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AN ESSENTIAL STEP IN controlling the expansion of government con-
tingent liabilities and reducing fiscal risk is being able to identify and
measure them. In this chapter we discuss how this may be done, and
we demonstrate how an assessment of fiscal adjustment may change
substantially when a broader picture of government obligations is in-
cluded. The chapter is based on a 1999 analysis of fiscal adjustment in
the Czech Republic, Hungary, and Bulgaria.

The Czech case provides an example of officially balanced govern-
‘ment budgets and of the extensive use of guarantees and other forms
of off-budget support. The case study shows how to deal with some
icult conceptual and measurement issues when estimating govern-

s in the government debt and constrained off-budget fiscal activi-
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faced high budget deficit and debt levels. Less-visible aspects of fiscal
adjustment, however, pull the comparison of the fiscal performance of
the two countries in the opposite direction. Somewhat like Hungary,
Bulgaria maintained low, transparent government exposure to fiscal
risk. And somewhat like the Czech Republic, Bulgaria has been com-
mitted to low budget deficits and macroeconomic stability—since 1997
at least, after having introduced a currency board arrangement. In
contrast to both the Czech Republic and Hungary, however, Bulgaria
has been slow in the transition process and has yet to meet the fiscal
challenges of the needed enterprise restructuring and investment in
infrastructure and environment.

Although each of the three countries has taken a different path to
fiscal adjustment, economic realities and opportunities may lead to
more similar behavior in the future. As the Czech Republic’s hidden
liabilities came to light in 1998, the government faced pressure to im-
pose discipline in resolving old and taking on new fiscal risks. As for
Hungary, the favorable fiscal performance in the second half of the
1990s emboldened the government to take on greater liabilities than it
had been able to handle during the adjustment period. With the Czech
government taking a tougher stand on contingent liabilities and the
Hungarian government showing signs of loosening its established con-
trols, a comparison of the two countries in the future may show a
different pattern than that evident at the end of the 1990s. Bulgaria’s
recent favorable fiscal performance has yet to be tested by the tradeoff
of fiscal prudence versus a more aggressive strategy toward the country’s
development and accession to the European Union (EU). All three coun-
tries consider their accession to the European Union a key policy pri-
ority, and their motivation to meet the EU accession requirements
(including requirements on the quality of infrastructure and environ-
ment) is high.

The three sections that follow apply the Fiscal Risk Matrix (pre-
sented in Chapter 1 of this volume) and analyze the “true” fiscal posi-
tion of the Czech Republic, Hungary, and Bulgaria. The main
conclusions and suggestions for future work are summarized in the
final section.

Measuring the True Fiscal Deficit
of the Czech Republic

The Czech Republic has been known for its balanced government bud-
gets. In contrast to most countries, however, fiscal performance in the
Czech Republic encompasses a significant number of government ac-
tivities financed outside the budgetary system. These activities gener-

ata ficmnl wiclra Rarantls thaca aff_hadaat ficral ricl-c hava harnme mare
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E&.En. because state guarantees and agencies that are either explicitly
or implicitly guaranteed by the government have generated significant
claims on the budget (see Table 9.1).

Given the magnitude of off-budget activities, fiscal analysis in the
Czech Republic should identify all the main activities of a fiscal nature

Table 9.1 Fiscal Risk Matrix, Czech Republic

Contingent liabilities

Sources of Direct liabilities (obligation if g

obligations  (obligation in any event) particular event occurs)

Explicit

Government e Foreign and domestic  ® State guarantees

liability as sovereign debt * Liabilities and other obligations

recognized ¢ Budget expenditures of Konsolidacni Banka

byalawor e Future legally bind- ® Obligations of Ceska Exportni,

contract ing expenditures EGAP (an export guarantee fund),
and Deposit Insurance Fund

Implicit

A .,.th.mﬁ. ¢ Future investment ex- * Obligations of National Property

obligation of penditures to meet EU  Fund (own debt, guarantees,

government accession requirements  and obligations to Ceska Inkasni

thatreflects e Future recurrent ex- Land Fund, and similar entities) ,

mu_u:n and penditures related to o Liabilities of Ceska Financni and

interest group  public investment Czech National Bank (result of

pressures projects the central bank’s nonstandard

¢ Military expenditures operations)

as required by North e Liabilities of banks (Komercni
Atlantic Treaty Organ-  Banka, Ceska Sporitelna)
ization (NATO) ¢ Further losses and defaults of
large enterprises (Czech Railways)
* Obligations of PGRLF (an agri-
cultural credit and guarantee fund)
* Liabilities and other obligations
of subnational governments
e Liabilities of credit unions
(Kampelicka) and private
pension funds

Note: The liabilities listed refer to the fiscal authorities of the central government.
Because the government is legally obliged to pay future public pensions (a public pay-as-
you-go pension scheme), future pensions constitute a direct (expected with certainty)
nxv:n_..n (legal) liability. The expected investment expenditures that are needed to meet EU
accession requirements are the major direct implicit liability. State guarantees and financ-
ing through state-guaranteed institutions are key examples of explicit contingent liabili-
ties. And, like that of many other countries, the financial system represents the most

serious source of implicit contingent liabilities for the Czech government.
Knassens Tha asishon
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in order to determine the “true fiscal deficit.” .mxn_:&um the quasi-
Hnwmonm activities of the central bank, the Czech Zm.zonm_ Bank, the “hid-
den” part of the fiscal deficit comprises two main nOB@Oﬁmﬁm".g net
spending on programs of a fiscal nature by m@nnwm_ off-budget institu-
tions—Konsolidacni Banka (KOB), Ceska Inkasni (CI), O.mmrm. m_smbm&.:
(CF),! and the National Property Fund (NPF); m.na AE E%_ﬁ.m EE&-
dies extended through state guarantees. For the financial nm_mrwnm _uw
of the special institutions, mMM mwmc__m 9.1 (developed by the Ministry o
i f the Czech Republic). S :
mEMMM nmmu\ given year, %2 public spending by these institutions mE
cludes cash outlays on new programs in ﬁ.rm form nm %anz.& cre _Mm
and asset purchases,” and interest expenditures. This spending _m ad-
justed for debt collection, interest revenue, and ﬁw.ﬁr.on revenue .BW
programs. Table 9.2 shows the components of the hidden .mmmn__a. [
the remainder of this section, we explain each row of this table in

detail.

Figure 9.1. Financial Relationships of Special, Off-Budget
Institutions, Czech Republic
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Source: Ministry of Finance.
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Table 9.2 Sources of “Hidden” Deficit in the Czech Republic,
1993-98

(billions of Czech koruny)

1993 1994 1995 1996 1997 1998

Konsolidacni Banka

(KOB)* (net public

expenditures) 27 73 4.5 0.9 10.6 28.8
Ceska Inkasni (CI)

(net public expend-

itures) 20.1 6.6 4.9 4.8 3.1 2.7
Ceska Financni (CF)

(net public expend-

itures) n.a. n.a. n.a. n.a. 0.6" 1.8
National Property

Fund (NPF) (net

public expenditures,

excluding KOB

and CI) 4.2 8.2 4.3 1:9 2.0 2.6
State guarantees

(“hidden” subsidy,

risk-adjusted) 0.1 -0.4 1.3 14.9 5§15 26.7

Total (% of GDP) 3.2 1.9 11 1.5 41 3.5

n.a. Not applicable.

a. Activities of KOB include a credit to finance stabilization program of CF. Therefore,
table includes only interest payments by CF (which are reported as interest income of
KOB).

b. These figures are interest payments to KOB on credit taken by CF from KOB to
finance stabilization program. In addition, CE paid interest to CZKO0.8 billion and CZK2.8
billion in 1997 and 1998, respectively, to Czech National Bank on its credit from Czech
National Bank to finance consolidation program.

Sources: Ministry of Finance, Konsolidacni Banka, Ceska Financni, National Property
Fund, and calculations by the authors.

Until 1993, off-budget programs dealt mainly with pretransition
problems inherited by the banking sector. These programs had been
financed through Konsolidacni Banka. This bank was capitalized by

 the National Property Fund (the privatization agency whose revenues

are derived from asset sales and borrowing on domestic markets) and
borrowing from the Czech National Bank.> In 1995 the Ministry of
Finance established Ceska Inkasni, a nonbank financial institution with
the mandate of cleaning up the portfolio of a state-owned bank, the
CSOB. Covered by a guarantee issued by the National Property Fund,
Ceska Inkasni obtained a credit from the CSOB and used this credit to
purchase CSOB’s bad assets at face value.
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Table 9.3 Programs Covered by National Property Fund,
Czech Republic, 1993-98
(billions of Czech koruny)

During 1996-98, a new bank consolidation and stabilization pro-
gram was launched to deal with newly emerging problems in the bank-
ing sector. In order to implement these programs, the Czech National
Bank established Ceska Financni, another nonbank financial institu-
tion. In 1998 Ceska Financni had in its portfolio nonperforming assets
purchased at face value from small and medium-size banks (in the

1993 1994 1995 1996 1997 1998

Financing environment-

amount of about CZKS50 billion, or 3 percent of GDP). It financed the .m_ Hmm.pm?_:mnom o D4 e b 14 £l

purchase through borrowing (one-third) from Konsolidacni Banka and mEmuQ.nm development

(two-thirds) from the Czech National Bank. R eilway route L A Bl . 0-2
The Czech National Bank also financed other bank rescue opera- Ribort g state-awned 9 0.3 02 0.3

tions, which became the source of a further addition (CZK161 billion, ROLCIprises | = 0.5 L ’ : ’

over 9 percent of GDP) to its portfolio of substandard assets in 1998. mzmw g e tural 61 1.0

Of the total amount of substandard assets held by Czech National 3 Mm_.nnmwmm MM 15 16 Mw MM ww

Bank, the government covered the risk for 12 percent of the assets. A e ’ ’ ’ ’ ) ’

further 22 percent of these assets were in the form of a credit from the National Property Fund’s

Czech National Bank to Konsolidacni Banka and thus were indirectly “hidden” fiscal deficit® 4.2 8.2 4.3 1.9 2.0 2.9
also covered by government.

Aside from the bank rescue operations, Konsolidacni Banka and, Ry included

less directly, the National Property Fund financed government pro- ! HE A.Em..g Ll
grams to support troubled health insurance companies, public hospi- nsmﬂ:ﬂm ¢
tals, and the Czech Railways, to build infrastructure, and to clean up e
industrial enterprises for privatization (see Table 9.3). The National nwmasn mﬂaMOE_u na 0.8 04 04
Property Fund financed these programs partly from privatization rev= S A o”uw 6 A o . ’ ’
enues but also partly from its debt issuance. The contributions to the g o anahon
“true” fiscal deficit by the National Property Fund exclude principal MWB_U m.MnHmAOEU o na na na 01
repayments and thus do not reflect the ongoing financing of pre-1993 P D A - - - .

. e 1 4 rovisions to Ceska
programs by the National Property Fund. In addition, both Konsolidacni Tnkasni (CI)® na na 3.4 103 55 6.0
Banka and the National Property Fund accumulated their own contin- B | ation pro- h o .
gent liabilities in the form of various guarantees on environmental B i of CF
liabilities.* (through KOB)® n.a. n.a. n.a. n.a. 0.6 1.8

The impact of guarantees on the hidden deficit is estimated as the

net implicit subsidy provided through guarantees in a given year from Others, included in

the portfolio of guarantees issued in that year. This estimate is the. reported budget

potential fiscal cost of government obligations, which will emerge from deficit:

the guarantees in the future. If the amount of this subsidy had been Transfers accord-

transferred to a guarantee reserve fund the same year the guarantee ing to state

was issued, it would have covered potential future claims emerging budget law® 9.5 194 107 na. na. na
from the guarantee. The cost of default would be paid from the guar- n.a. Not applicable.

antee reserve fund and thus would not affect the budget and the def .. Negligible.

~ Note: KOB = Konsolidacni Banka; CF = Ceska Financni.
ﬁ a. Excluding transfers to KOB, CI, and CF and transfers according to state budget law.
' b. These items are excluded from the “true” deficit calculation. National Property Fund’s
enditures related to KOB, CI, and CF are accounted for as financing items of these
nstitutions.
~ Sources: National Property Fund’s annual reports and calculations by the authors.

Our assessment of each guarantee and its underlying project Exm
vided the basis for estimating their future fiscal costs. Projects were
ranked according to their risk. Accordingly, the default risk of ea
guarantee was estimated. The probability of default was determined
by careful consideration of each loan. Table 9.4 shows the amounts
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Table 9.4 Risk of Guarantees Issued, Czech Republic,
1993-98

(face values, billions of Czech koruny)

Risk 1993 1994 1995 1996 1997 1998
i 00 108 517 310
high (90%) 0.0 0.0
M”Hmw %o.h; 00 00 00 Hm.w Nw.m w.m
i 13.3 . . :
15%) 50 0.0
rzoﬂ_ﬁ& 37 00 1.8 00 00 870
Total 87 00 151 300 77.8 1258

Sources: Ministry of Finance and calculations by the authors.

guarantees issued according to their risk E:W.Em. The _BJ_“QH mﬁwmﬂww.
(risk-adjusted) imbedded in state guarantees 15 nmjn:_mﬂaﬂ erM MM _Mﬁ
ing the loan amount for which a guarantee émm._mmcmm. y the % i
risk. To avoid double counting, the net :ﬁwrnﬁ ms?.wiﬁ or W e _.” :
contribution to the hidden deficit in a given year, 1s defined m_m the to Wn_
implicit subsidy provided in a given year minus guarantee _M_ m_mum pa -
from the budget and reported in the budget Emﬂ year. Table 9. %”Mn
vides the risk-adjusted amounts of guarantees issued each year an
claims paid from the budget on guarantee defaults each %mwn_.. B
Estimates of the “true” fiscal mmm_nmﬂ in the Czech Wn_u: mn AO a y
9.6) indicate that, contrary to the widely accepted 52w t .nm mumnnm_
Republic’s fiscal performance has not been noteworthy for it 5
restraint. Moreover, demands on new guarantees and programs to :
financed through various off-budget agencies have vmoa“ mnwéﬁmr
left to grow as in the past, the off-budget risk to future fiscal stability

Table 9.5 Contribution of Guarantees to “Hidden” Deficit,

Czech Republic, 1993-98
(billions of Czech koruny)

Risk 1993 1994 1995 1996 1997 1998
Very high (90%) 00 00 00 w.w »M.M Nm.w
High (30%) 0.0 0.0 0.0 M.A o.w H”m
Medium (15%) 0.7 0.0 2.0 : o.o 2
Low (5%) 0.2 0.0 0.1 0.0 A ww.a
Subtotal 0.9 0.0 2.1, wa mww -m...\
Budget paid out {-) -0.8 -04 -08 0. : -
Total 0.1 04 1.3 149 515 NMW
(as % of GDP) 0.0 =00 0.1 1.0 31 3

Sources: Ministry of Finance and calculations of the authors.
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Table 9.6 Czech Republic “True” Fiscal Deficit, 1993-98
(percent of GDP)
1993 1994 1995 1996 1997 1998
Reported fiscal deficit -0.5 -1.3 0.3 0.5 1.1 1.4
“Hidden” fiscal deficit in
the special institutions
(KOB,CL,CF,and NPF) 32 19 1.0 05 1.0 2.0
“Hidden” fiscal deficit in
guarantees (net hidden
subsidy, risk-adjusted) 0 0 0.1 1.0 3.1 15
- “True” fiscal deficit 2.7 0.6 1.4 2.0 52 4.9

Source: Calculations of the author.

would increase significantly. By mid-1999, the government had only
begun to develop an institutional mechanism to keep a check on its
off-budget obligations and the ensuing fiscal risk.

The sharp increase in the amount and risk of guarantees issued by
the state is troubling. The bulk of the increase has emerged from the
government’s support of the banks and the Czech Railways. In 1997
and 1998 the government issued a CZK22 billion (1.4 percent of GDP)
guarantee to Czech National Bank on some of its very risky lending
for bank restructuring and a CZK31 billion (nearly 2 percent of GDP)
guarantee to a bank (CSOB) on its claim against a Slovak financial
institution (Slovenska Inkasni). To support the Czech Railways, the
government issued two guarantees, each over CZK20 billion with a
very high default risk in 1996 and 1997 on railway modernization.
The hidden cost of the guarantees has already started to show as a
growing claim on the budget emerging from guarantee defaults. Claims
on the budget increased from about CZK1 billion annually during
1993-96 to CZK2 billion in 1997 and almost CZK7 billion in 1998.5

Another related, troubling fact is the rapidly increasing level of hid-
~ den public liabilities. Stocks of these liabilities have been accumulat-
ing outside the budgetary system as a result of the hidden deficits (annual
flows), mainly in the form of borrowing by the special institutions to
finance their government programs.¢ Table 9.7 shows the approximate
levels of hidden public liabilities, excluding the nonguaranteed quasi-
fiscal operations of the Czech National Bank. Comparison of the fig-
ures of hidden deficits in Table 9.2 with the resulting hidden liabilities
1 Table 9.7 illustrates the extent of cross-financing among the special
nstitutions and of the use of privatization revenues to partly cover the

st of off-budget programs.
- Off-budget programs, such as guarantees and support extended
ough Konsolidacni Banka, the National Property Fund, PGRLF (an
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Table 9.7 Hidden Public Liabilities, Czech Republic, 1993-98
(billions of Czech koruny)

1993 1994 1995 1996 1997 1998

Konsolidacni Banka® 79 81 79 70 86 98
Ceska Inkasni® 20 27 25 17 8 7
National Property Fund® 29 33 40 22 fird 15
State guarantees® 3 3 6 28 74 107

Hidden public liabilities* 131 144 150 137 185 226
Hidden public liabilities

(% of GDP)? 13.1 12.1 10.8 87 109 124
Reported gross government

debt 159 162 154 155 173 194
Reported gross government

debt (% of GDP) 15.8 137 11.2 11.2 103 10.6

a. Activities of Konsolidacni Banka include financing of the stabilization program of
Ceska Financni. Therefore, the table does not include Ceska Financni as a separate entity.
All figures are net of provisions and reserves.

b. Guarantees outstanding at the end of each year adjusted for risk.

Sources: Konsolidacni Banka, Ceska Inkasni, National Property Fund, and calcula-
tions of the authors.

agricultural credit and guarantee fund), and other, possibly new agen-
cies and guarantee funds, impose costs on taxpayers with a delay but
with no discount. As has already begun to happen, past hidden deficits
and servicing of the hidden government debt outside the budgetary
systemn generate claims on the government budget.

State guarantees generate significant budget claims. Assuming that
no new state guarantees are issued, the budget may need to cover about
CZK4 billion annually in future years and CZK33 billion in 2002 if
the debt of Slovenska Inkasni to CSOB is not resolved. Table 9.8 builds
on Table 9.5, and, taking into account individual guaranteed debt re-
payment schedules, it shows the expected guarantee claims on future
budgets. Figures in Table 9.8 are obtained by multiplying the default
risk by the annual scheduled payments. More conservative assump-
tions of default risk would increase the estimated claims on budget
resources.

Another source of future claims on the budget is Konsolidacni Banka.
It experienced a loss of about CZK14.4 billion in 1998 that later was
covered by a state bond issue. New programs, however, have required
further borrowing and continue to generate losses. Claims on the state
budget reached CZK80 billion during 1999-2000.

Without further privatization revenues, the National Property Fund
will need to borrow further to meet its commitment for Ceska

Financni, Ceska Inkasni, environmental recovery, and railway devel-
nnment and tn caver nrincinal renavments far ite nhlicatinng 7 Analv-
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Table 9.8 Estimated Guarantee Claims on the Budget,
Czech Republic, 1999-2030
(billions of Czech koruny)

Guaran-

tees out- Average Expect-

standing default ed total 1999- 1999-
in1998 risk clatms 1999 2000 2001 2002 2003 2003 2030

284.8  38% 107.4° 3.3 4.9 54 333 37 505 978

a. The government guarantees both interest and principle repayments. The figure shown
is the net present value of guarantee claims on future budgets.
Sources: Ministry of Finance and calculations of the authors.

sis of the National Property Fund’s commitments, excluding those
for Konsolidacni Banka, suggests that, to meet its obligations, the
fund will need about CZK135 billion a year during 1999-2003 and
about CZK33 billion in 2004.

In the medium to long term, off-budget financing of government
activities, guarantees, and other contingent liabilities surfaces as in-
creases in government debt. In the Czech Republic, the expected in-
crease in the public debt by the amount of hidden public liabilities
(estimated in 1999 at around 12.4 percent of 1998 GDP as shown in
Table 9.7) is significant but not disastrous. What appears as disastrous
is the dynamic in the rise of the hidden public liabilities. Clearly, the
levels of new guarantees issued and the new government programs
entrusted for financing to Konsolidacni Banka are not sustainable. Their
continued growth at the current pace would in a few years endanger
fiscal stability and thus play against the country’s objective of EU ac-
cession. The situation will appear more serious if “implicit” govern-
ment liabilities are included in the deficit and debt calculations.

Finally, it remains questionable to what extent off-budget programs
contributed to achieving the main policy objectives of the government.
In some instances, these programs substituted for structural reforms.
For example, instead of preventing problems in the banking sector from
recurring, bailouts of banks and enterprises paid for failures likely to
occur again. Sometimes programs that did not qualify for budgetary
support (for example, an additional subsidy to the Czech Railways) did
qualify for assistance outside the budget (such as a very risky guarantee
extended to the railways). Moreover, often these programs implied that
government would help again in the event of future failures, and thus
may have generated moral hazard among market agents, reducing their
incentives to improve productivity and competitiveness.

Because FU accession and integration with European markets are
the highest policy priority, the government has a powerful incentive to

o yil AR FEY ri ) PR PRE R AR, | SRS P U PR, G (SR [ PERRL SIS, U, [, [
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periodic reporting on contingent liabilities and fiscal risks, new laws
on budget management and state asset management, consolidation of
the assets and liabilities of Ceska Financni and Ceska Inkasni in a
single portfolio under Konsolidacni Banka, a law restricting the func-
tions of Konsolidacni Banka, privatization of the large state-owned
banks, the planned introduction of a medium-term expenditure frame-
work that would reflect off-budget fiscal risks, and a new capacity in
the Ministry of Finance to analyze and manage fiscal risks. If imple-
mented, these initiatives should significantly narrow the gap between
the reported and true budget deficit and improve the overall effective-
ness and efficiency of the use of public resources.

Transparency and Containment
of Fiscal Risk in Hungary

Compared with the Czech Republic, Hungary emerged in 1990 with a
much larger government debt and a higher expenditure-to-GDP ratio.
But Hungary has been more determined and successful in managing
fiscal risk. In liquidating old contingent obligations and undertaking
new ones, the government has been guided by two principles: explicit

risks should be identified, and new risks should be undertaken within

the approved budget framework. These principles—transparency and

containment—have not always been applied consistently, but they have

put the government in a better position to withstand economic setbacks.

Transparency has been achieved as the risks and costs of past policies
have been made explicit and, where appropriate, funds have been set
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insurance m:umr the private pension guarantee fund, and funds i
sioned by various institutions to pay for calls on ﬁ_“n risks the bmowm-
Hrm &..mé on these funds has been very small thus far Em_ﬂﬁ:ow.
m_nm_.gn_m.~ sector has been diversified and transferred (in :ﬂ_oﬂ nmmmmvﬁ :
foreign investors, Financial markets have given Hungary a much m £
?ﬁ#mw_m rating than in the past, as reflected by the government’ e
cess in floating longer-term bonds. e
Izw_m@ in the Czech anzvrp early in .Hrm transition, fiscal stability in
gary was Jnn_an.:_zmm by the banking system and its large volum
om.nomwﬁ..moazmm loans. To finance bank restructuring and m:n :
privatization, the government issued bonds and guarantees qms“:%m% y
Because they bypassed the budget, bonds and guarantees created amav..

den deficits.” Onl i
: y guarantees, however, in a ve
erated a hidden debt. u , o small amount, gen-

Table 9.9 Fiscal Cost of Banking Problems, Hungary, 1991-98

(billions of Hungarian forints)

1991 1992 1993 1994 1995 1996 1997 1998

Bonds issued® 0.0 0.0 285
Guarantees ’ 6 470 60 9.0 0.0 1820

issued 10.4 0.0
Total “hidden” 0 0.0 0.0 165 27.8 44.0
 deficit 10.4 0.0 285
- . .6
B ctization 47.0 6.0 255 27.8 226.0
of bonds

from budget 00 00 00 00 0.0 00 859 00

Interest paid on
bank consoli-

dation bonds 0.0 0.0 0
B ntees . 0 545 96.6 102.7 86.5 505

aside to pay for them. The pension system is an example. Restructuring
the pension system compelled the government to recognize costs that
had long been concealed and make provisions in the budget for them.

Containment has proceeded along two tracks: liquidating preexist-

ing risks through pension reform, bank consolidation, and enterpzi
consolidation, and regulating the volume of new risks through
rules and procedures discussed in the previous section of this chap
Although these controls are on a cash basis and do not use sophi
cated risk assessment techniques, they may nevertheless be effective.
Recent fiscal performance attests to the prudent management
risk. The amount set aside in the budget for calls on individual
institutional guarantees is less than 1 percent of total budgeted exi
ditures. The amount paid out in actual calls has consistently been
than the budgeted amount. The contingent liabilities of state insti
tions are barely half of the authorized level. Conservative estimat
calls from outstanding guarantees of all types are less than 2 perce
budgeted expenditures. Government and state institutions have e
linlood covaral racarve funds o cover fiscal risks, including a d

called
suarantees

recovered 0.0 00 0
tal realized 0 00 02 -01 00 -11

 fiscal cost 0.0 2.3

. . 04 54,
e 45 1032 1055 1842 556
- fiscal cost®

(% of GDP) 0.00 008 001 125 185 1.53 2.16 0.58

‘a.Ban idati i i
L b wwmmmwr&mwo.u dmw.wwmnm&w financed directly from new debt issues bypassing the
: s issued in 3 to finance bank consolidati g
. idation (over 8
Mx N_mo served debtor (enterprise) consolidation. A pesssih SEPY
m.. n.mmﬂ HMM”.._ realized fiscal noﬂ. as shown through the government budget, is calculated
: 1s as payments on bond amortization and i :
. terest plus pa
called, minus revenues fr E ounts of bonds s s
. om guarantees recovered. The amounts of bond:
issued suggest how the fiscal cost idati ColS St ol
: of bank consolidation will
“ i ue : affect future b
Sources: Ministry of Finance and Government Debt Management Agency. dgets

0.0 2.3 0.4 0.0 6.8 29 118 6.2
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In its first stage, reform of the banking sector did not contain fiscal
risk nor was its fiscal cost transparent. The first stage involved govern-
ment acquisition of a substantial portion of the bad debt held by banks.
The loan strategy transferred risk from the banks to the government,
but the true cost was concealed by treating the transactions as asset
purchases rather than as subsidies. Although some of the acquired loans
were sold or restructured, most were transferred to state agencies (such
as the Hungarian Development Bank) or written off. The second stage
of reforms entailed risk-sharing, with assisted banks required to sign
consolidation agreements spelling out the measures they would take
to improve their financial condition. This strategy was mainly financed
from 20-year bonds. In the 1994-96 period, annual interest payments
on these loans averaged approximately 1.5 percent of GDP. Successful
consolidation set the stage for privatization of most banks,® allowing
the government to transfer most of the risk into foreign hands.

However, the government violated its transparency rule in the case
of Postabanka. A run on the bank in 1997 prompted the government
to provide new equity capital and loan guarantees. The government
channeled most of the assistance through the Hungarian Development
Bank and the State Privatization and Holding Agency, thereby creat-
ing not only a “hidden” fiscal deficit but also a hidden debt (liabilities
accumulated in these two agencies in exchange for low-quality assets).
In late 1998 the government was compelled to recapitalize Postabanka
by injecting HUF150 billion (1.5 percent of GDP) from government
bonds and to compensate the Hungarian Development Bank in the
amount of HUF40 billion for Postabanka-related losses.

Compared with the Czech Republic, Hungary chose a more trans-

parent approach to enterprise privatization and to the use of

privatization revenues. Most of privatization proceeds were used to
repay foreign debt (see Table 9.10). As for the privatization process

itself, Hungary proceeded slowly, company by company, restructuring
and managing them before selling them, and insisted on cash sales
rather than on vouchers and other noncash transactions implemented
in the Czech Republic. The State Property Agency has not warranted
the future financial condition or performance of privatized enterprises,
nor has it indemnified the new owners for the cost of meeting new
environmental standards. It has issued several types of guarantees in
the privatization process, but maintains a reserve fund, which appears

sufficient to cover expected claims.

Hungary’s pension reform of 1997 reduced the government’s larg-
est implicit liability and made it explicit.” The reform required new
workers to enroll in a fully funded, privately managed, defined-contri-

bution system and gave most existing workers the option of remainin
in the government-operated, defined-benefit program or migrating te
the new svstem. The reform significantly reduced the government’
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Table 9.10 Use of Privatization Revenues, Hungary, 1990-98

(billions of Hungarian forints)

1990 1991 1992 1993 1994 1995 1996 1997 1998

Government debt

repayment 0.5 224 51.5 37.5 151.7 2184 22.9 254.8 39.0
Transfers to state .
_Emm.mn B 00 00 0.0 0.0 0.0150.0100.0 0.0 0.0
?—.:Enﬁmrzmm 00 23 48 34 60 6.1 216 264 00
Direct privati- .

zation costs 00 11 62 7.6 253 33.6 33.0 36.1 46.3

‘Reorganization

costs 0.0 0.0 87 495 80 9.8 16.8 12.1 13.5
Guarantees 0.0 00 58 78 7.0 37 332 160 516

Total 0.5 25.8 77.0 125.8 198.0 421.6 227.5 345.4 150.4
Total .

(%of GDP) 0.02 1.1 26 3.6 45 75 33 41 15

Sources: Ministry of Finance and State Property Agency.

?En.m.mmnm_ exposure, but it raised the short-term budget deficit by
requiring the government to make up shortfalls in the old pension
fund. The more workers who switched, the greater the reduction in
future liabilities, but the greater the loss of income in the old fund. the
greater the reported budget deficit. ,

To build public support for pension reform, the government guar-
anteed that each participant in the new, privately managed pension
funds would receive benefits equal to at least 93 percent of the pension
that would have been paid by the old system. Because only workers
below the age of 47 had the option of joining the new pension systemn
the government will not face any call on this guarantee for at least H,m

 years, S&nm the first cohort of participants in the defined-contribution
plan retire. If the guarantees are called in the future, payments will be

made by the new Private Pensions Guarantee Fund, which accumu-
ates reserves for this purpose by charging privately managed pension
ds fees for various services. There is some risk that these guarantees
y spur participants to enroll in funds that promise the highest yields,
thout concern about whether the funds will have sufficient resources
cover their promises. To guard against undue risk-taking, the gov-
nment has introduced various regulatory measures to oversee the
ately managed funds.
_.ﬁz.o:wroﬁ the transition process, Hungary also has taken new
cal risks by guaranteeing loans, indemnifying importers and export-
s, and taking other steps to promote investment and entrenrenenrial
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behavior. Moreover, Hungary has authorized a number of quasi-inde-
pendent institutions to issue guarantees, including muﬁ:&mu_r MEHIB
(Hungarian Export Credit Insurance Ltd.), a:.w Credit Guarantee OO.B-
pany, the Rural Credit Guarantee Foundation, mbm. the Ijum.m_..._.mn
Development Bank, and thus has accumulated contingent liabilities
(see Table 9.11). S
Overall, Hungary’s government has been prudent in issuing guar-
antees directly or through state-established institutions. Ooﬂ_um_.,nn_ with
the Czech Republic, Hungary has maintained a set of strict controls
that limit the volume of gnarantees, making provision in the budget,
and require assessment of risks prior to the mxnncno& of guarantee
contracts and timely reporting on the risks of ocﬁmmmﬁa_:m guarantees
(see Box 9.1). The controls are cash-based; they limit the .s&:Bn wm
new guarantees or the total outstanding amount and set aside cash in

Table 9.11 Contingent Liabilities Outstanding and Expected
Claims, Hungary, as of 1998-99

(billions of Hungarian forints)

Out- Average Expected
Type Ceiling  standing  risk (%) claims

Individual guarantees
Individual guarantees

{within the limit) 288 120 30 36
Individual guarantees .
{beyond the limit) 158° 125 5

Guarantees to activities
of specific institutions

Hungarian Development Bank 80 32 5 2
Eximbank 75 52 7 3
MEHIB—Hungarian Export
Credit Insurance Ltd. 185 76 8 6
Credit Guarantee Co. 49 42 5 2
Rural Credit Guarantee

Foundation 23 10 5 1

Total n.a. 457 n.a. 56°

n.a. Not applicable. . o

Note: The table excludes guaranteed loans from international financial institutions.

a. The 1998 ceiling on the issue of new guarantees. o

b. Total amount of individual guarantees beyond the percentage limit. .

c. Because the government guarantees both interest mn.w principal repayments, this mw.
ure roughly represents the net present value of future &EB.P The 1998 vﬁ.&mﬂ NEUB_UE-.
ated HUF11.8 billion for guarantee calls and actually paid HUF7.9 billion. The 1999
budget set aside HUF12 billion for calls on individual guarantees and another HUF9.5
billion to cover guarantees issued by state institutions.

Sowurces: Ministry of Finance and calculations of the authors.
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Box 9.1 Hungarian Public Finance Institutions Designed
to Constrain the Accumulation of Contingent Liabilities

Hungary’s Public Finance Act is the legal basis for issuing and budgeting
for guarantees. It provides that the annual budget limit the volume of
guarantees undertaken during the fiscal year. It also requires that funds
be set aside in the budget for calls expected during the year. And it re-
quires the government to publish information on borrowers, the reasons
for issuing specific guarantees and the amounts, and the risk and the con-
ditions pertaining to the guarantees. The government must report each
guarantee to the State Audit Office, and the closing accounts for each
fiscal year must include all guarantees undertaken and payments made,

The next link in the control process is the annual budget, which limits
the volume of guarantees to be issued (or outstanding) during the year
and sets aside funds for guarantees that may be called. At present, the
budget limits the total of new guarantees to 1 percent of budgeted expen-
ditures. The government generally has stayed within the limit, but for
several reasons it issues guarantees or incurs related obligations well in
cxcess of the limit. The limit applies only to individual guarantees issued
directly by the government; it does not cover guarantees issued by state
institutions. Guarantees for various strategic purposes (such as for oil and
gas imports) and for loans contracted with international finance institu-
tions are exempt from the limit. The limit may be exceeded during the
year by a decision of the parliament.

The budget contains numerous provisions regulating the issuance of
guarantees by the government and state institutions. The following are
among the most important. The government may charge an origination
fee of up to 0.5 percent of the value of its commitment. The budget limits
the amount of guarantees that each state institution may have outstand-
ing at any time during the year. (In some cases, the limit is adjusted annu-
ally to accommodate increased credit activity. For example, the 1999
budget raised the ceiling for the Hungarian Export Credit Insurance Ltd.
to HUF250 billion from the HUF185 billion designated the previous year.)
The government may reinsure up to a specified percentage of the obliga-
tions of various state institutions (for example, it reinsures 70 percent of
the obligations of the Credit Guarantee Company and the Rural Credit
Guarantee Foundation). The budget provides for guarantee programs such
as new student loan guarantees, and it appropriates a fixed amount to
cover potential calls during the year.

The third link in the control chain is a decree prescribing the proce-
dures to be used in undertaking individual guarantees. The decree cur-
rently in effect designates the minister of finance as guarantor on behalf
of the state and specifies the form and content in which proposed guaran-
tees should be presented to the government for decision. The proposal

(Box continues on the following page.)
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periodic reporting on contingent liabilities and fiscal risks, new laws
on budget management and state asset management, consolidation of
the assets and liabilities of Ceska Financni and Ceska Inkasni in a
single portfolio under Konsolidacni Banka, a law restricting the func-
tions of Konsolidacni Banka, privatization of the large state-owned
banks, the planned introduction of a medium-term expenditure frame-
work that would reflect off-budget fiscal risks, and a new capacity in
the Ministry of Finance to analyze and manage fiscal risks. If imple-
mented, these initiatives should significantly narrow the gap between
the reported and true budget deficit and improve the overall effective-
ness and efficiency of the use of public resources.

Transparency and Containment
of Fiscal Risk in Hungary

Compared with the Czech Republic, Hungary emerged in 1990 with a
much larger government debt and a higher expenditure-to-GDP ratio.
But Hungary has been more determined and successful in managing
fiscal risk. In liquidating old contingent obligations and undertaking
new ones, the government has been guided by two principles: explicit
risks should be identified, and new risks should be undertaken within
the approved budget framework. These principles—transparency and
containment—have not always been applied consistently, but they have
put the government in a better position to withstand economic setbacks.
Transparency has been achieved as the risks and costs of past policies
have been made explicit and, where appropriate, funds have been set
aside to pay for them. The pension system is an example. Restructuring
the pension system compelled the government to recognize costs that
had long been concealed and make provisions in the budget for them.
Containment has proceeded along two tracks: liquidating preexist-
ing risks through pension reform, bank consolidation, and enterprise
consolidation, and regulating the volume of new risks through the
rules and procedures discussed in the previous section of this chapter.
Although these controls are on a cash basis and do not use sophisti-
cated risk assessment techniques, they may nevertheless be effective.
Recent fiscal performance attests to the prudent management of
risk. The amount set aside in the budget for calls on individual and
institutional guarantees is less than 1 percent of total budgeted expen-
ditures. The amount paid out in actual calls has consistently been less
than the budgeted amount. The contingent liabilities of state institu-
tions are barely half of the authorized level. Conservative estimates of
calls from outstanding guarantees of all types are less than 2 percent of
budgeted expenditures. Government and state institutions have estab-
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insurance fund, the private pension guarantee fund, and funds provi-
sioned by various institutions to pay for calls on the risks they hold.
The draw on these funds has been very small thus far. Risk in the
financial sector has been diversified and transferred (in most cases) to
foreign investors. Financial markets have given Hungary a much more
favorable rating than in the past, as reflected by the government’s suc-
cess in floating longer-term bonds.

Like in the Czech Republic, early in the transition, fiscal stability in
Hungary was undermined by the banking system and its large volume
of .noEumH.moHEmnm loans. To finance bank restructuring and encourage
privatization, the government issued bonds and guarantees (Table 9.9).
Because they bypassed the budget, bonds and guarantees created “hid-

den deficits.” Only guarantees, however, in a very small amount, gen-
erated a hidden debt.

Table 9.9 Fiscal Cost of Banking Problems, Hungary, 1991-98

(billions of Hungarian forints)
1991 1992 1993 1994 1995 1996 1997 1998

Bonds issued® 0.0 0.0 285.6 47.0 6.0 9.0 0.0 182.0
Guarantees

issued 10.4 0.0 0.0 0.0 0.0 16.5 27.8 440
Total “hidden”

deficit 10.4 0.0 2856 47.0 6.0 255 27.8 226.0
Amortization

of bonds

from budget 0.0 0.0 0.0 0.0 0.0 0.0 85.9 0.0
Interest paid on

bank consoli-

dation bonds 0.0 0.0 0.0 54.5 96.6 102.7 86.5 50.5
Guarantees

called 0.0 2.3 0.4 0.0 6.8 2.2 118 6.2
Guarantees

recovered 0.0 0.0 0.0 0.0 -02 -01 0.0 -1.1
Total realized

fiscal cost 0.0 2.3 0.4 545 103.2 105.5 1842 55.6
Total realized
fiscal cost®

(% of GDP) 0.00 008 001 125 185 1.53 216 0.58

a. Bank consolidation was largely financed directly from new debt issues, bypassing the

 budget. Bonds issued in 1993 to finance bank consolidation (over 8 percent of GDP)

partly also served debtor (enterprise) consolidation.

b. The total realized fiscal cost, as shown through the government budget, is calculated
ona cash basis as payments on bond amortization and interest plus payments on guaran-
tees called, minus revenues from guarantees recovered. The amounts of bonds and guar-

antees issued suggest how the fiscal cost of bank consolidation will affect future budgets.
Sources: Ministrv of Finance and Gavernment Neht Manacement Acencv




