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Iin accordance with Paragraph 5, Article 36 of 
the Fundamental Law of Hungary, “as long 
as the public debt exceeds half of the Gross 
domestic Product, the National Assembly 
may only adopt a Central Budget Act which 
contains public debt reduction in proportion to 
the Gross domestic Product.”This obligation is 
further specified in Act CXCiV of 2011 on the 
economic stability of Hungary by establishing 
the state debt rule (hereinafter: debt rule). 
during the review of the budget appropriation 
bill the State Audit Office (SAO) uses the 
Charts in the bill to examine whether the debt 
rule criteria are fulfilled. The role of the Fiscal 
Council is even more important, since it is 
obliged to veto the Act on the Budget prior 
to the final vote if it considers that the debt 

rule criteria are not met. The SAO supports 
the Fiscal Council’s work by preparing analyses 
and studies; therefore it is the SAO’s role to 
explore the risks that threaten the fulfilment of 
the debt rule.

Correlation between the debt rule 
and the budgetary risks of the 
monetary poliCy

Regarding the fulfilment of the debt rule, an 
exceptional risk is posed by the obligation to 
replenish the reserves of the National Bank 
of Hungary (MNB) of the central budget if 
they are in deficit. in accordance with the law 
that was in force until 31 december 2010, 
pursuant to Act LViii of 2001 on the Natio-
nal Bank of Hungary, the MNB’s losses had to Email address: pulaygy@asz.hu

Gyula Pulay – János Máté – Ildikó Németh – Andrásné Zelei

Budgetary risks of monetary 
policy with special regard to 
the debt rule
Summary: within its scope of activities the state audit office carries out a systematic analysis of factors that pose a risk to meeting 

the public debt rule criteria. the present article is based on the sao study, conducted as part of the above-mentioned activities with 

the aim of exploring the budgetary risks of the monetary policy. the starting point of our study is the fact that the loss or negative 

reserves of the national bank of hungary must be replenished from the central budget. we demonstrate that the result of the central 

bank is mostly influenced by monetary policy instruments and show that the related interest expenditure has increased considerably 

since 2009. furthermore, we conclude that accumulating foreign currency reserves also poses a significant risk. by analysing 

hungarian and international data, we point out potential solutions for mitigating these risks. we go on to argue that budgetary 

payment obligations may also result from positive economic processes; therefore it would be advisable to change the calculation 

method of the debt rule in order to better manage the budgetary risks of the monetary policy.

KeywordS: monetary policy, budgetary risk, foreign currency reserves, debt rule  

JeL codeS: e02, e59, h63



 StudieS 

12

be reimbursed from the central budget if such 
losses were not covered by the accumulated 
profit reserve and the MNB’s “HuF exchange 
rate equalisation reserve”1 and/or “foreign 
currency securities equalisation reserve” had to 
be replenished from the same source, if 2either 
of them had a negative balance. The latter 
two transfers did not even appear among the 
expenditures of the current budget; instead 
they were accounted as public debt increase 
immediately after the transfer of the funds. 

However, the risk arising from the budgetary 
reimbursement obligation is mitigated by the 
fact that the aforementioned obligation to 
replenish the HuF exchange rate equalisation 
reserve and the foreign currency securities 
equalisation reserve from the central budget 
has been amended by Act CCViii of 2011 
on the National Bank of Hungary (MNB 
Act). Pursuant to this, the reimbursement 
obligation shall arise when the balance of the 
sum of the equalisation reserves is negative 
and this negative balance exceeds the sum 
of the positive amount of the accumulated 
profit reserve and the balance sheet result. 
in such case the central budget shall make a 
disbursement to the MNB up to the level of 
the negative balance. if the accumulated profit 
reserve becomes negative, the central budget 
shall make a disbursement immediately 
(within eight days).

The unique feature of this replenishment 
obligation is that the government and the 
National Assembly have no direct influence 
over the amount of the replenishment. This 
is the result of central bank independence. 
Pursuant to eu law, the MNB Act, as well 
as the previous act states the independence of 
the National Bank of Hungary. The criteria of 
central bank independence can be established 
along three dimensions: personal, professional 
and financial independence (Bozó – Gyo-
mai – Kármán, et al., 2002) (we do not cover 
the issue of personal independence in the 

present paper). According to the MNB Act, 
professional independence in Hungary means 
that in carrying out their tasks and meeting 
their obligations conferred upon them by the 
MNB Act, the MNB and the members of its 
bodies shall neither seek nor take instructions 
from the government, any other bodies or 
political parties. The government or any other 
body shall respect this principle and may not 
attempt to influence the MNB or the members 
of its bodies in carrying out their tasks. 

Financial independence primarily means 
that the MNB’s activities may not be curbed 
by the central budget at any given time. in 
practice, this means two things. The first is 
that the MNB has considerable own revenues 
to finance its activities. On the other hand it 
also means that should its own funds (and the 
reserves generated from them) be insufficient 
to finance its expenditures, the loss shall be 
reimbursed to the MNB from the central 
budget.

This is not just a theoretical option, since 
the MNB – just like any central bank – has to 
carry out several activities where expenditures 
considerably exceed the revenues under the 
given conditions. We shall discuss this in detail 
later. First though, let us review the budgetary 
relations of the MNB from 2002 to 2011.

Since 2002, the application of regulations 
which already take into account the 
requirements of eu law, the budget had 
payment obligations on six occasions in excess 
of HuF 150 billion (see Table 1).

By 2011 a significant surplus (HuF 1,325 
billion) had accumulated in the “HuF 
exchange rate equalisation reserve”. Between 
2007 and 2011 the amount of the reserve grew 
26-fold, due to the significant weakening of 
the forint (at the end of 2011 one euro cost 
22.8% more HuF compared to the same time 
in 2007). Consequently, in the short term 
there is no danger of the budget having to 
make reimbursements because of the negative 
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balance of this reserve. However, during the 
period under review, the “HuF exchange 
rate equalisation reserve” showed fluctuations 
from one year to the other in the magnitude 
of HuF hundred billion; therefore it could 
become a risk factor if the forint appreciates. 
(in 2004 and 2006 the previously accumulated 
reserve decreased by HuF 180 and 56 billion 
respectively over the course of one year).

From 2007 to 2011 the MNB’s gold and 
foreign currency reserves grew by over HuF 
1,000 billion per year, amounting to HuF 
12,000 billion by the end of 2011. As a result, 
a 1% gain on the forint, which means a fall 
in the exchange rate of the euro by 3 forints, 
would decrease the HuF amount of the 
foreign currency reserves by HuF 120 billion. 
This could easily lead to a negative balance of 
the HuF exchange rate equalisation reserve in 
a few years, carrying the risk of the budgetary 
reimbursement obligation.

during the 10 years under review, the 
MNB’s balance sheet result was negative 
six times.3 This is a good indication of the 
budgetary risk in spite of the fact that in the 
past 10 years there was not one occasion when 
the MNB’s loss had to be reimbursed from the 
central budget, because this loss was covered 
by the accumulated profit reserve. 

why do monetary poliCy and the 
aCCumulation of foreign CurrenCy 
reserves impose a budgetary risk?

it can be deduced in theory as well that not 
only in the case of the MNB, but in that of any 
central bank, there is a high risk of the bank’s 
revenues from its core activities being below the 
costs of funds required for such activities.

Our study examines the use of two 
basic interrelated functions: the use of the 

Table 1

The MNB’s hUF exchaNge raTe eqUalisaTioN reserve, ForeigN cUrreNcy secUriTies 
eqUalisaTioN reserve, accUMUlaTed proFiT reserve, BalaNce sheeT resUlT aNd 

The payMeNT oBligaTioN FroM The ceNTral BUdgeT (2002–2011) 
(huf million)

year
hUF exchange rate 

equalisation reserve

Foreign currency 
securities 

equalisation reserve

accumulated 
profit 

reserve

MNB’s balance 
sheet result

payment obligation 
from the central 

budget 

2002 –82,890 19,976 7,546 –4,886 82,890

2003 199,240 4,198 2,659 78,464 0

2004 19,506 –1,112 81,123 –42,766 1,112

2005 105,965 –14,816 38,357 –21,421 14,816

2006 49,595 –20,600 16,936 14,571 20,600

2007 49,857 –2,799 31,507 –16,582 2,799

2008 236,258 46,744 14,925 –5,464 0

2009 230,792 21,515 9,461 65,542 0

2010 415,937 –29,142 75,003 –41,577 29,142

2011 1,324,963 5,593 33,426 13,598 0

Source: the mnb’s annual reports
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accumulation of foreign currency reserves 
and monetary policy instruments. The 
professional literature also argues that the 
accumulation of foreign currency reserves is 
often a loss-making activity for central banks, 
since – due to their functions – these reserves 
should only be tied up in relatively short-term 
and low risk instruments. The yield of such 
instruments, however, is usually low, often 
lower than the average cost of funds used to 
finance the accumulation of foreign currency 
reserves. The risk of a negative balance is 
somewhat mitigated by the fact that central 
banks can borrow at a relatively low price, at a 
cost that is lower than or equal to the central 
bank base rate.

The use of monetary policy instruments 
can increase the risk of a central bank’s 
negative balance, because these instruments 
are deployed with only one purpose in 
mind, to implement monetary policy goals, 
compared to which the risk of a loss-making 
central bank is minute, since the costs of such 
a scenario are ultimately borne by the central 
budget. it is obvious that responsible decision-
makers consider this aspect as well; however, 
the moral hazard is present, at least in theory.

in the case of the MNB, the risk of the 
accumulation of foreign currency reserves be-
ing a loss-making activity is especially high. 

On the one hand, claims in foreign currency 
represent a large part of the MNB’s assets, 
while HuF liabilities form a substantial part 
of its liability structure (see Table 2). Although 
the MNB pays an interest equal to or even 
lower than the central bank base rate for a 
large proportion of its HuF liabilities, this 
interest cost is still sizeable, due to the high 
base rate. 

The MNB’s annual reports confirm the 
existence of these risks (National Bank of Hun-
gary, 2007, 2008, 2009a, 2010, 2011c). data 
from the profit and loss statements also reveal 
(see Table 3) that interest and similar income 
on claims in foreign currency were regularly 
exceeded by interest and similar expenditures, 
booked mostly in HuF and to a lesser extent 
in foreign currency on the liabilities, leading 
to the MNB’s result for the years 2007, 2008 
and 2010 being negative. The MNB was able 
to avoid losses and replenish its accumulated 
profit reserve only in those years when it sold 
the foreign currency, purchased at a lower price 
in the previous years, at a higher exchange rate 
and in a large quantity. This is what happened 
in 2009 and 2011, when the revenues from 
the exchange rate, amounting to HuF 143.6 
billion and HuF 101.9 billion respectively, 
were able to offset the difference between in-
terest income and interest expenditures.

Table 2

MNB’s claiMs aNd liaBiliTies iN hUF aNd ForeigN cUrreNcy (2007–2011)  
(per cent)

2007 2008 2009 2010 2011

Claims in huf 3.26 7.43 3.15 3.14 2.34

Claims in foreign currency 96.74 92.57 96.85 96.86 97.66

Claims in total 100.00 100.00 100.00 100.00 100.00

liabilities in huf 98.57 68.33 72.85 67.21 72.50

liabilities in foreign currency 1.43 31.67 27.15 32.79 27.50

liabilities in total 100.00 100.00 100.00 100.00 100.00

Source: own calculations, based on the mnb’s annual reports



 StudieS 

15

table 3 also shows that the MNB’s pro-
fit/loss was largely influenced by the inte-
rest and similar expenditures, booked in 
HuF on the expenditure side. There was a 
significant increase in these expenditures from 
2009. Compared to this, the increase of in-
terest and similar income was much smaller. 
Consequently, there was a much greater risk 
of a loss, which is larger than the MNB’s 
accumulated profit reserve, thus generating a 
payment obligation for the central budget. in 
July 2011 the MNB forecast4 a loss of HuF 
140 billion for 2011, out of which HuF 94 
billion had to be reimbursed from the central 
budget by 31 March 2012 (MNB, 2011a). 
Floating an expenditure, equal to 0.3% of 
the GdP, added a great uncertainty to the 
budgetary planning for 2012 [in October 

2011 the MNB estimated the reimbursement 
obligation at HuF 12 billion only (MNB, 
2011b)]. ultimately, the MNB avoided a loss, 
primarily by selling a large amount of foreign 
currency to domestic commercial banks as part 
of the final repayment scheme, thus realising 
close to HuF 100 billion as exchange gain.

in order to understand the budgetary 
risks, it is important to review the reasons for 
the sudden increase in interest and similar 
expenses denominated in forint. The following 
is stated on the subject by the MNB (2009a): 
“The underlying reason for the substantial 
deterioration in the forint interest income was 
that the foreign exchange conversions carried out 
upon the use of the funds borrowed from abroad 
supplied the economy with significant additional 
forint liquidity, which was reflected in an 

Table 3

MNB’s MaiN iNcoMe aNd expeNses  (2007–2011)  
(huf billion)

items 2007 2008 2009 2010 2011

interest and similar income denominated in forint 12.2 22.3 52.9 24.7 20.0

interest and similar income denominated in foreign 

currency 209.0 204.5 282.1 254.3 287.2

income arising from exchange rate changes 13.5 26.4 143.6 53.1 101.9

other income 5.2 4.3 6.2 6.4 4.2

Total income 242.7 272.2 537.2 393.6 495.8

interest and similar expenses denominated in forint 161.8 183.7 329.6 270.0 332.6

interest and similar expenses denominated in foreign 

currency 59.1 34.5 69.0 62.7 68.6

expenses resulting from exchange rate changes 4.5 17.2 6.9 2.7 3.2

Cost of issuing banknotes and coins 9.1 7.0 8.2 8.5 4.9

realised losses arising from financial operations 6.8 8.3 36.8 74.0 56.6

provisions 1.7 8.4 0 0.1 1.8

operating costs and expenses 14.7 15.3 15.2 13.0 12.1

Total expenses 259.3 277.7 471.7 435.2 482.2

Profit/loss before dividends –16.6 –5.5 65.5 –41.6 13.6

  Source: the mnb’s annual reports
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increase in the two-week bills at the Bank. The 
annual average stock of forint liabilities with 
interest rates tied to the central bank base rate 
(forint deposits by the central government, mi-
nimum reserve, liquidity absorbing instruments) 
increased by approximately HUF 1,700 billion.” 

We wish to proceed with our risk analysis 
by further exploring the background of this 
quote. 

interest on the budget’s forint deposits 
is obviously not included in the budgetary 

risks. Therefore our analysis is focused on 
the other two factors: the minimum reserve 
and the liquidity absorbing instruments. 
Liquidity absorbing instruments include two 
important monetary policy tools: overnight 
central bank deposits and two-week central 
bank bills. The monetary instruments are 
explained in Box 1. 

We started by carrying out calculations, 
based on the MNB’s public data to review 
the interest and similar expenses on the mi-

Box 1

The Three ceNTral BaNk iNsTrUMeNTs

according to the mnb’s handbook (2009b), monetary policy instruments include a wide range of instruments used by the 

central bank to achieve monetary policy objectives. in creating and operating a set of instruments, the key aim of the mnb is 

to have short-term money market yields that are adjusted to the central bank’s policy interest rate or the expectations as much 

as possible and to use a range of instruments that support the implementation of the central bank’s interest policy.

pursuant to the central bank regulations on the minimum reserve, credit institutions with an operating licence in hungary 

and foreign credit institutions with hungarian branches shall deposit a determined ratio of their funds as a minimum reserve 

on an account held with the central bank. Credit institutions fulfil this reserve requirement by keeping a settlement account 

for a reserve period of one month at the central bank with a balance corresponding to their minimum reserve requirement.

the key purpose of this reserve system is to provide an averaging mechanism to assist credit institutions with their 

liquidity management and help mitigate the fluctuation of interbank yields. the minimum reserve system also contributes to 

securing a stable demand for base money. following hungary’s eu accession, the mnb pays the policy interest rate on the 

minimum reserves; thus the hidden taxation function of the minimum reserve system is discontinued. the minimum reserve 

system is regulated by the mnb decrees on the calculation of the minimum reserve and the minimum reserve ratio.

the two-week mnb bill is the mnb’s most important monetary instrument. the yield at issue for this instrument serves 

as the central bank’s policy interest rate; therefore this yield is the best reflection of the direction of the monetary policy or 

any changes therein. the policy interest rate is set by the central bank’s most important monetary policy decision-making 

body, the monetary Council. the central bank uses the policy interest rate to influence short-term money market yields, thus 

indirectly affecting economic processes. the central bank issues its two-week bills for its clients on a weekly basis, at fix 

rate auctions. Clients are free to decide the number of bills they wish to buy at these auctions, without any limitations on the 

quantity.

the mnb maintains an interest rate corridor with overnight maturity in order to curb the extreme fluctuation of interbank 

rates. the interest rate corridor is ±1 per cent wide around the rate of the key policy instrument, which is the two-week bill.  

at the top of the interest rate corridor the central bank satisfies the temporary short liquidity needs of commercial banks with 

overnight loans—in line with the banks’ collateral—thus limiting the increase of interbank rates. the bottom of the interest 

rate corridor is the interest rate of the overnight deposit with the central bank, at which credit institutions can deposit their 

temporary excess liquidity without limitations; thus the central bank can prevent interbank rates going any lower than the 

interest rate of this overnight deposit.

the mnb uses its two-week bills and overnight instruments without quantitative restrictions.
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nimum reserve, the two-week bill and the 
overnight deposit between 2007 and 2011 
(see Table 4). 

The data of the table clearly show that at 
the beginning of the period under review, 
interests paid on the minimum reserve and 
the two-week bill were relatively significant. 
in 2009, however, interests paid on the mini-
mum reserve dropped by 50%, compared to 
the previous year, while interests paid on the 
two-week bill grew threefold. Consequently, 
between 2009 and 2011 the most important 
expenditure item was the interest on the two-
week bills.

Below is an overview of the interests 
recorded on the three monetary instruments 
and the analysis of the factors that influenced 
these interests. Let us start by analysing the in-
terest expenditures of the overnight deposits.

interest expenditure of the net amount of the 
overnight central bank deposit (2007–2011)

in the case of overnight deposits it is advisable 
to calculate the interest expenditure on the 
net amount of the deposits; therefore the loan 
amount has to be deducted from the deposit 
amount. data after the calculations are shown 

in Table 5. We also included the fluctuation of 
the central bank base rate for the given year 
for informational purposes.

Let us highlight one development from the 
table. Between 2008 and 2009 the average net 
amount of overnight central bank deposits 
grew by over HuF 200 billion, followed by 
a HuF 250 billion decrease in 2010. The 
increase of the deposit volume doubled the 
interest expenditure between 2008 and 2009 
and led to a HuF 12 billion increase in 
expenses for the MNB. 

We assumed that the increase of the average 
deposit amount was related to the global 
financial crisis. For this reason we examined 
the history of the overnight deposit volume 
during the months of the emergence of the 
crisis in Hungary. These data are shown in 
Table 6. 

The data of table 6 clearly show that 
compared to September 2008 there was a sharp 
increase in the average overnight central bank 
deposit in each of the following three months. 
This fast growth stopped in the first months 
of 2009, but the deposit volume exceeded the 
October 2008 level in almost every month, 
which indicates that this monetary instrument 
was used continuously to tie up a considerable 
amount of commercial bank liquidity. This 

Table 4

oF The iNTeresT aNd siMilar expeNses oN The MiNiMUM reserve, The Two-week 
ceNTral BaNk Bill aNd The overNighT deposiT BeTweeN 2007 aNd 2011 

(huf billion)

Monetary instrument

(Net) interest paid by MNB

2007 2008 2009 2010 2011 5 years in 
total

minimum reserve 50 61 29 20 55 215

two-week bill 74 71  223 214 255 837

overnight deposit   1 12 25     5    8  51

total 125 144 277 239 318 1,103

Source: own calculations, using the operational Charts and the current central rates published on mnb’s website
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meant an additional expenditure of HuF 2–4 
billion per month for the MNB, compared to 
having the deposit volume stabilise at the pre-
crisis level.

it is not the Charts that make this development 
interesting, but rather the dilemmas as to why 
there was such excess (forint) liquidity at the 
domestic commercial banks during the financial 
crisis, when interbank money markets “dried 
up”, and also why these banks kept their excess 
liquidity in overnight deposits, rather than 
in central bank bonds with a higher interest 
rate. One possible explanation is that in an 
unpredictable financial situation commercial 
banks needed a deposit option with maxi-
mum liquidity. Overnight deposits were also 
favoured by the fact that in October 2008 the 
MNB narrowed the width of the interest rate 

corridor from one to half a per cent, which was 
only restored in November 2009. However, 
we cannot exclude the possibility that the 
sudden raise of the central bank base rate in 
October 2008 encouraged commercial banks 
to tie up their temporary savings in high in-
terest deposits with maximum liquidity. This 
correlation is supported by Chart 1, which 
shows that – although with some delay – 
the base rate and the deposit volume moved 
in synch not only at the turn of 2008-2009, 
but also in 2010 and 2011. if this correlation 
exists, it means that due to the high base rate 
and the narrow interest rate corridor, the 
MNB not only tied up the surplus liquidity 
of the commercial banks, but also encouraged 
banks to keep their liquidity in this particular 
monetary instrument.

Table 5

NeT aMoUNT oF overNighT deposiTs aT The MNB  
aNd NeT iNTeresT paid

Megnevezés 2007 * 2008 2009 2010 2011

average amount of the overnight central bank deposit (huf 

billion) 45.1 183.7 422.2 156.4 226.6

interest paid on the deposits (huf billion) 0.5 12.1 24.8 4.8 8.2

Central bank base rate range per year (%) 7.5–8.0 7.5–11.5 6.25–10.0 5.25–6.25 5.75–7.00

*data are not comprehensive. the mnb started to make these data public from october 2007.

Source: own calculations, using the operational Charts, the central bank base rate and the current central rates published on mnb’s website

Table 6

overNighT ceNTral BaNk deposiT volUMes aNd iNTeresT expeNses dUriNg The 
MoNThs oF The 2008 gloBal FiNaNcial crisis eMergiNg iN hUNgary 

(huf million)

september october November december

net average deposit volume 36,372 224,537 351,312 618,549

net interest paid 224 1,766 2,937 5,279

Source: own calculations, using the operational Charts and the current central rates published on mnb’s website



 StudieS 

19

interest expenditure of the two-week MNB 
bill (2007–2011)

MNB introduced the two-week bill in early 
2007. The interest of the two-week bond is the 
same as the central bank base rate. The aim of 
this bill is to tie up the excess liquidity of the 
banking system. Key data on this monetary 
instrument are summarised in Table 7.

These data show that the sudden increase 
in volume occurred between 2008 and 2009 
for this monetary instrument also. However, 
the volume of two-week bills continued to 
expand in 2010 and 2011. We examined the 
link between this process and the outbreak of 
the global financial crisis, as well as central 
bank base rate history. These data are shown 
in Chart 2.

Chart 1

NeT volUMe oF The overNighT ceNTral BaNk deposiT aNd The ceNTral BaNk Base 
raTe iN 2007–2011

Source: own calculations, using the operational Charts and the central bank base rate published on mnb’s website

Table 7

average volUMe oF The oUTsTaNdiNg Two-week MNB Bills (aT NoMiNal valUe) aNd 
The iNTeresT paid

2007 2008 2009 2010 2011

average volume of the outstanding two-week bills (huf 

billion) 946.1 782.0 2,681.5 3,936.3 4,227.3

interest paid on the bills (huf billion) 75.1 71.4 226.7 213.8 255.2

range of the central bank interest rate per annum (%) 7.5–8.0 7.5–11.50 6.25–10.00 5.25–6.25 5.75–7.00

Source: own calculations, using the operational Charts, the central bank base rate and the current central rates published on mnb’s website
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The Chart shows that the rise in outstanding 
two-week bills did not occur immediately at 
the outbreak of the financial crisis. instead 
it occurred later, in early 2009 and lasted 
for almost a year. it has remained at a high 
level ever since, albeit with some fluctuation. 
This indicates that Hungarian commercial 
banks had an increasing amount of liquidity 
which they chose not to reinvest into lending, 
or to use to buy discount treasury notes or 
government bonds, but rather to keep in 
two-week central bank bills. Financing this 
behaviour cost over HuF 200 billion in inte-
rest expenditure per year for the MNB.

According to the MNB’s handbook 
(2009b), the two-week bill is the MNB’s most 
important monetary instrument. The yield at 
issue for this instrument serves as the central 
bank’s policy interest rate; therefore this yield 

is the best reflection of the direction of the 
monetary policy or any changes therein. 
However, based on Chart 2 there is no 
provable positive link between the rise of the 
central bank base rate and that of bill volume. 
What is more, we see that there was a surge 
in the growth of bill volume at the time when 
the central bank base rate started to decrease. 
Balogh (2009) concluded that there is no 
direct link between bond volume and the base 
rate, because a change in the overall volume of 
MNB bonds can only be triggered by a change 
in another balance sheet item of the central 
bank.

The handbook also explains that “the 
total volume of outstanding MNB bills does 
not play a prominent role in monetary policy. 
The primary reason for this is that the volume 
has no direct effect on economic developments. 

Chart 2

oUTsTaNdiNg Two-week Bills aNd The ceNTral BaNk  
Base raTe iN 2007–2011

Source: own calculations, using the operational Charts and the central bank base rate published on mnb’s website
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(...) apart from being a policy instrument, it 
is also an instrument for tying up structural 
excess liquidity, therefore its volume is typically 
influenced by factors over which the MNB has 
limited control”.

in this respect we might ask that if the bill 
volume does not play a prominent role in 
monetary policy, is it justified when it comes 
to the financing expenses that the central 
budget has the same unlimited reimbursement 
obligation as in the case of real monetary po-
licy instruments. According to the current 
central bank regulation, an effective monetary 
policy is for the public’s benefit; therefore it 
must be financed by the taxpayers, irrespective 
of its costs. However, does this rule apply to 
an instrument, the main objective of which is 
to maintain a certain level of the commercial 
banks’ profitability?

A further question arises: if commercial 
banks permanently have such high liquidity, 
why don’t they use it to buy discount treasury 
notes or government bonds? We explored 
this issue by examining the link between the 
average yield of short-term discount treasury 
notes and central bank base rate history (see 
Chart 3).

According to the Chart, the average yield 
of the 3-month discount treasury notes was 
usually higher than the central bank base rate; 
therefore purely on the basis of profitability 
commercial banks would have been better 
off buying discount treasury notes instead 
of central bank bonds. However, in the same 
period no discount treasury notes with a term 
of less than 3 months were issued; instead 
public debt was financed to a large degree 
from longer-term bonds denominated in 

Chart 3

average yield oF discoUNT TreasUry NoTes aNd The ceNTral BaNk Base  
raTe iN 2007–2011

Source: own calculations, using the operational Charts and the central bank base rates published on the websites of mnb and government debt 

management agency ltd

average yield (%) central bank base rate (%)
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foreign currency and exchanging these into 
forints – through various transmissions – 
further increased the forint liquidity of the 
Hungarian banking system. 

interest expenditure of the minimum 
reserve (2007–2011)

The minimum reserve rate of the banks was 
5 per cent in 2007, which was reduced to 2 
per cent by the MNB in November 2008.  
From 1 October 2010 banks had the options 
of 2, 3, 4 and 5 per cent minimum reserve 
rates; after that they were allowed to modify 
their choice every six months. The MNB 
introduced the higher optional reserve rates 
in order to address the previous asymmetry 
of the minimum reserve system caused by the 
uniform minimum reserve rate (Varga, 2010). 
The MNB pays the central bank base rate on 
the minimum reserve of the banks.

The deposited reserve amount was 5 per 
cent until November 2008, followed by 2 per 
cent all the way until October 2010, which 
is also shown in the volume tendency of the 
deposited reserve. in 2009 the reserve amount 
dropped to half of what it was in 2008. 
From the end of 2010 the forint value of the 
reserve started to grow again, as a result of the 
optional 2-5 per cent rates. The summary of 
the key data is presented in Table 8. The table 
clearly shows that the reduction of the mini-

mum reserve rate resulted in interest savings 
amounting to HuF 30 billion in 2009 and 
HuF 40 billion in 2010, compared to the 
interest expenditure in 2008. The increase of 
the banks’ forint liquidity was apparent even 
in 2011, after the introduction of the higher 
options, leading to a HuF 25 billion increase 
in interest expenditure over the previous year.

international Comparison of  
the Conditions of using monetary 
instruments

in order to assess the budgetary risks of the 
MNB’s monetary policy, it is advisable to 
review the relevant regulations of the europe-
an Central Bank (eCB) and the central banks 
of other eu Member States which are not part 
of the euro area. For this comparison we used 
data published on the websites of the central 
banks under review (please find specific 
references in the literature list). during our 
comparison we focused on the monetary poli-
cy instruments analysed in relation to MNB’s 
monetary policy (minimum reserve, two-week 
bill, overnight deposit) or similar facilities.

First of all it is important to know that 
central bank instruments can be discretional 
or standing facilities. in the case of the former, 
the central bank decides whether and to what 
degree to use it. in contrast, standing facilities 
are available to market participants without 

Table 8

aMoUNT oF The MiNiMUM reserve aNd The iNTeresT paid  
By The MNB

2007 2008 2009 2010 2011

deposited reserve in total (huf billion) 637.5 706.8 339.8 366.6 452.0

interest on the deposited reserve (huf billion) 49.6 60.9 29.4 20.0 54.5

range of the interest rate per annum (%) 7.5–8.0 7.5–11.50 6.25–10.00 5.25–6.25 5.75–7.00

Source: own calculations, using the operational Charts, the central bank base rate and the current central rates published on mnb’s website
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limitation, meaning that they are “activated” in 
accordance with the banks’ needs. A 2001 study 
by the MNB’s experts states (Antal – Barabás 
– Czeti – Major, 2001) that active liquidity 
management, which relies on discretionary 
tools, is becoming more and more general in 
countries with developed money and capital 
markets. Within this operational framework – 
as the authors argue – the central bank decides 
how much liquidity it is ready to supply or 
withdraw from the system. A precondition for 
the efficient operation of active liquidity ma-
nagement is the accurate forecast of interbank 
liquidity and the net liquidity position. 

The eCB’s express intent (similarly to 
the MNB) is to maintain price stability and 
support the economic policy of the european 
union without jeopardising this goal. in order 
to achieve these goals the eCB uses various 
instruments that can be divided into three 
groups: open market operations, standing 
facilities and minimum reserves.

Based on the eCB’s guidelines, there are 
no major differences between the practices 
of the MNB and the eCB, since the 
reserve requirement of both institutions is 
determined in relation to elements of their 
balance sheet, the minimum reserve system 
enables institutions to make use of averaging 
provisions and pay a fixed rate5 on their reserve 
holdings.

Regarding the standing facilities, both the 
MNB and the eCB offer the banks the options 
of overnight loans (with sufficient collateral) 
or deposit arrangements. it should be noted 
that since May 2009 in absolute terms the 
eCB uses a narrower interest rate corridor 
(+/–0.75%), compared to the MNB (+/–1%). 

in terms of open market operations, 
the collection of fixed-term deposits for 
fine-tuning purposes is the closest to the 
characteristics of the MNB’s two-week bill. 
A key difference is that unlike the MNB, the 
eCB does not use this as a policy instrument 

(MNB, 2009b), however both instruments 
generate interest expenses for these banks; 
therefore the comparison is justified. 

The eCB’s deposit has an adjustment 
function and is used by the banks to tie up 
their liquidity within the Securities Markets 
Programme (SMP). in 2012 the eCB offered 
the option of one-week deposits denominated 
in euro, on a weekly basis. deposit limits are 
adjusted to the number of bonds purchased 
within the SMP and only the maximum yield 
is set,6 which can therefore vary according to 
the required volume.

For the purposes of cost efficiency, both 
the volume limit and the variable interest rate 
provide a better facility for the eCB, compared 
to offering deposits without limits with a fixed 
interest rate. The volume limit prevents banks 
tying up their liquidity arising outside of the 
SMP in this facility. Variable interest rates 
also proved to be effective, because interest on 
these deposits was only 0.01 per cent in 2012 
and due to its very nature, it never exceeded 
the maximum limit of 0.75 per cent. 

The primary aim of the Central Bank of 
Sweden (Sveriges Riksbank), similarly to the 
MNB, is to maintain price stability with the 
current target inflation rate of 2%. However, 
there is a significant difference in the monetary 
instruments used because, although it could, 
the Riksbank does not prescribe a minimum 
reserve; instead it prescribes that banks balance 
their accounts in the central bank’s interbank 
settlement system (RiX) after each daily close 
(Bowman – Gagnon – Leahy, 2010). in order 
to do so, banks can use overnight deposits 
and loans, similarly to the MNB’s interest rate 
corridor. Just like the MNB, the Riksbank also 
sets the interest of these overnight deposits 
and loans at the policy interest rate (currently 
at one per cent), but it uses a narrower interest 
rate corridor (+/–0.75 per cent).

However, there is a difference between 
the practices of the two central banks when 
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it comes to the operating costs of monetary 
policy. in contrast to the MNB’s policy two-
week bill, which generates considerable inte-
rest expenses, the Riksbank makes repurchase 
(repo) transactions or issues so-called Riksbank 
certificates with a one-week maturity at the 
policy interest rate, according to the liquidity 
of the banks (Nessén – Sellin – Sommar, 
2011). The main difference, similarly to the 
eCB, is that the Riksbank limits the number 
of available certificates with the additional 
benefit of being able to limit the related 
potential costs.

Apart from the above, it is also typical 
behaviour for other european central banks 
to try and implement their monetary poli-
cy objectives with as much cost efficiency as 
possible. One widely used solution for this is 
to limit the number of available short-term 
central bank bonds.

The main monetary policy instrument of 
the Czech National Bank is the two-week 
repo tender, which is used for monetary policy 
purposes only, with the aim of absorbing excess 
liquidity. However, only a limited number of 
bids is accepted according to the central bank’s 
rules. The bids are ranked using the American 
auction procedure, i.e. those with the lowest 
interest rate are satisfied as having priority. 
Those with successively higher interest rates 
are accepted until the total predicted liquidity 
surplus is exhausted. The central bank either 
completely refuses the bids at the highest 
interest rate or reduces them pro rata. Bids 
over the maximum interest rate published by 
the national bank are refused. Although this 
method definitely makes the tendering more 
complex, it obviously generates less interest 
expense compared to unlimited bond issues. 

According to its regulations on the use of 
monetary policy instruments, the Bank of 
Latvia may introduce limits on overnight and 
one-week deposit facilities at any time or may 
refuse to accept such deposits.

The regulations of the National Bank of 
Romania on open market operations also 
provide the option of limiting the number 
of deposit facilities granted. The regulation 
distinguishes two types of tenders: fixed 
or variable rate tenders. in the case of fixed 
rate tenders, when the aggregate amount 
bid exceeds the amount to be allotted by the 
national bank, bids shall be satisfied pro rata. 
This shall be based on the ratio of the amount 
to be allotted to the aggregate amount bid. 
in the case of variable rate tenders, bids shall 
be satisfied increasingly, starting with the bid 
with the lowest interest rate. deposits shall be 
granted by the national bank up to the limit 
necessary for the monetary policy objectives 
to be fulfilled.

in summary, our international outlook 
suggests that all the national banks under 
review, as well as the european Central Bank 
limit the acceptance of commercial bank 
deposits; therefore Hungary’s monetary poli-
cy regulations allowing an unlimited amount 
of commercial bank liquidity to be tied up – 
irrespective of its costs – is an unprecedented 
practice or at least a rarity in europe. 

Apart from limiting the access to facilities 
that generate interest expenses, central banks 
in europe use additional means to curb the 
costs incurred during the implementation 
of their monetary policies. Table 9 gives an 
overview of solutions used by the national 
banks under review to reduce their inte-
rest expenses when setting the interest rate 
corridors for their overnight facilities. 

The table shows that two methods are 
used to curb interest expenditure. One is the 
asymmetric interest rate corridor, where the 
width of the corridor is larger for deposits and 
smaller for loans. examples of this are Latvia 
and the Czech Republic. The other method is 
to adjust the width of the interest rate corridor 
to the policy interest rate: if the policy interest 
rate is relatively high, the interest rate corridor 
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is also relatively wide; however, if the policy 
interest rate is cut, the interest rate corridor 
is also narrowed. This is clearly shown by the 
numbers: Romania set a +/–4 per cent and 
Poland a +/–1.5 per cent interest rate corridor 
to their respective 5.25 and 4.0 per cent po-
licy interest rates. in contrast, in the Czech 
Republic, Sweden, the united Kingdom and 
denmark, where policy interest rates are low, 
the interest rate corridor is only +/–0.2–0.75 
per cent.

As the MNB’s (2009b) handbook also 
points out, the Hungarian banking system 
has structural liquidity, which also means that 
banks obviously use the overnight deposit fa-
cility to a larger degree than overnight loans. 
However, this correlation also implies that a 
wider interest rate corridor generates lower in-
terest expenditure for the MNB, because the 
interest paid on deposits is lower. This means 
that a wider interest rate corridor that follows 
the european practice and is wider than the 
Hungarian policy interest rate would gener-
ate less interest expenses for the MNB. For 
example, if in the autumn of 2008 the MNB 
had widened the interest rate corridor pro-

portionately when it raised the policy interest 
rate from 8 to 11.5 per cent, it would have 
saved billions. in contrast, as we have men-
tioned previously, the MNB narrowed the 
interest rate corridor in October 2008 with 
the specific aim to “prevent credit institutions 
from incurring significant losses from manag-
ing liquidity in a more adverse environment” 
(MNB, 2009a, pp. 21–22). it is true that dur-
ing the financial crisis the eCB and the central 
banks of several other european countries also 
narrowed down the interest rate corridor of 
their liquidity management facilities; however 
they reintroduced a wider interest rate cor-
ridor after the financial turbulence subsided 
(Bindseil – Jabłecki, 2011). Chart 4 shows the 
changes in the eCB’s interest rate corridor.

The Chart shows that at the end of 2008 
the eCB reduced the width of the interest 
rate corridor drastically in order to improve 
the shaken liquidity of financial institutions. 
After the crisis the interest rate corridor was 
widened again and a smaller reduction was 
reintroduced when the policy interest rate 
reached a very low level. The eCB’s practice 
shows that the width of its interest rate 

Table 9

oN overNighT deposiTs, iNTeresT oN overNighT loaNs aNd The policy iNTeresT 
raTe, Used By The ceNTral BaNks iN soMe eU MeMBer sTaTes (JaNUary 2013) 

(per cent)

country interest on overnight 
deposit

interest on overnight 
loan policy interest rate

Czech republic 0.05 0.25 0.05

poland 2.50 5.50 4.00

latvia 0.05 3.00–6.00–9.007  2.50

romania 1.25 9.25 5.25

sweden 0.25 1.75 1.00

denmark –0.20 0.20 0.00

united kingdom 0.00 0.75 0.50

hungary 4.75 6.75 5.75

Source: central bank websites



 StudieS 

26

corridor is set in proportion to the policy in-
terest rate, meaning that in the eCB’s practice 
a higher policy interest rate goes with a wider 
interest rate corridor.

Conclusions on the basis of our 
international comparison

The international comparison shows that 
the european Central Bank and all the 
countries under review aim to use their 
monetary instruments by keeping interest 
expenditure within reasonable limits, instead 
of subjecting them to the purpose of “having 
short term money market rates adjusted to the 
key policy rate” which basically focuses on the 
profitability of commercial banks. Monetary 
policy instruments serve monetary policy 
objectives only; central banks take on the 

excess liquidity of the banking system as a 
whole, instead of the individual banks, thus 
encouraging commercial banks to trade with 
each other.

When compiling the study of the State Au-
dit Office serving as the basis for this article, we 
consciously avoided making critical remarks 
on monetary policy, steering well clear of 
a scenario which would have suggested that 
the SAO exceeded its competences. However, 
in the present article we can elaborate – by 
sharing our private opinion – on the lessons 
learnt from the international comparison 
regarding the use of monetary instruments in 
Hungary.

The first lesson is related to the width of 
the interest rate corridor. The international 
comparison shows that other central banks 
set a relatively wider interest rate corridor 
compared to their policy interest rate, especially 

Chart 4

The policy iNTeresT raTe aNd The iNTeresT raTe corridor oF  
The eUropeaN ceNTral BaNk

Source: own chart, based on the data published on the eCb’s website
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in the case of central bank deposits, in order 
to prevent commercial banks keeping their 
daily excess liquidity in the central bank, so 
that liquidity shortage/surplus is balanced out 
by the interbank money market. in Hungary 
the corridor is too narrow; therefore it does 
not act as sufficient incentive for commercial 
banks to go down the above route. The MNB 
itself had a study stating that in Hungary “at 
the moment, the role of the interbank markets 
responsible for redistributing HuF liquidity 
is significantly weaker than it would be in 
an ideal situation, and market participants 
prefer central bank instruments to interbank 
trading” (Molnár, 2010, p. 28). The author 
explains this with two reasons: the distrust 
and the uncertainty of market participants. 
Without disputing the above, we must point 
out that distrust and uncertainty are risk 
factors that commercial banks will not take on 
when they can use central bank facilities with 
a relatively small loss of interest, without any 
risks. The Hungarian interest rate corridor, 
which is rather narrow, compared to its 
international counterparts, is unfavourable 
not only because of the risks of its budgetary 
costs, but also weakens the adaptability of the 
entire banking system.

in our view, the option of unlimited two-
week central bank bills similarly weakens the 
adaptability pressures of commercial banks. 
Buying two-week bonds from the central bank 
is a liquid and risk-free investment option for 
commercial banks, since by definition its in-
terest rate is tied to the policy interest rate. 
The unlimited availability of this bill means 
that it would be expedient for commercial 
banks to invest in those instruments only, 
which provide better liquidity and yield, plus 
have less risk than the central bank bonds. 
Consequently, compared to more risky and 
less liquid investment alternatives, commercial 
banks will have higher yield expectations, 
meaning that they would only be willing to 

invest their excess liquidity in the market into 
facilities that offer a high interest premium, 
such as government bonds. We are probably 
not mistaken when we say that – among other 
reasons – other central banks do not offer the 
unlimited sale of excess liquidity at the policy 
interest rate because they do not want to drive 
up the yield expectations of the commercial 
banks.

using the balance correlations, the 
MNB’s analysts (for example Balogh, 2009) 
deduce that the growth of the state’s foreign 
currency reserves, resulting from the state’s 
indebtedness in foreign currency, inevitably 
leads to the increased volume of monetary 
policy instruments, especially the two-week 
central bank bill, which is used to finance 
this indebtedness. The starting point for 
the correct deduction is the fact that in the 
autumn of 2008 the Government debt Ma-
nagement Agency Ltd decreased the issue 
of HuF nominated bonds, relying more on 
international borrowing instead.

Since then, however, the forint liquidity of 
Hungarian banks has improved considerably. 
The question arises whether this liquidity 
could be re-channelled into financing public 
debt in a more direct and a less expensive 
way by introducing a limit on the MNB’s 
two-week bills. This would make commercial 
banks interested in finding alternative 
investment options for their liquidity and 
buying government securities (treasury notes). 
Naturally, this could only be envisaged as part 
of a longer adjustment process, during which 
cheaper domestic borrowing would replace the 
more expensive external borrowing to finance 
public debt. Consequently, the reduction 
of foreign currency reserves would go hand 
in hand with the reduction of two-week 
central bank bills used to finance them. The 
aim would be to achieve a new equilibrium, 
where budgetary risks are mitigated, but the 
foreign currency reserves do not fall below the 
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necessary level. The new equilibrium has two 
driving forces: the cooperation between the 
central bank and the government debt mana-
gement agency in choosing the optimal debt 
management instruments and the reduction 
of the commercial banks’ yield expectations 
by introducing limits on the available central 
bank bonds.

Correlations between monetary 
poliCy instruments and the 
finanCing of foreign CurrenCy 
reserves

When financial markets operate in a well-
balanced manner the central bank’s liquidity 
regulation instruments do not generate either 
robust liabilities (deposits, central bank 
bonds) or large claims (loans) in the central 
bank’s balance sheet; therefore these monetary 
instruments do not play a crucial role in 
the funding of central bank operations. it 
is an entirely different situation, however, if 
commercial banks tie up their excess liquidity 
in central bank facilities for a longer term 
and in larger volumes. in such a scenario 
the deposits they make and the bonds they 
purchase become important elements on the 
liability side of the central bank’s balance 
sheet. Since this is the current situation in 
Hungary, our analysis cannot ignore the role 
of monetary instruments in the funding of 
foreign currency reserves. We wish to present 
this in Table 10, which provides a summary of 
the yearly changes in gold and foreign currency 
reserves (hereinafter: foreign currency reserves) 
and their key financing sources.

data in the first row of the table show that 
between 2007 and 2011 Hungary’s gold and 
foreign currency reserves grew by over HuF 
1,000 billion every year. data in the second 
row show that around 80% of this increase on 
the asset side was financed from external bor-

rowing (denominated in foreign currency) in 
2008 and 2010 (iMF/eCB loan, net foreign 
currency inflow from the iMF’s SdR alloca-
tion). in contrast – as shown by the data in 
row 3 – the growth of foreign currency re-
serves was financed from domestic borrowing 
(given in forint8) up to 90 per cent at the end 
of 2009 and 100 per cent at the end of 2011. 
The developments of the year 2009 should be 
mentioned, because this was the time when 
Hungary drew euR 5.9 billion from the 
iMF/eCB loan facility. Having changed this 
into HuF and spent it, this amount appeared 
in the Hungarian economy as HuF liquidity, 
which was then tied up in the MNB’s two-
week bill. in four years the volume of domes-
tic borrowing, financing foreign currency re-
serves, grew in total by HuF 4,000 billion (13 
per cent of the GdP).

The year end HuF value of central bank 
liabilities, related to the three monetary in-
struments under review (deposits and bonds), 
appears as the “credit institution deposits” 
and “other deposits and liabilities” item in 
the MNB’s balance sheet.9 The table shows 
that in 2009 foreign currency reserves grew 
by almost exactly the same amount as “other 
deposits and liabilities”. Consequently, the in-
crease in the volume of two-week central bank 
bills played a crucial role in the increase of 
the financing of foreign currency reserves (the 
radical drop in “credit institution deposits” is 
linked to the previously shown developments, 
according to which the volume of overnight 
central bank deposits grew to HuF 1,100 bil-
lion by the end of 2008, followed by a series 
of drops, taking it below HuF 600 billion by 
the end of 2009).

The 2011 growth in the financing of for-
eign currency reserves was due to the growth 
of several sources of domestic borrowing. First 
of all we have to clarify that out of the HuF 
2,300 billion growth of the foreign currency 
reserves (given in HuF) HuF 900 billion 
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was the consequence of the depreciation of 
the forint. From the remaining HuF 1,400 
billion, HuF 487 billion was financed from 
the volume growth of “credit institution de-
posits” and HuF 324 billion from the volume 
growth of “central budget deposits”. in total, 
the growth of foreign currency reserves was 
financed from the growth of the commercial 
banks’ HuF liquidity, tied up in monetary 
instruments, to the tune of HuF 870 billion.

The table reveals a contradiction, namely 
that while the government tried to stimulate 
the economy in 2011, there was a significant 
HuF 324 billion increase in “central budget 
deposits”. This also includes single items (such 
as a large transfer from the european union). 
The central bank pays the state interest on the 
deposits, which is equivalent to the policy in-
terest rate; however, the excess liquidity of the 
budget generates a loss for the national econ-
omy the cost of funds inevitably exceeds the 
yields of the instruments).

it goes against the normal operation of the 
economy that the volume of “notes and coins 

in circulation” grew by HuF 332 billion, con-
tinuing the 2010 trend, when the volume of 
notes and coins in circulation increased by 
HuF 191 billion. There was a sharp increase 
in notes of large denomination in particular, 
which supports the assumption of the MNB’s 
experts that cash in circulation was increased 
with the purpose of accumulating liquid as-
sets, meaning that a large number of citizens, 
having lost their trust in the banking system, 
wished to keep their savings in cash (the Gov-
ernment debt Management Agency Ltd only 
started promoting the role of household sav-
ings within the financing of public debt in 
2012).

The above findings reveal that in 2011 in 
Hungary households, companies and the state 
also assumed the role of saver and their sav-
ings ultimately and inevitably contributed to 
the growth of the MNB’s funds. in 2011 the 
growth of foreign currency reserves was basi-
cally financed from the savings of domestic 
economic operators. it can be deducted from 
the balance correlations of the macroeconomy 

Table 10

yearly chaNges oF The MNB’s ForeigN cUrreNcy reserves  
aNd Their key FiNaNciNg soUrces (2007–2011) 

(huf billion)

description 2007–2008 2008–2009 2009–2010 2010–2011

1. gold and foreign currency reserves 2,205 1,897 1,087 2,324

2. liabilities in foreign currency 1,639 133 816 –126

3.
liabilities in huf 

from which: 788 1,527 182 1,528

3/a central budget deposits –69 120 25 324

3/b credit institution deposits 59 –366 75 487

3/c notes and coins in circulation 105 –123 191 332

3/d other deposits and liabilities 694 1,896 –109 385

4. huf exchange rate equalisation reserve 186 –5 185 909

Source: the mnb’s annual reports
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that if all economic operators start saving, 
while a significant surplus is achieved in the 
foreign trade balance and foreign exchange 
debt is paid off from foreign exchange bonds, 
savings will be manifested in the growth of 
foreign currency reserves. it should be noted 
that the MNB was able to finance this signifi-
cant growth of the foreign currency reserves 
from borrowings, the interest of which was 
equal to or even lower than the policy interest 
rate. Not to mention the growth of cash hold-
ings in excess of HuF 330 billion, which is 
basically free borrowing for the MNB. in spite 
of the fact that the MNB only managed to 
avoid a negative balance by generating a HuF 
100 billion exchange gain from the sale of for-
eign currency at the end of the year.

budgetary risks in the Coming 
years

The significant growth of foreign currency 
reserves between 2009 and 2011 increases the 
risk of the MNB’s negative balance in itself, 
because the larger the volume of the foreign 
currency reserves, the greater the difference 
between the interest income on the loans 
from foreign currency reserves and the inte-
rest expenses on the borrowings for the foreign 
currency reserves. The european Commission 
noted this budgetary risk in its 2012 autumn 
forecast. According to the Commission’s 
forecast, the MNB will have a negative balance 
in 2013; therefore the central budget will have 
a payment obligation in 2014 which will be 
equal to almost half a per cent of the GdP 
(HuF 150 billion). As a result, the european 
Commission’s (2012) forecast predicts that by 
2014 Hungary’s budget deficit will increase to 
3.5 per cent of the GdP. A similar deficit is 
foreseen by the MNB itself, noting that the 
main reason for this deficit is the growth of the 
foreign currency reserves (MNB, 2012, p. 58).

We also have to point out two additional 
risk factors, arising from the situation, 
analysed in our study. The first is that the 
MNB will only be able to finance a smaller 
amount of the foreign currency reserves from 
borrowings with an interest rate that is equal 
to or even lower than the policy interest rate. 
For example the deposit volume of the central 
budget will shrink, cash holdings will decrease 
again and the forint liquidity of commercial 
banks will become tighter. The other risk factor 
is that the growth of the foreign currency 
reserves occurred at a time when the forint 
was relatively weak. Consequently, the average 
purchase rate of the foreign currency reserves 
has become higher. As a result the MNB will 
be able to realise a relatively smaller exchange 
gain on the sale of foreign currency, compared 
to when most of its foreign currency reserves 
were purchased with a stronger forint. At the 
same time, however, the risk of a negative 
balance is mitigated by the lowering of the 
central bank’s policy interest rate.

in light of the risk of a negative balance it 
is paramount to consider whether solutions 
that mitigate interest expenses should be used 
with the monetary instruments, following the 
example of several european central banks.

it would be interesting to explore the 
possibilities of better harmonising the use 
of public debt financing instruments and 
monetary policy instruments in order to 
optimise the costs of their joint utilisation. 
What do we have in mind? We think that if 
the foreign currency borrowings of the state 
exceed its foreign currency repayment (and 
payment) obligations, this will increase the 
foreign currency reserves. Financing larger 
foreign currency reserves is a direct loss for 
the MNB and an indirect loss for the central 
budget. This extra expenditure should be 
considered when choosing instruments to 
finance public debt even if it appears indirectly 
and not immediately among central budget 
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expenses. in our view, considering the current 
safe amount of foreign currency reserves, cost-
efficiency on a national economy level should 
be given a higher priority when deciding on 
the financing of public debt.

There is another risk, posed by a higher 
average purchase rate for foreign currency 
reserves, related to the “HuF exchange rate 
equalisation reserve” becoming negative, 
because the reserve will be reduced at a time 
when the HuF exchange rate is higher. This is 
the most severe budgetary risk, because if the 
international perception of the Hungarian 
economy improves and as a result the forint 
gradually becomes stronger, the decrease in 
the forint value of the large foreign currency 
reserves could lead to a situation in a few 
years, where the central budget has to top up 
the MNB’s “HuF exchange rate equalisation 
reserve” in the amount of hundreds of billions 
of forints. A stronger forint could also lead to 
the deficit of the foreign currency securities 
equalisation reserve in a short time and – as 
seen before – the MNB’s accumulated profit 
reserve might not be able to throw a lifeline 
with its balance being positive enough to 
cover the negative balance of the two other 
funds.

it should be stressed that the above does 
not mean that the MNB’s management or 
the performance of the Hungarian economy 
are bad. On the contrary, serious payment 
obligations, related to monetary policy and 
accumulating foreign currency, will arise 
when the Hungarian economy starts to grow.  
The problem is that these payment obligations 
decrease the debt ratio and force the Fiscal 
Council to approve the budget appropriation 
bill only if the balance of the current budget 
improves with the amount that corresponds 
to the above-mentioned payment obligation. 

This, however, could lead to austerity measures 
which would curb economic growth.

The debt rule “trap”

We have to point out here that a dangerous 
“growth trap” is hidden in the current debt 
rule. What is it? it is the fact that Act CXCiV 
of 2011 on the Financial Stability of Hunga-
ry prescribes to calculate the public debt ra-
tio by intentionally filtering the effect of the 
exchange rate out of the debt Chart forecasts, 
since it stipulates that debt components 
denominated in foreign currency shall be used 
in the calculations at a uniform exchange rate. 
Legislators obviously wanted to eliminate an 
uncertainty factor from the strict regulation 
and avoid setting an impossible requirement 
in a situation where the forint weakens and 
the forint value of the foreign currency 
denominated public debt increases. in this 
case, however, a stronger forint will not 
improve the debt ratio. This, in itself, would 
not be a problem. The difficulty is that a steady 
HuF gain sooner or later would inevitably 
lead to the negative balance of the MNB’s 
“HuF exchange rate equalisation reserve”, 
thus generating a payment obligation for the 
budget, but the exchange rate effect, with 
which it could be counteracted, is not included 
in the debt ratio. Consequently, in the case of 
a significant and steady HuF gain, there is a 
high risk that the current debt rule could be 
observed only if other areas of the economy 
achieve savings to the tune of hundreds of 
billions. This would slow down economic 
growth. Therefore it would be advisable to 
reconsider the calculation method of the 
public debt ratio, taking into account the risk 
factors revealed in our study.
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