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Medium Economic Risk

Despite a radical reduction of the budget deficit, Hungary's economic risk shows no significant decrease 

Figyelő Economic Risk Index (EcoRisk) is a brief synthetic index of economic risks generally characterising the Hungarian economy. Values of the index may range between 0-100 points. The higher index number indicates an improvement in the economy, i.e., there are fewer risks and more stability.  Lower numbers point to unfavourable trends, with more risks.  

Economic risks are due to a number of factors. With the help of our experts we selected four risk categories. EcoRisk is the result of the averaging of these four factors, sub-indicators. The four sub-indices are as follows: 

1. Growth sub-index,

2. Financial sub-index,

3. Stability sub-index,

4. Labour market sub-index.

In other words, growth fluctuations, uncertainties of the financial market, the state of macro-economic stability and inherent hazards of the labour market are risks that together shape the economy. The values of the sub-indices also move between 0 and 100 points and EcoRisk is the resulting average of measured values. 

The EcoRisk index is calculated and published in each quarter in the economic weekly Figyelő. Political Capital Institute announces annual trends at a news conference and compares these to the political risk index (PRI).
The following prominent economists participated in developing EcoRisk:

Attila Bartha (Kopint-Datorg Rt.),
Péter Duronelly (Budapest Alapkezelő Rt.),
Zoltán Török (Raiffeisen Bank Rt.).

ECORISK: SUMMARY AND OUTLOOK

At the end of 2007 the EcoRisk score stood at 52.6 points as compared to 52.3 points one year earlier, i.e., compared to Q4 2006 Hungary's economic risk did not change to a significant degree. Looking at growth, financial, stability and labour market risks as a whole, Hungary continues to be a country characterised by medium economic risk (taking as a reference group western-style modern free-market economies). In the fourth quarter of 2007, compared to the same period a year earlier, of the four EcoRisk sub-indices, three improved slightly (financial, stability and labour market indices), and one (growth) declined substantially. 

In 2007 the economic risks of the Hungarian economy (as shown by EcoRisk) did not change substantially despite the fact that last year the budget deficit was drastically reduced, by nearly 4 percent as a percentage of the GDP. The global environment was favourable: while the euphoria of 2006 was gone in the dominant German market, the largest European economy was characterised by expansion through the fourth quarter of 2007, and last year even the upheavals on global capital markets had no adverse effects on Hungary. A truly impressive reduction of the fiscal risk (moving from the border of extremely high- to the margin of the medium-risk range) failed to lower the country's overall economic risk. This is explained by the poorly-structured stabilisation program launched in September 2006. An increase of taxes and contributions related to employment was one of the pillars of the program. This was realised through increased taxes charged to labour (already extremely high by international standards), opening a wedge between gross and net wage increases and, for employees, resulting in a 5 percent wage loss in real terms. Most businesses reacted to a shrinking domestic market by taking a wait-and-see position, in part by layoffs, in part by the postponement of investments.  

As opposed to a rational and cautious, although from the point of primarily short-term growth prospects unproductive corporate behaviour, the reaction of the population was in part irrational with adverse impact on stability. Households experiencing a loss of income in real terms went to the extreme trying to maintain their habitual standard of living: they tapped into their savings while borrowings in foreign currencies set ever higher records. In short, the benefits of the deficit reduction were eroded from the stability side by the population's ‘fatalistic’ reaction, and by businesses’ hesitant and cautious behaviour that obstructed growth and the flow of capital. Consequently, 2007 was a year of contradictions and paradoxes in the Hungarian economy: while stability improved, the country's competitiveness declined. Even as last year’s stabilisation measures were sufficient to prevent a dramatic rise in short-term risks, the reduction of long-term risks and improved competitiveness would require a major shift in fiscal policies as well. In other words, Hungary's economic risk is not expected to decline in 2008. In all likelihood the EcoRisk value will remain in the medium-risk category, i.e., it will not return to the low-risk range last seen in early 2000. While the stability risk is expected to fall and internal growth prospects may improve, along with a slight increase in financial risks we foresee adverse developments on the labour market, where at best the employment level will stagnate with a simultaneous and significant rise in unemployment. 

	Key risk areas in the Hungarian economy:

1. Extremely high labour charges  

2. The stability program put domestic economic growth on ice

3. The population's net savings are greatly depleted

Our recommendations for risk reduction:

1. The tax on employment and the tax wedge charged to labour must be substantially reduced. Besides reducing labour-market risk, it would also boost internal growth.

2.  As, in many respects the Hungarian educational system fails to meet market demand, the quality of public education must be improved.  In the long term, the integration of basic economic/financial skills in public school core curricula may develop a rational financial behaviour in the Hungarian population. 

3. Based on the country's load-bearing capacity the proportion of welfare charges within the budget is extremely high. While compensating for tax reductions by spending cuts, to encourage a return to the labour market these charges must be reduced and early-retirement regulations must be tightened. 


ECORISK FACTORS: TRENDS
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1. Stability

Since the end of 2002 Hungary's stability risk has essentially stayed in the high-risk range and through the end of 2007 the country has been unable to pull itself out of that quagmire. The stability sub-index rose from 34.5 points in late 2006 to 36.7 points by the end of 2007, i.e., risks have slightly declined in this area.

As a percent of the GDP, last year the budget deficit dropped to 5.5 percent, which significantly reduced short-term risk. While the revenues were increased by higher taxes and contributions, the government failed to cut spending and the reform of the welfare systems stalled. This in turn raises doubts whether the trend of a declining budget deficit can be sustained.

Last year net public savings showed an adverse trend. In response to shrinking income, instead of belt-tightening, the population tried to minimise a decline in consumption, often by resorting to loans. 

Within the stability sub-index the current-account and capital balances showed the best picture last year. Export volume grew by 14 percent and import by only 12.2 percent. A lower rise in imports is explained in part by deferred corporate investments. 

The sub-index for non-debt type finances deteriorated by a significant degree. Foreign investments by Hungarian firms grew to EUR 2.7 billion, while FDI of EUR 4.2 billion to Hungary was accompanied by the negative balance of EUR 5.4 billion in portfolio investments. 

2. Labour market

Thanks to a substantial labour reduction in the public sector, labour market risks slightly decreased in 2007, despite a drop in economic activity and the employment level. 

For quite some time the major underlying weakness of the Hungarian labour market has been represented by a low activity rate. While in the first half of last year efforts at the whitening of the economy showed some results, in the second half the momentum stalled. Along with a drop in domestic demand, employers reduced headcount while many potential employees fled to the relative security of inactivity.

In the past we were proud of our unemployment rate; at one time it was the lowest in all new EU members states. Then, in a few years the tide changed: last year, in an EU ranking Hungary was already the third from the bottom. The profitability problems of companies depending on domestic demand and extremely high labour costs have inevitably led to a jump in unemployment. 

Real-effective exchange rate based on unit labour costs slightly declined last year, indicating that companies’ labour-cost adjustment efforts were relatively successful. 

Public “charges” to the private sector significantly improved last year; by the end of 2007 this component represented the smallest risk on the labour market. In the past year the public sector reduced the number of employees by 50 thousand and the current number of 715 thousand public employees is 110 thousand less than it was at the end of 2003. 

3. Growth

Growth prospects steadily declined throughout the year. By the last quarter the growth sub-index dropped to 40 points, i.e., moving to the border between the medium- and high-risk bands.For the year as a whole, the external business environment was favourable for the Hungarian economy, although in the second half it deteriorated to some degree. 
For years the processing industry has been helped by external growth, although due to internal stability risks this was never fully exploited. The past year was also characterised by contradictions in this area. Investment in machinery data shows an improvement not seen in 8 years. Earlier, the level of investment in the processing industry was very low with many companies deferring investment projects. In response to a buoyant external environment companies started to make up for lost time. The overall picture was also improved by some major investments (e.g., Hankook and Bridgestone). Trade figures show a sharp decline in 2007. This area has become the most critical point for Hungarian economic growth. In the second half the sub-index dropped below 20 points, already in the high-risk category. Of course, in light of the effects of the austerity measures on living standards, there is little cause for surprise. 

4. Finances

2007 was overshadowed by global financial troubles. While the sense of uncertainty increased significantly, in 2007 little of this was felt in Hungary. Financial risks decreased slightly. The volatility of the Hungarian currency was slightly less last year than in 2006 and, in fact, all year the rate hovered close to the strong edge of the (than still existing) intervention band, i.e., in the bottom quarter. 
The ten-year interest margin also tested a five-year low in 2007.  During most of the year rates, including for 10-year Hungarian government securities, were traded in a narrow band, while in response to a creeping global inflationary pressure and European Central Bank rhetoric for monetary discipline, government-security yields started to grow in Europe. By the middle of the summer the spread between the two markets dipped below 200 base points (2 percentage points), a phenomenon last seen nearly five years ago. The 3-month money market margin, measuring liquidity on the inter-bank market and short-term rate expectations, steadily improved over the year. Early in the year Hungarian inter-bank rates surpassed the European average by around 4 percentage points, although by the end of the year this melted to below 3 percent. The decline was due to shrinking domestic rates and rising rates in Europe. In Hungary the inter-bank rate fell in response to the decrease of the Central Bank base rate and related, often rather exaggerated, expectations. Concurrently, in the euro zone rates increased due to shrinking liquidity on the inter-bank market. 

The maturity structure of government securities held by foreigners shows that foreign investors’ confidence in Hungary continues unabated. Last year the country's sovereign debt was solidly financed by foreign investors and, in respect to the maturity structure, they hold a proportionate share of long-term instruments. This is expected to last as long as other risk indices, including Hungary's credit rating, remain relatively stable.

Appendix

EcoRisk – by quarter

	Quarters
	Financial
	Labour market
	Stability
	Growth
	EcoRisk

	Q1 2000
	65.5
	56.4
	55.6
	71.8
	62.3

	Q2 2000
	64.5
	56.5
	54.9
	65.6
	60.4

	Q3 2000
	65.1
	57.3
	54.8
	57.1
	58.6

	Q4 2000
	62.8
	58.3
	48.6
	56.0
	56.4

	Q1 2001
	64.6
	58.8
	49.1
	58.4
	57.7

	Q2 2001
	61.9
	57.2
	48.8
	48.2
	54.0

	Q3 2001
	59.5
	55.8
	50.7
	35.9
	50.5

	Q4 2001
	63.4
	55.0
	51.8
	39.1
	52.3

	Q1 2002
	68.6
	55.1
	52.0
	53.2
	57.2

	Q2 2002
	70.0
	53.9
	48.8
	47.9
	55.2

	Q3 2002
	67.1
	53.4
	44.4
	49.7
	53.6

	Q4 2002
	69.9
	51.6
	36.4
	51.5
	52.3

	Q1 2003
	66.0
	51.7
	33.0
	47.5
	49.5

	Q2 2003
	66.6
	52.1
	29.7
	56.7
	51.3

	Q3 2003
	68.1
	54.3
	28.7
	66.0
	54.3

	Q4 2003
	61.8
	54.6
	27.9
	70.7
	53.8

	Q1 2004
	59.8
	54.8
	28.7
	66.1
	52.3

	Q2 2004
	62.1
	53.5
	27.1
	58.8
	50.4

	Q3 2004
	62.4
	53.5
	27.8
	57.3
	50.2

	Q4 2004
	65.0
	52.8
	37.9
	48.2
	51.0

	Q1 2005
	67.7
	52.8
	39.0
	42.8
	50.6

	Q2 2005
	68.7
	52.6
	40.9
	54.9
	54.3

	Q3 2005
	73.9
	52.7
	42.8
	57.0
	56.6

	Q4 2005
	71.5
	53.6
	42.7
	56.8
	56.1

	Q1 2006
	70.9
	53.9
	41.1
	62.2
	57.0

	Q2 2006
	70.5
	54.4
	38.7
	51.7
	53.8

	Q3 2006
	68.5
	56.5
	39.1
	49.4
	53.4

	Q4 2006
	71.1
	55.8
	34.5
	48.0
	52.3

	Q1 2007
	71.5
	56.5
	33.0
	55.9
	54.2

	Q2 2007
	73.3
	55.6
	33.0
	46.0
	52.0

	Q3 2007
	72.0
	57.4
	31.8
	42.3
	50.9

	Q4 2007
	75.7
	57.9
	36.7
	39.9
	52.6


Figyelő Economic Risk Index (EcoRisk) methodology 

The Figyelő Economic Risk Index has been prepared based on the consolidation of four sub-indices (growth, financial, stability and labour market sub-indices), indicators that express fundamental risk factors determining Hungarian economic performance. The growth sub-index provides information on risks generated by economic growth, based on the IFO-barometer reflecting the dynamics of German economic performance defining Hungarian foreign trade, output by the processing industry that is a key indicator for export-driven growth, investment in machinery that reflects corporate growth expectations, and inflationary trends that reflect stability / reliability factors. The financial sub-index shows major financial market risks based on the prevailing interest premium measured against the euro zone, long-term interest rate forecasts and as expressed in exchange rate volatility and the average maturity of foreign-owned government securities. The stability sub-index is a synthesis of macro-economic stability risk factors taking into account the position of the state budget, savings by the population, the current-account balance and its financing with non-debt type instruments. And finally, the labour-market sub-index expresses the risk inherent in economic activity, unemployment, work/unit costs and the rates of employment in the private and public sectors.

Sub-index values range on a scale between ‘0’ and ‘100’, where ‘0’ represents the highest possible risk and ‘100’ a totally risk free environment. The four sub-indices are taken into account with the same weight, and components within each sub-index also have an equal weight. Whenever possible, in determining the value of specific values along the scale we use external reference values as benchmarks (e.g., in the case of economic activity, guidelines stipulated within the European Union). In lack of such standards, we use expert estimates based on experimental values. We issue sub-index figures for each quarter on a retroactive basis, for the time being. The risk levels may be interpreted as follows: between 0 – 20: very high; between 20 – 40: high; between 40 – 60: medium; between 60 – 80: low; between 80 – 100; very low.
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