also
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for the purposes of maintaining the stability
and enhancing the resilience of the system
of financial intermediation and supporting
economic growth. This Act is considered to be
an important milestone in the implementation
of central bank independence, as economic
theories and practical considerations both
confirmed that it was the only way to achieve
and implement the central bank’s objective
efficiently."

The new Central Bank Act adopted in 2013
with a view to preserving the guarantees of
central bank independence (Act CXXXIX of
2013) laid down the MNB’s primary objec-
tives, basic tasks and the guarantees of insti-
tutional, organisational, personal and finan-
cial independence. Beyond classical central
bank tasks, the Act introduced provisions on
the MNB’s operational and macroprudential
tasks and responsibilities, on establishing the
opportunities for effective macroprudential
intervention and the possibilities for strength-
ening international macroprudential coopera-
tion, and on elements related to the supervi-
sion of and control over the system of financial
intermediation."

The following two chapters examine, from
an economic and monetary policy perspec-
tive, the decade-long period that preceded the
monetary policy turnaround of 2013 and par-
tially overlapped with the financial and eco-
nomic crisis of 2008, and describes develop-
ments in the competitiveness of the national
economy and the effects observed in the cor-
porate sector. The consequences of the poor fi-
nancial literacy of economic agents should be
discussed before a detailed presentation of the
monetary policy values implemented after the
formulation of the new concept and objective
hierarchy of monetary policy based on a broad
range of new central bank instruments, as in-
deed, the enhancement of financial literacy
was given an essential role among the central
bank objectives.



THE PERIOD PRECEDING THE MONETARY
POLICY TURNAROUND

In 2001, the monetary policy conducted
by the National Bank of Hungary shifted
to an inflation targeting system, and to an
exchange rate band regime maintained until
2008. However, the central bank failed to
stabilize inflation near the target rate. The
demand for foreign currency loans was
boosted by dramatically high forint interest
rates. Between 2002 and 2010, debt swiftly
accumulated both in the local government
subsystem and at the level of households,
and by 2008 the mounting debt level became
unmanageable.’ Escalating into a debt
trap, over-lending caused severe economic
damage, and it became clear that the lack of
control over market players activities were
not conducive to achieving a lasting market
equilibrium, instead resulting in the economic
crisis.”” Essentially, the 2008 crisis was a
debt crisis that hit several economic regions
simultaneously in a synchronised fashion.'
The imbalances arising as a consequence of the
financial and economic crisis, the economic
recession and the grave liquidity problems of
the corporate sector were combined with a lack
of confidence, plummeting entrepreneurship
and

sentiment. The lack of confidence in economic

a deteriorating, pessimistic market
policymakers at the time encouraged the
surviving and still competitive corporations
to seeck a quick way out. It became vital to
provide swift and efficient state, government
or even central bank assistance to Hungarian
micro, small and medium-sized businesses.
An interest rate policy'” aimed at keeping the
key policy rate above the neutral rate of in-
terest would only have yielded results if the
central bank had been also able to prevent all
three economic participants from shifting to
foreign currency loans from forint loans.'® By
2010, the indebtedness of local governments
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(and hence, gridlocks) escalated to nearly

unmanageable  proportions, with grave
consequences to the enterprises maintaining a
business relationship with or affected by the
investment and development activity of local
governments, posing significant challenges
to the competitiveness and survival of the

enterprises concerned.

CONSEQUENCES OF THE INADEQUATE
FINANCIAL LITERACY OF MICRO, SMALL
AND MEDIUM-SIZED ENTERPRISES

Independent  small and medium-sized
enterprises in Hungarian ownership failed to
use or take advantage of the market benefits
offered by the accession to the EU, nor could
they prepare for the challenges entailed by
the accession. Instead of domestic business
developments and projects, the Hungarian
corporate sector was characterised by foreign
direct investment inflows and the sector’s share
in exports remained at subdued levels. The
negative impact of the process was exacerbated
by the ostensibly rational vision of small and
medium-sized enterprises, namely, that getting
indebted in euro could not entail high-risks
in view of Hungary’s imminent accession to
the euro area.” Market actors were exposed
to foreign exchange risk affecting their
expenditures during daily business operations
without receiving regular euro-based income.
Owing to poor financial literacy and financial
culture,” Hungarian households and micro
enterprises believed Swiss franc-denominated
loans to be a safe solution to these issues. The
absence of informative or cautionary messages
from banks, combined with encouragement
from political actors, and the resulting reckless
household borrowing fuelled the proliferation
of foreign currency loan contracts.

It has become clear that the active involve-
ment of the state’ is essential in improving
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financial literacy and developing financial
culture. The main goal is to enhance the
knowledge of the population about finances,
public funds and the sharing of public dues
and to facilitate the development of attitudes
and forms of behaviour related to (public) fi-
nance.”

Moreover, with respect to the flawed struc-
ture of the indebtedness of micro and small
enterprises, it should not be overlooked that
the outstanding corporate debt of these com-
panies has also manifested itself at the level
of households: owing to the low level of fi-
nancial culture, households used their private
property as collateral behind their mortgage
loans (for example, in the form or real estate
collateral). Hungarian-owned companies im-
plementing their projects and developments
from foreign currency loans had more or less
incorporated the potential risks of exchange
rate movements into their business plans, but
suffered severe losses nevertheless as a com-
bined result of the 2008-2009 crisis and the
ensuing economic recession. The recession of
euro area countries deepened the crisis as pre-
viously built up risks materialised.

MONETARY POLICY — NEW CONCEPT
AND NEW VALUES

Neither the monetary policy turnaround
of 2013 nor its
comprehended without the economic policy

achievements can be
turnaround of 2010. The series of steps taken
consistently from 2013 were based on proactive

and

aligned with a new set of monetary policy

innovative central bank involvement

values. Before describing these steps and their
results, however, it is important to emphasise
that the monetary policy easing — which had
been warranted by the inflation level in any
event — was already overdue. In 2010, the
central bank did not support the economic
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policy turnaround that culminated from 2010
with the monetary policy instruments at its
disposal; instead of cutting the key policy rate,
it raised the base rate to 7 per cent.

Matolesy and Palotai”® pointed out the neg-
ative economic consequences stemming from
the lack of coordination between fiscal policy
and monetary policy: the Hungarian economy
sustained severe losses from the failure of fiscal
policy and monetary policy to mutually sup-
port each other between the introduction of
inflation targeting in 2001 and the monetary
policy turnaround of 2013, i.e. for a period of
12 years. The period between 2010 and 2012
can be considered transitional in this regard:
although fiscal policy had already been open
for cooperation during these years, monetary
policy did not take advantage of this opportu-
nity at the time. It was the series of monetary
policy reforms in 2013 that ultimately suc-
ceeded in establishing a system of mutual sup-
port aligned with the objectives of price sta-
bility, financial stability and sustainable fiscal
policy, laying the foundations of sustainable
economic growth. Analysing the criteria of fis-
cal and monetary policy coordination through
the application of Leeper’s model** and taking
into consideration the experiences of econom-
ic history over the past one and a half decades,
we can pin down the moment at which the
possibility of achieving real harmony between
the two policies opened up.

The individual branches of economic poli-
cy® — including monetary policy — contribute
to improving social welfare by achieving their
own objectives and by influencing economic
processes. The primary objective of monetary
policy is to maintain price stability,”® as this
is the most efhicient way to contribute to eco-
nomic growth and hence, to social welfare. At
the same time — as shown above — coopera-
tion between economic policy and monetary
policy is indispensable for sustainable growth,
and more developed countries have put this



into practice either formally or informally.
Beyond the primary central bank objectives
enshrined in the Central Bank Act, the crisis
brought a new sense of certainty. Accordingly,
it is not enough for central banks to monitor
low inflation; even low-inflation periods can
witness the build-up of critical imbalances or
credit market overruns that, after the bubble
burst, may set back economic growth over the
long run while rendering the achievement of
the inflation target impossible. The situation
of the euro area is a case in point.”’ It is im-
portant to perform parallel, in-depth analyses
on ongoing processes in the markets of dif-
ferent assets. Macroprudential regulation (Act
CXXXIX of 2013) appeared in central bank
decision-making as a new element of the
growth-oriented central bank toolset.
Instruments aimed at the adjustment of
the key policy rate were supplemented with
instruments directly influencing the activity
of the financial system and risk assumption
with a view to facilitating financial stability,
economic growth and the monetary policy
transmission.” As indicated by Figure I, ma-
noeuvring the key policy rate through the
transmission mechanism is a signal for market
participants and an important factor in shap-
ing market expectations. With special regard
to the forward-looking nature of monetary
policy, the positive effects of a low interest en-
vironment (predictability, transparency, safer
planning) are perceived by a broad spectrum
of economic agents, and — beyond their con-
tribution to price stability — private and busi-
ness sector participants may improve the ef-
fectiveness of monetary policy through their
decisions made in the present but aimed at the
future. In addition to maintaining its primary
objective of price stability, the central bank
has set up a new framework of operational
objectives, and assigned non-conventional
instruments to them.” Accordingly, it is the
central bank’s objective to establish an interest
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environment that stimulates the real economy
and, by maintaining a low policy interest rate
over the long term, improves the credit sup-
ply of small and medium-sized enterprises
and by encouraging investment, also increases
the economy’s long term growth potential.
The targeted easement of credit constraints
on SMEs (Funding for Growth Scheme), the
Self-Financing Programme launched in spring
2014, and the renewed operation of the fi-
nancial intermediation system all played a key
role in the renewed monetary policy of the
National Bank of Hungary (MNB).

While the purpose of the key policy instru-
ment is to shape money market interest levels
as deemed optimal by the MNB, the operative
objective is to ensure that the main policy in-
strument has a direct effect on short-term in-
terest rates. The flexibility of the central bank’s
set of objectives supported the addition of new
central bank instruments to the key policy rate.

Launched with a view to reducing the
vulnerability of Hungary, the Self-Financing
Programme is a key element of the monetary
policy toolset. In the wake of the financial and
economic crisis of 2008-2009, two main pri-
orities were defined: to mitigate the external
vulnerability of Hungary and to reduce its
strong dependence on external and foreign
currency funding. The central bank announced
its Self-Financing Programme in order to fa-
cilitate the financing of public debt from in-
ternal sources, and to reduce Hungary’s reli-
ance on external financing. The programme
resulted in a simplified (“lean”) central bank
balance sheet and improving monetary policy
transmission. It is possible to mitigate Hunga-
ry’s external vulnerability by having the Gov-
ernment Debt Management Agency (AKK)
use forints to refinance its maturing foreign
currency debt, while also providing incentive
for domestic participants to participate in the
process. In this context, it is essential to have
sufficient demand for the growing supply of
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Figure 1

CHANGES IN THE KEY POLICY RATE AND MARKET EXPECTATIONS
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forint-denominated government securities.
The MNB has modified the form of the key
policy instrument, switching from the former
central bank bonds to central bank deposits in
summer 2014. From August 2016, instead of
the previous weekly frequency, the MNB ac-
cepts bank deposits via a monthly tender for
the three-month key policy instrument, and
from October 2016 it limits the amount of
bank offers accepted on the tender. The yield
reducing effect of the bank liquidity squeeze
was felt in the relevant financial markets.
Figure 2 illustrates the positive change in the
structure of foreign currency debt, also includ-
ing the beneficial and stimulating effect of the
Self-Financing Programme on the demand for
government securities.
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Besides the public sectors affected by the
Self-Financing Programme, the reduction of
foreign and foreign currency exposure also
affected households. It was mainly facilitat-
ed by the phase-out of household mortgage
loans and other foreign currency loans, in
which the central bank played a pivotal part.
The MNB provided banks with the foreign
currency liquidity required for the conver-
sion of these loans into forint loans — around
EUR 10 billion — from the autumn of 2014
without impairing Hungary’s reserve adequa-
cy that plays a vital role in maintaining its
stability. As a result of the conversion, unse-
cured foreign currency loans to households
were removed from banks’ balance sheets and

Hungary stepped off the wrong path that led
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Figure 2

DEVELOPMENT OF FOREIGN CURRENCY RATIO
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to the structural problems of the past one
and a half decades.

After the equilibrium turnaround of 2010
and the transition to a consumption and per-
formance oriented, turnover tax regime, in
2012 inflation stood at 5.7 per cent over the
short run, followed by a moderate inflation
environment as expected. From a price sta-
bility standpoint, it is important to note that
a low and positive inflation level is desirable
for the improvement of the economy’s per-
formance,* which is confirmed in practice by
the effectiveness — or, as the case may be, the
ineffectiveness — of monetary policy.*' Accord-
ingly, when inflation rises above a level com-
patible with price stability, economic agents
suffer decreased competitiveness which, be-
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yond a critical level, cannot be offset by an
improvement in performance alone. This
means that decreased competitiveness comes
at a price, and will be costly for economic
agents both in the short and medium term.
Therefore, if price stability can be maintained,
the steady state will contribute to eliminat-
ing inflation costs, which in turn improves
the performance of the economy. According-
ly, enforcing the coordinating role of prices,
maintaining a stable and predictable business
environment, ensuring the stability of the le-
gal tender’s purchasing power and the ability
to eliminate potential income redistributions
have become key issues.

The next two chapters focus on the effect

exerted on macroeconomic developments by
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the monetary policy turnaround that was in-
tended to counteract the credit crunch and to
improve banks’ willingness to lend.

THE EFFECT OF THE MONETARY POLICY
TURNAROUND IN THE CORPORATE
SECTOR

It was the outbreak of the 2008 crisis and
the possibility of the 2013 monetary po-
licy turnaround (connected to the 2010
economic policy turnaround) that led to
the recognition of monetary policy as a
priority, and the instruments required for its
implementation were ready to be mobilised
in 2013.% While central banks across the EU
and other international central banks did not
hesitate to give an eflicient response to the
challenges posed by the 2008-2009 crisis,
Hungary suffered a serious setback. It failed
to commence the easing cycle up until Au-
gust 2012, and it was not until the monetary
policy turnaround in spring 2013 that the
application of non-conventional central bank
instruments began.

In addition to achieving price stability and
financial balance, the MNB launched the
Funding for Growth Scheme, aimed at stimu-
lating the sustainable contribution of the finan-
cial intermediary system to economic growth.
In a low inflation environment, monetary pol-
icy placed increased focus on the support of
the government’s economic policy objectives.
Indeed, these objectives played a key role not
only in the recovery from the crisis but also in
improving the competitiveness of the national
economy. The goals of promoting sustainable
economic growth and increasing employment
were achieved as realistic and attainable objec-
tives. The monetary policy turnaround is also
historically significant with regards to Hun-
gary’s accession into the European Union, as
it contributed to lifting the excessive deficit
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measures imposed on Hungary upon its acces-
sion, through the prevention of central bank
loss compensation, and other contributions.
The Funding for Growth Scheme had a posi-
tive impact on the turnaround in growth; em-
ployment increased, there was a turnaround
in investment and consumption, the level of
indebtedness declined, savings increased, and
the country’s exposure to foreign creditors and
exchange rate movements declined.

After the acute segment of the 2007-2008
financial and economic crisis levelled out,
many aspects of the shift in monetary policy
would already have been possible, using the
same central bank instruments later applied
in 2013. The central bank’s existing manage-
ment at that time, however, did not exercise
this option. As a result of resolute steps, a new
approach and previously untried instruments,
the switch in the direction of monetary policy
in 2013 achieved success and results. It is hard
to support any opposing views with rational
economic arguments as indeed, the new type
of public dues adopted under the new eco-
nomic policy and the newly introduced tax
levies on the financial sector did not jeopard-
ise either financial stability or price stability,
while the opposing views before 2013 violated
numerous direct investor interests and caused
significant damages.

The monetary policy turnaround was sup-
ported by the economic stabilisation and by
the substantial 2013 surplus of the current ac-
count, which made Hungary more resilient to
potential changes in market sentiment, pro-
tecting the financial system by the significant
surplus accumulating in the trade balance.

With the abolition of the exchange rate
band, a significant limitation of the inflation
target system introduced in 2001 was lifted,
thus, subsequent monetary policy was only
indirectly affected by changes in the exchange
rate, through their effects on inflation and
the real economy. While the impact of the



exchange rate on inflation decreased, and the
weaker exchange rate opened up new export
markets, Hungarian producers were also able
to improve their market position and compet-
itiveness, investing more heavily in exports.
The increased demand required the imple-
mentation of new developments. The weaker
exchange rate raised inflation to a lesser de-
gree compared to the pre-crisis period; besides
stimulating exports, it affected the economy
through increased employment and more dy-
namic growth rates, boosting market agents’
willingness to invest and stimulating internal
consumption even without investment.

HUNGARY'S MACROECONOMIC
DEVELOPMENTS IN INTERNATIONAL
COMPARISON

As opposed to the Southern euro area,
Slovenia and Bulgaria, essentially, it was not
the business sector that played the leading
role in the process of indebtedness in Hun-
gary. Save for a short-lived spike, the debt-to-
GDP ratio of Hungarian corporations moved
within the range of 20-30 per cent in the first
decade following the EU accession. In this
period, the banking sector fuelled households’
indebtedness by encouraging foreign currency
lending, which in turn impaired the growth
and development of corporations. During
the years following the crisis, the outstanding
borrowing of the Hungarian corporate sector
did not grow significantly for two reasons:
because of banks™ restrained credit supply in
consideration of the high loan-to-deposit ra-
tio of the banking sector and because of scarce
domestic demand. The real driver of the process
was the contraction in parent banks” lending
capacity, which forced Hungarian subsidiary
banks to retrench their Hungarian lending
activity. It posed an additional problem that
lending conditions deteriorated relative to
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the region in any event, which was clearly
reflected in Hungary’s high lending rates®
compared to its peers in the region. High even
by international standards, Hungary’s key
policy rate and lending rate levels generated
climate and

an adverse business strong

competitive disadvantage for Hungarian
micro, small and medium-sized enterprises
whose sales prospects were also significantly
worsened by the increasing debt stock of the
public and household sectors. In the wake of
the fiscal adjustments implemented as part of
the austerity policy measures between 2006-
2010, the sharp fall in employment and
domestic demand observed in pre-crisis years
as well as in the first years of the crisis resulted

in deteriorating investment conditions.

CONTRACTION IN BANK LENDING
AMID INCREASING CORPORATE CREDIT
DEMAND

Credit crunch in Hungary

As a result of the neoliberal economic poli-
cy direction, the debt-to-GDDP ratio surged in
Hungary, as shown above. It exacerbated the
funding risk of lending that smaller companies
indebted in foreign currency were unable
to generate export revenues that could have
served as a basis for predictability. Bank lending
to economic participants shrank drastically
and the credit crunch® phenomenon took
hold. The Hungarian economy faced a long
period of credit crunch between 2009 and
the first half of 2013 and the competitiveness
of Hungarian corporations suffered a serious
setback compared to other corporations in the
region. Based on the transactions underlying
the trends in lending — the difference
between disbursement and redemption — the
outstanding borrowing of SME:s fell by 5-7

per cent per year.
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The conditions of efficiency, profitability
and long-term competitiveness were severely
lacking in the sector of small and medium-
sized enterprises. Scarce liquidity, chronic
underfunding and caution manifested them-
selves in several dimensions. As risk appetite
declined and willingness to lend diminished,
suppliers’ credit dried up, prompting corpora-
tions to turn to banks, even though banks’ risk
aversion and unwillingness to lend were even
greater than warranted.* Foreign-owned large
banks, which represent a formidable share in
the Hungarian banking sector, raised their
capital to cover the expected losses and the
outflow of their funds did not cause liquid-
ity problems for their Hungarian subsidiaries.
It is an important feature of the Hungarian
credit crunch that banks’ risk acceptance fell
sharply despite their adequate lending capac-
ity and sufficient capital adequacy. It became
indisputable that state intervention was need-
ed in order to counteract the severe macro-
economic effects of the adverse developments.

The duality of the economy was exacerbat-
ed further by the fact that banks only served
clients with a safe background and ample
capital stock and accordingly, they were more
likely to lend to large corporations. While
this strengthened the competitiveness of such
firms, it deprived Hungarian small and me-
dium-sized enterprises of the chance to gain
market access up until 2013.

THE ROLE OF THE FUNDING FOR
GROWTH SCHEME IN THE CREDIT MARKET

Among the central bank’s non-conventional
instruments designed to stimulate corporate
lending and improve access to credit, this
chapter focuses on the effects of the Funding
for Growth Scheme.

In the first phase of the Funding for Growth

Scheme, the main reason for borrowing was
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loan redemption. However, there was also a
significant volume of new loans. Smaller en-
terprises are capable of repaying larger loans
if their monthly payments are reduced. The
credit structure of companies accessing loans
under the Funding for Growth Scheme became
healthier not only because of the elimination
of the exchange rate risk, but also because of
the fixed interest rate and the long maturity.
The fixed, maximum 2.5 per cent lending rate
offered a sense of security with predictable
monthly payments over the medium and long
term horizon, which made a lasting contribu-
tion to the improvement of financial condi-
tions. The total amount available for alloca-
tion in the first phase of the FGS (June-August
2013) was HUF 750 billion. Credit institu-
tions concluded contracts for 93.5 per cent of
this amount (HUF 701 billion) in relation to
roughly 10 thousand contracts.”” According to
calculations, the first phase generated an al-
most 0.5 per cent increase in Hungarian GDP
and besides the creation of new jobs, it also
helped retain existing jobs.*® While the FGS
significantly reduced the interest burdens of
SMEs, it also encouraged competition among
banking sector participants, especially because
of the freedom of bank switching (for around
20 per cent of all contracts, enterprises took
advantage of this opportunity).

In the second phase of the FGS (between
October 2013 and 31 December 2015), a to-
tal of HUF 1,402.1 billion in loans was grant-
ed to small and medium-sized enterprises, in-
volving transactions with 26,745 enterprises.
New disbursements accounted for the major-
ity of the contracts concluded in the second
phase, where 97 per cent of the contracts in-
volved new loans, and 61 per cent investment
loans. The longer contracting period and more
vigorous competition resulted in the more in-
tense participation of micro-enterprises, and
half of the loans granted at this stage were be-
low HUF 10 million.*” In order to facilitate



lending to medium-risk businesses (in parallel
with the second phase), the FGS+ scheme was
launched, which involved the MNB assuming
partial (50 per cent) credit risk from credit in-
stitutions, while also providing refinancing.’

As the purpose of the FGS was to act as
a temporary instrument, part of its gradual
phasing-out process was introduced in the
third stage of the FGS, which was initiated
in 2016 (as part of the Growth Support Pro-
gramme), and allowed for an increased volume
of targeted funding. The exit phase concluded
in March 2017, by which time the allocated
HUF 700 billion was almost fully utilized. In
the three phases of the FGS and within the
framework of the FGS+ scheme, the banks
concluded a total of about HUF 2,800 billion
in credit agreements, with nearly 40 thou-
sand enterprises benefiting from favourable
financing.*! Between 2013-2016, in addition
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to stimulating the economy through inter-
est rate cuts, MNB estimates show that the
FGS contributed approximately 2% to GDP
growth. Figure 3 illustrates the evolution of
SME loans.

As a result of the FGS, the long-term
slowdown in SME lending, experienced over
several years, has not only stopped, but has
in fact caused a positive trend in lending dy-
namics. By 2016, lending had increased to a
level capable of supporting economic growth.
The FGS was required to halt the long-term
decreasing trend in corporate lending stock.*?
The expansion of the SME loan portfolio and
the MNB’s questionnaire surveys conducted
in 2014* suggest that in the absence of the
programme, a significant segment of the
FGS-borrowed loans would not have been
utilized by the SMEs. We can conclude that
these favourable loans were not a substitute

Figure 3

DISTRIBUTION OF LOANS TO SMES (%)

[ TMarket-based financing
[ IFGS
I Eximbank refinancing

1 MFB refinancing
I Széchenyi Card Programme
B New Hungary Rural Development Programme

Note: For the refinancing of Eximbank and MFB, the exact SME ratio is not known. As such, the given values are considered to be a theoretical
maximum.

Source: own editing based on MNB data, 2016
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for, but rather a supplement to market loans
(mainly in the first two years of the pro-
gramme; subsequently, this additionality pre-
sumably experienced a gradual decrease, as a
result of the lowered interest rates on market
loans). Real economic/credit market oppor-
tunities reconfirm that it is essential to stimu-
late market-based lending outside the FGS.
To this end, the MNB launched the Market-
Based Lending Scheme in early 2016, using
a number of instruments to assist banks with
the switch to market lending. In return, the
banks were obligated to undertake to increase
their SME lending. In 2016, the banks overall
overperformed their lending commitments of
almost nearly HUF 200 billion in total, and
remained close to maintaining that total in
2017 as well.

Especially from 2010, changes in the vol-
ume of corporate loan applications pointed to
micro, small and medium-sized enterprises’
positive expectations, growing appetite to
borrow and rising credit demand, which also
provided justification for the launch of the
Funding for Growth Scheme.

It should be stressed that the attitude of some
company managers to borrowing was dampened
by the series of economic shocks, the deepening
recession and the global phenomenon of over-
lending, which gave rise to extreme — even ex-
cessive — cautiousness in some cases.

SUMMARY ON THE EFFECTIVENESS
OF MONETARY POLICY

Even in the absence of a monetary policy turna-
round, the economic policy turnaround of 2010
played a pivotal role in the stabilisation of the
economy, although its achievements and positive
effects on the real economy culminated only from
2013, with the monetary policy turnaround.
25 years after the regime change, the cen-
tral bank took it upon itself to take steps in
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the interest of Hungarian economic develop-
ment and during the process, it took recourse
to such unorthodox instruments that had not
even been contemplated in previous debates
and controversies.

The current central bank management
represents successful economic policy pri-
orities — and from 2013, a monetary phi-
losophy and value system — that were valid
even in previous decades and that have been
confirmed and verified by macroeconomic
developments and actual figures. The change
in the instruments and the background that
could be mobilised for the implementation
strongly restricted the room for policy ma-
noeuvre in previous years.

Following the easing cycle, the phase-out of
foreign currency loans and the establishment
of a predictable environment, the Funding for
Growth Scheme and the Self-Financing Pro-
gramme contributed significantly to moderat-
ing the cost of finance and Hungary’s external
vulnerability. The necessity of the Funding for
Growth Scheme was specifically underscored by
enterprises increasingly positive expectations
and confidence in the future; moreover, it was
instrumental in avoiding a catastrophic credit
crunch. The Funding for Growth Scheme suc-
ceeded in preventing the further deterioration
of the adverse credit market conditions associ-
ated with banks’ restrained willingness to lend
and improved lending terms significantly.

After the Funding for Growth Scheme — as
a programme of historical economic signifi-
cance — had fulfilled its objective, the focus
shifted to stimulating and restoring market-
based lending, both in parallel to the pro-
gramme’s phase-out as well as in subsequent
periods. This process was supported by the
MNB’s Market-Based Lending Scheme. An
active banking system that allocates savings
efficiently is indispensable for sustainable eco-
nomic convergence and growth.

A stable, predictable and transparent mon-



etary policy and the step-by-step implementa-
tion of the easing cycle supported the down-
ward shift in Hungarian risk spreads and the
upswing in corporate lending.

Thanks to the structural reforms, between
2010 and 2012 Hungary succeeded in catch-
ing up to its regional competitors with respect
to the balance of public finance, public debt,
employment and unemployment. By 2013,
Hungary achieved considerable successes in
economic stability, attained price stability and
improved financial stability significantly. As a
result, in 2016 and 2017 improving the com-
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petitiveness of the national economy may gain
greater priority.
and

closely related concepts that, in the context of

Competitiveness effectiveness  are
national economic competitiveness, also mean
that all economic agents — especially less in-
formed companies, households and families
— have an understanding of monetary policy
objectives. Enhancing the financial literacy of
these segments is the vested and mutual inter-
est of all market participants.

Reinforcing the results and successes achie-
ved so far is of crucial importance.
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