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Economic risk hits new record
The wheat separated from the chaff 
A Summary of the EcoRisk Index of the Country Report 

by weekly Figyelő and Political Capital Institute
June 3, 2009 
The economic risk index has dropped to the lowest level ever recorded, an annual average of 45.5. On a 100-point scale a lower value indicates a higher risk. At the end of last year, of all indicators the Hungarian economic growth index dropped to a dangerously low level: starting in the second half of 2008 it plunged close to 30 points and by the end of the year it sank to the worst (extremely high-risk) category. In the second half of 2009 the growth risk may slightly improve, although this year Hungary is unlikely to climb out of the high-risk category. Already on a downward slope, the economic crisis has given the Hungarian labour market a further push. Paradoxically, despite last year’s significant reduction of the budget deficit, at the end of 2008 the stability sub-index remained in the high-risk range (38.2). Last year signalled the end of a state of grace where Hungary, despite having opted for the wrong economic model, was priced by capital markets in the medium to low-risk category. After the wheat had been separated from the chaff, the country was put in its rightful place: the company of markets with the toxic mix of low growth potential and high indebtedness, i.e., countries representing high risk.
The economic weekly Figyelő and Political Capital publish their indicators monitoring political and economic risks for the sixth year in a row. In the case of indicators arranged along a 100-point scale a lower value indicates higher risk.
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Growth risk sub-index
Although the growth index has declined steadily since 2004, the process accelerated in 2008. In one third of the past eight years the Hungarian growth index fell in the low-risk ( high-growth) and in two thirds in the medium-risk category, and the decline accelerated only in the second half of 2008 when the index dropped close to 30 points, and by the end of the year it ended up in the extremely high-risk category (dropping under 20 points on a scale of 0 to 100).

The Hungarian economy has been hit extremely hard by the global crisis: the external-environment sub-index declined by the largest degree (by almost 60 points in one year). The internal-demand component has been very low since 2007.

According to our estimate, in the first half of 2009 the country faces increasingly deteriorating growth prospects and the index is expected to reach its lowest point in this half. In the second half the external environment can be expected to improve, which, in turn, will boost the processing-industry component. At the same time, we expect to see the further nose-dive of the internal-demand component. All things considered, for the second half of 2009 we forecast a slight improvement in growth, although we see no chance for Hungary escaping the high-risk category by the end of the year (we project 25 points by the end of the year and a 20-point annual average index). 
Based on the above scenario, the largest threat may be posed by the absence of an expected rise in external demand. In that case the Hungarian growth index may remain in the extremely high-risk range (around 15 points).

LABOUR-MARKET SUB-INDEX
In our earlier country reports analyzing economic risks we have already indicated that after years of  stagnation values in the labour-market sub-index are expected to deteriorate. In 2008 our expectations came to pass and it is all but certain that in 2009 (due only in part to the effects of the crisis) index values will continue to decline. Be that as it may, labour-market risks steadily increased throughout 2008 and by the end of last year 2007's sub-index value of 57.9 dropped to 54.5 points. While the level of labour-market activity slowed, unemployment increased steeply, and by the autumn of 2008 changes in the tax system and the forint exchange rate had adverse effects on wage competitiveness. While one area, the taxation of the private sector, showed spectacular improvement, this was reversed by the effects of the crisis as the sector suffered the highest rate of redundancies. 

In addition to the crisis, the rising risk is explained mainly by the fact that general and structural risks affecting the labour market were not eased last year: the adverse effects of poor public education on the supply of skilled labour persisted, while problems besetting the mass transportation system hampered labour-force mobility and daily commute, i.e., opportunities to enter the labour market. The extremely high labour-related tax gap increases the cost of employment, while the system of disability pension and child support act as disincentives for seeking employment – the first diminishing the chances of boosting labour-market activity and employment from the point of the employer, the latter from the point of the employee. In other words, as we indicated in the past, problems, for the most part characterising the labour market (especially low employment rate) are not related to the internal workings of the market; instead, they are traced to structural and deep-seated economic deficiencies. Although last year there has been no substantial change in this area, chances are better in 2009; with the passing of the crisis labour activity and a growth of private-sector employment can recover under more favourable structural conditions.

STABILITY SUB-INDEX
With a synthesis of external and internal stability indicators, the stability sub-index presents a picture of Hungary’s macro economic environment, more precisely of the level of risk due to a state of instability. The index demonstrates how specific actors (sectors) of the economy contribute to the development of instability: the population with its savings and borrowing, the state administration with the balancing of  revenues and expenses, and the Hungarian economy as a whole (the population, companies, banks and the state) through current account- and capital-balance deficits. The fourth component of the sub-index shows to what extent foreigners are willing to finance the current deficit (primarily through FDI) in a way that does not increase sovereign debt.

As starting in 2002 Hungary’s stability risk consistently remained in the high-risk range, following positive, albeit modest, developments over several quarters in 2007-2008, in the summer of 2008 it was reasonable to expect that the country would eventually return to the medium stability-risk range. In a paradox of last year, despite a significant decline in the budget deficit there was no breakthrough, and the stability indicator remained in the high-risk range even at the end of 2008 (38.2), which, in turn, at the peak of the global financial and economic crisis, forced the country to implement strict fiscal stabilization measures.

While, parallel to shrinking external markets demand for imports also declined in the current-account balance, due to the rising cost of external financing the income balance  also  deteriorated significantly. In addition, the country’s ability to attract foreign direct capital remained low, leading to a situation where financing could only be guaranteed through a run-up of external debt. However, since 2007, instead of public financing, the population’s irresponsible consumer/savings habit has become the major cause for rising stability risk. (Where this could lead in extreme cases, even in a well-balanced fiscal position, is well illustrated by the dramatic condition of the economies in the Baltic States.) However, looking ahead, the picture is brighter: thanks to the pressure applied by international institutions and money markets, this year public financing will deteriorate only slightly, while the current-account balance is expected to improve and the severe limits on borrowing options will put the population on a strict diet (with a concurrent substantial increase in savings). As a result of all the above, by the end of 2009 we expect the stability sub-index to rise to around 55 points, representing a return to the medium risk range.

While no breakthrough took place in 2008 and Hungary’s stability risk remains high, after running the gauntlet for seven years, the sub-index is expected to experience a long-awaited turnaround in 2009. Under pressure from money markets and taking a cue from public financing, the population will also be forced to curb borrowing and increase its savings. In addition, external stability is expected to improve substantially and conditions for capital flow may also take a turn for the better. Based on the above, we expect Hungary’s stability risk to return to the medium range and settle at around 55 points.

FINANCIAL Sub-index
Last year signalled the end of a state of grace where Hungary, despite having opted for the wrong economic model, was priced by capital markets in the medium to low-risk category. After the wheat had been separated from the chaff, the country was put in its rightful place: the company of markets with the toxic mix of low growth potential and high indebtedness, i.e., countries representing high risk. 
It became patently clear that the private sector's foreign currency dept exceeding 50% of the GDP is untenable, and the forint's stability seen over the past few years was due primarily to the accumulation of external debt.

2008 was the year of wild fluctuations on the foreign currency market. Following the abandonment of the forint's  fluctuation-band in March, the euro exchange rate sank below HUF 229, a development not justified either by the looming crisis or our assessment of the state of the Hungarian economy at the time. From the middle of the year the true course of the exchange rate became unmistakable. The gradual drying up of credit markets and the credit crisis following the collapse of Lehman Brothers demonstrated the fundamental weaknesses of the Hungarian economic model; the forint started to decline and subsequently reached a series of historic lows. While the international rescue package organized around the IMF agreement helped to bridge short-term refinancing difficulties, it could not offer a cure for the ailing Hungarian model. By the end of 2008 the forint became extremely volatile, and it is expected to remain so in the coming period.

For quite some time the Hungarian public deficit has been larger than savings held by the private sector; the deficit could not be financed without acquisitions by foreign investors. In short order, foreigners became the buyers and sellers of last resort defining rates, and their price sensitivity moved the market. In addition, the financial crisis also had an effect through a direct channel - credit-financed leveraged positions. The sudden closing of credit sources liquidated these positions almost overnight, putting considerable sales pressure on the Hungarian securities market as well.
Some domestic investors tried to mitigate the pressure by soaking up bonds dumped on the market. However, after a while they also over-extended their options and the intervention of the Hungarian National Bank on the securities market and the cooperation of the entire domestic financial system was required to prevent further rate increases. Even so, yields for long-term Hungarian government securities reached levels not seen since the Russian crisis 10 years ago. Not surprisingly, the rate-spread priced the country's high financial risk.
In addition to government security yields, high short-term interest rates also indicated that the country's and the banking system's risk assessment has deteriorated considerably. Fearing the loss of liquidity, banks raised interbank and deposit rates to attract funds and, to compensate for their high liability costs, they kept credit rates at a high level. However, instead of making loans with funds attracted by high interest rates, they deposited their money in the National Bank of Hungary ignoring the fact that with liability costs exceeding Central Bank deposit rates their profitability will drop steeply. However, at the end of 2008 the issue was not profits but survival, i.e., profit concerns were overruled by the urge to establish stability at any cost.

In 2008 the portfolio of government securities held by foreigners declined by close to HUF 800 billion, or around 23%. However, the drop in volume did not change the maturity structure of securities held by foreigners; the long-term approach seen in the past few years persists among investors deciding to hold on to their positions. In retrospect, looking at the lean year of 2008, this in itself may be seen as welcome news. 
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		2007. III. né.		2007. III. né.		2007. III. né.		2007. III. né.		2007. III. né.

		2007. IV. né.		2007. IV. né.		2007. IV. né.		2007. IV. né.		2007. IV. né.

		2008. I. né.		2008. I. né.		2008. I. né.		2008. I. né.		2008. I. né.

		2008. II. né.		2008. II. né.		2008. II. né.		2008. II. né.		2008. II. né.

		2008. III. né.		2008. III. né.		2008. III. né.		2008. III. né.		2008. III. né.

		2008. IV. né.		2008. IV. né.		2008. IV. né.		2008. IV. né.		2008. IV. né.



2000     2001      2002      2003       2004       2005       2006       2007      2008

Financial

Labour Market

Balance

Growth

Economic Risk Index

Az EcoRisk tényezői

79.375

56.3761762796

55.7388120758

70.43

65.4799970889

67.5

56.4844272375

55.6230509774

64.83

61.1093695537

69.275

57.2556955463

55.0650558412

56.9666666667

59.6406045135

53.925

58.2914294124

48.5687503038

57.7933333333

54.6446282624

62.75

58.7669143468

49.0814429762

61.0933333333

57.9229226641

55.7

57.2096428552

48.8201739431

52.9066666667

53.6591208662

52.575

55.834227559

50.6592210344

43.3766666667

50.611278815

57.825

54.9692783021

51.7743368561

46.22

52.6971537896

78.925

55.0743443692

51.9711948328

59.7266666667

61.4243014672

80.575

53.9464222517

48.8309470641

53.6466666667

59.2497589956

68.025

53.3855461784

44.3782341718

54.44

55.0571950875

78.125

51.5970402705

36.4005526047

56.6733333333

55.6989815521

70.75

51.6651350512

32.9987444289

53.6366666667

52.2626365367

70.025

52.0514462386

29.6695280789

62.1066666667

53.463160246

48.225

54.2879253768

28.6918274973

69.7

50.2261882185

40.15

54.6245550483

27.8943762316

72.6833333333

48.8380661533

35.325

54.7656056497

28.828070275

67.9366666667

46.7138356478

40.525

53.4973066027

27.348675729

61.6433333333

45.7535789163

41.275

53.4775553792

27.7327770953

61.5766666667

46.0154997853

49.075

52.8451327753

37.5541727793

52.8266666667

48.0752430553

66.15

52.8130082975

38.1256495878

48.81

51.4746644713

65.775

52.5668221273

39.6353320997

58.5333333333

54.1276218901

79.875

52.666607411

41.5869203995

60.5666666667

58.6737986193

69.575

53.60570774

41.3000337425

60.0733333333

56.1385187039

70.65

53.8696815272

39.570261353

63.5633333333

56.9133190534

66.475

54.3822911881

36.4874601071

55.3166666667

53.1653544904

55.475

56.5300260042

36.3492188173

52.46

50.2035612054

62.975

55.7911854702

31.4638021088

50.96

50.2974968948

68.875

56.5479677071

29.6793451431

58.5766666667

53.4197448792

74.5

55.561359653

29.6538591119

45.9681818182

51.4208501458

71.125

57.433283654

27.8705466892

42.699047619

49.7819694906

79.975

57.9089100159

33.7776668254

45

54.1653942103

53.825

58.7953108007

37.5592301009

46.5166666667

49.1740518921

52.95

55.6104889884

41.059543145

47.3933333333

49.2533413667

54.5

54.4497893715

40.6671898646

37.3366666667

46.7384114757

36

54.5300750092

38.212838756

19.29

37.0082284413




