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Well into the 2000s, Hungary was seen as one of the more successful post-communist
transformations to a liberal democracy and market economy in central and eastern Europe.

Impressive GDP and investment growth rates have propelled Hungary’s per capita income
convergence, although productivity gains have remained subdued compared with regional peers.
Public debt has been declining and Hungary’s external macro vulnerabilities have been
substantially reduced, largely thanks to a massive increase in the number of retail government
securities held domestically by households and banks.

This report identifies four key constraints holding back private-sector growth in Hungary:

» The value-creating capacity of domestic small and medium-sized enterprises (SMES) remains
subdued. Hungary's heavy reliance on imported inputs and the strong presence of foreign-
owned companies suggest that SME links to the domestic economy are weak. There is little
integration of large foreign-owned multinational enterprise with domestic SMEs, probably due
to SME skills gaps and limited interaction between stakeholders.

* Insufficient modern and alternative sources of finance limit economic resilience and hinder
broader productivity growth. Private-sector capital-market funding is marginal and there is no
support ecosystem to manage the country’s rising wave of corporate succession issues.
Hungary is also in the lower ranks of the European Union (EU) in terms of digital banking.

* Ensuring adequate financing is key to developing the green economy and promoting
environmental sustainability. Demand-side interest in green products has soared, as evidenced
by demand for Hungary's first green government bond and those issued by companies.

* Institutions necessary for a sustainable market economy are strong in principle, but weak in
practice. Hungary is a very investor-friendly destination for export-oriented manufacturing, but
the business environment for domestically owned firms and domestic demand-oriented
sectors is very different. Creeping state intervention into an growing number of sectors
through regulation and the manipulation of market structures creates uncertainty for
entrepreneurs. As the European Commission has noted in country reports (European
Commission, 2019a; 2019b; 2019c¢; 2020), for example, the state has created monopolies in
several segments of the economy (such as the tobacco wholesale and retail trade, textbook
publishing and municipal waste collection). Also, increased levels of perceived corruption are
damaging competitiveness and corporate governance.

Country diagnostics are an EBRD tool for identifying the main obstacles to entrepreneurship and
private-sector development. They help shape the Bank's strategic priorities and project selection
for new country strategies and inform the EBRD’s policy engagement with national authorities.

The diagnostics assess progress on and the challenges of developing sustainable market
economies in regions where the EBRD invests. Private-sector development and entrepreneurship
are at the heart of the Bank’s mandate, but the private sector in all economies where the EBRD
invests faces a range of problems and obstacles. The diagnostics highlight the key challenges for
private companies and show where each country stands with regard to its peers in terms of the
Bank’s six transition qualities - competitive, well-governed, resilient, integrated, green and
inclusive - pointing out the main deficiencies and gaps in each quality.

The diagnostics draw on a range of methodologies and best practices for assessing how big the
various obstacles are. Extensive use is made of in-house expertise across the EBRD, along with
surveys such as the Business Environment and Enterprise Performance Survey (BEEPS) and the
Life in Transition Survey, as well as other cross-country surveys and reports from institutions such
as the European Commission, Eurostat, the International Monetary Fund, the World Bank and the
World Economic Forum. For some, the diagnostics also draw on specially commissioned studies
on specific issues critical to that country’s private-sector development.

The diagnostics are led by the EBRD’s Country Economics and Policy team and draw considerably
on the expertise of sector, governance and political experts in the Bank’s Economics, Policy and
Governance department (EPG), as well as broad consultation with experts across the EBRD. The
diagnostics are shared with the EBRD Board during the country strategy process.

The views expressed in the diagnostic papers are those of the authors alone and not of the EBRD.
For more information, go to: https://www.ebrd.com/publications/country-diagnostics
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Hungary is a country advanced in transition, but still facing transition gaps. It has made good progress on market economic reforms and has been firmly anchored in NATO since 1999 and the EU
since 2004.

The governing coalition, led by the centre-right Fidesz party, enjoys a comfortable majority in parliament. Fidesz is the country’s undisputed dominant political force, in power as governing party since
2010 and, previously, in coalition in 1998-2002. In the last municipal elections (held on 13 October 2019), the opposition won several large cities, including Budapest, while Fidesz strengthened its
base in smaller towns. Despite the government’s political autonomy, the public governance system is highly centralised. This means that policies are based on national and EU priorities, with
relatively little consideration for local conditions. Hungary has the second-largest regional disparities in GDP per capita of the 30 OECD countries with comparable data.

A number of developments in recent years are perceived as having negatively impacted the operation of various institutions, including the media and civil society. Increasingly concentrated
ownership of media outlets, through the Central European Press and Media Foundation, for example, coupled with a restrictive legislative framework and the absence of an independent media
regulatory body have raised concerns over editorial freedom, media competition and pluralism.

The transparency of decision-making and social dialogue has stagnated of late. The meaningful participation of civil society and business in public decision-making is limited. There are frequently
unpredictable changes in regulation and policy.

The judiciary remains largely independent of the government, though recent legislation allowing the authorities to challenge unfavourable decisions by the lower courts in the constitutional court,
among other things, have raised concern over its potential detrimental impact on the independence of the judiciary and undermined public confidence in the judicial system.

Hungary ranked 70th out of 180 countries and territories and 19th in the EU in the 2019 Transparency International Corruption Perceptions Index, placing it at the lower end of the table in both the
EU and central and eastern Europe (Transparency International, 2019). According to the 2020 European Commission country report on Hungary, no progress has been made on reinforcing the anti-
corruption framework or on addressing persisting concerns over judicial independence (European Commission, 2020).

According to recent polls, the public sees immigration as the most important issue facing the EU (European Union, 2018).
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3 Economic overview

3.1 Impressive GDP and investment growth rates propelling per capita income convergence,

. . . . . . E Bank
which remains somewhat damped by weaker productivity gains relative to peers for Reconstrumion and Develapment

Hungary’s average per capita income level is converging with the EU average, though it remains below that of
regional peers. In the 10 years to 2018, GDP per capita increased to 70.7 per cent of the EU average, a rise of
10.5 percentage points. At the same time, average incomes in the CEE3 (the Czech Republic, Poland and the
Slovak Republic) reached almost 80 per cent of the EU average, with the Czech Republic exceeding 90 per cent
and the other central European and Baltic (CEB) economies at 75 per cent. According to European Commission
calculations (European Commission, 2019a), Hungary’s slower pace of convergence relative to the CEE3 since the
financial crisis can be explained by its relatively lower productivity gains (see top chart). Simultaneously, the rising

Hungary’s slower pace of convergence relative to CEE3 since the

financial crisis is down to its lower productivity gains
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ED.; - = GDP per capita in 2017 relative to EU average employment rate has played a major role in the convergence of Hungary’s per capita income.
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2 55 ﬁg?er:c%EEE‘go:ng;ogen;'js;ﬁ”é,i?;r?j)' economies, Hungary’s public investment cycle is highly dependent on EU transfers. Following a slowdown in the
50 and Slovak Republic (PPS, EU=100). absorption of EU transfers in 2016 due to the shift to the next EU budgetary period and a change in disbursement
Hungary CEE3 criteria, both public- and private-sector investment soared above the levels seen in the CEE3. According to the
- . i ] European Commission database, public and private investment reached 6.0 per cent and 22.6 per cent of GDP,
Public investment is highly Private-sector investment respectively, in 2019 (see bottom left-hand charts). The impressive increase in private-sector investment can also
correlated with EU fund inflows has outpaced that of its peers be attributed to the recovery of corporate credit, in which growth turned positive only in late 2016. Hungary's
7 overall investment level was among the highest in the region in 2019, at 25.2 per cent of GDP, almost on par with

the Czech Republic (25.5 per cent) and substantially above the CEB average (20.8 per cent).

The Covid-19 crisis pushed Hungary into recession in 2020. The lockdown implemented by the government in
March 2020 to prevent the uncontrolled transmission of Covid-19 (see more in section 3.4), brought much of
Hungary’s economic activity to a halt. In 2020, the economy shrank 5.0 per cent, weighed down by a massive slide
in net exports (the drop in exports was higher than that in imports), investment and tourism revenues. The
unemployment rate stood at 4.3 per cent in December 2020, after registering a historical low of 3.4 per cent in
January 2020. Tourism and exports accounted for 13 per cent and 98 per cent of GDP, respectively. The
automotive industry (28 per cent of manufacturing output) is at the heart of the country’s high global value-chain
integration, so the temporary closure of all four car plants weighed significantly on short-term GDP growth and
employment. By way of illustration, a one-month closure of the car plants is estimated to cost the country 0.4 per
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chart, capital-account credit acts as a proxy for EU fund inflows. wave of the pandemic, mainly affecting the hospitality, leisure and entertainment sectors.

March 2021 PUBLIC 5



3 Economic overview
3.2 Labour market tightens, as labour costs outpace recovering productivity gains European Bank

for Reconstruction and Development

Since the crisis, labour costs have outpaced Breakdown of business-sector Credit growth has brought about a recovery in Hungary’s productivity growth. Real labour productivity per
productivity gains productivity growth (per cent) hour worked has improved by a cumulative 50 per cent since 2000, though this is the weakest rebound of

the peer group, with the average CEE3 and CEB recovery at 72 per cent. Before the financial crisis,
productivity growth in Hungary was in line with that of its peers (see upper left-hand chart). The post-crisis
deleveraging in the banking sector resulted in negative corporate credit growth and scant business
investment after 2010. Since 2017, productivity growth has improved to an annual average of 3.5 per cent,
higher than in the Czech Republic, the Slovak Republic or Slovenia, but below that in Poland and the Baltic
states. In 2018, Hungary’s real labour productivity was €16.6 per hour worked, less than a third of
Germany’s (€54.7) and less than the Slovak Republic’s (€22.0), but slightly more than Poland’s (€15.2).

Aggregate productivity growth has not recovered to pre-crisis levels. While company growth has recovered,
the reallocation of resources to more efficient firms remains slow. The productivity growth of individual firms
has largely recovered to pre-crisis levels, but overall business dynamics have remained poor. Despite the
economic recovery, the entry of new firms has continued to decrease (Bauer and Endrész, 2018) and may
have been exacerbated by the rise in emigration of younger and better-educated citizens. Also, in contrast to
ST S TS T Source: Murakozy et al. (2018) and European the CEE3, the productivity and competitiveness of the services sector has deteriorated sharply relative to EU
Source: Eurosiat Commission (2019a). averages, hampered by regulatory barriers and significant state involvement (European Commission,
2019a) (see also 4.1). Productivity in the manufacturing sector is among the highest in the EU.

The labour market is tightening as labour costs outpace productivity gains. In mid-2019, Hungary’'s
employment rate for the 20-64 age group was in line with the EU average of 78 per cent of the total
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3 Economic overview

3.3 Public debt has been declining and external vulnerabilities have been substantially reduced, largely

due to a massive increase in the number of retail government securities held by households and banks
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Characteristics of Hungarian public debt
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Hungary’s public debt has been declining and its external macroeconomic vulnerabilities have been substantially reduced. After
peaking at 80.8 per cent of GDP in 2011, Hungarian general government debt has continued to fall, thanks to lower fiscal deficits
and a negative differential between real interest and GDP growth rates. However, the importance of the economic cycle to these
deficit reductions could result in a substantial worsening of the fiscal position in case of a slowdown. The share of FX-denominated
central government debt fell from 45.5 per cent in 2011 to slightly above 18 per cent in September 2019 (see top chart). The
share of government securities held by non-residents dropped from 40 per cent to just below 25 per cent during the same period
and was replaced by resident holdings, particularly of retail government securities by households and banks.

A new retail bond programme was introduced in June 2019, aimed at further reducing external financing risk and bolstering high
household savings rates. Beyond government budget funding, the Hungarian Government Security Plus Scheme (MAP+) is expected
to hold back consumption and imports and cool the real-estate market. The programme offers very attractive yields - 3.5 per cent
in the first half year and 4 per cent in the second half year, then increasing 50bp a year until it reaches 6 per cent by the end of its
five-year term (a simple average annual yield of 4.95 per cent). It is, therefore, nominally more expensive for the budget than
alternative sources of funding (see bottom left-hand chart). Some of the risks of the programme are arbitrage opportunities or the
crowding out of bank deposits, which may ultimately have a negative effect on new bank lending (IMF, 2019b). Nevertheless, that
risk has not yet materialised due to various subsidised lending programmes and guarantee schemes, which have expanded during
the Covid-19 crisis. Consequently, the credit supply has improved.

Key macroeconomic indicators

5 MAP+ 2013 2014 2015 2016 2017 2018 2019 2020

(est.)

4 10-Year Benchmark GDR groyvth %, yoy 1.9 4.2 3.8 2.1 4.3 5.4 4.6 -5.0

CPl inflation %, average 1.7 0.0 0.1 0.4 2.4 2.9 3.4 3.4

3 oM~ Government balance % of GDP -2.6 -2.8 -2.0 -1.8 -2.4 -2.1 -2.1 -8.1

5 5-Vear Benchmark Current-account balance % of GDP 35 1.2 2.4 4.5 2.0 0.3 -0.2 -0.5

N Net FDI flows % of GDP -1.2 -2.9 -1.3 -2.2 -1.6 -2.0 0.1 0.0

1 VT x\—w_ External debt % of GDP 117.5 116.3 107.0 954 83.5 80.1 73.6 85.0

3-Year Benchmark e Gross reserves % of GDP 34.3 29.9 26.5 20.1 19.5 19.6 19.5 26.7

0 Private-sector credit % of GDP 447 40.3 33.3 325 31.3 31.2 32.0 355

L Soyree: IMF 20195, Nominal GDP € billion 1020 1061 1127 1162 1269 1358 1459 1354
Jan-19 Mar-19 Maj-19 Jul-19 Sep-19 Source: CEIC, EU Commission and EPG estimates.
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3 Economic overview

3.4 The Covid-19 crisis hit the Hungarian economy hard in 2020 and the government
introduced a comprehensive set of crisis response measures
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The Covid-19 pandemic-related restrictions were rapidly followed by protective measures. The
government and the Magyar Nemzeti Bank (MNB), the National Bank of Hungary, launched
various relief measures to preserve employment, support companies in a state of hibernation
and to prop up household incomes and ease the pain of 2020’s already historically deep
recession. Under measures announced by the government in April 2020, businesses that
suffered more than a 40 per cent drop in revenues were eligible to delay payroll deductions
for staff and postpone advance corporate income tax payments. Employers and the
compulsorily insured self-employed who saw their turnover or income fall by 40 per cent or
more were able to delay social-security contributions, unemployment and health insurance
payments owed until the end of July. In May 2020, the government launched another wage-
subsidy programme to enhance new employment. If a newly employed person remained on
the job for a period of nine months, their monthly salary would be subsidised to the tune of
HUF 200,000 (€570).

Further changes to the economic protection package were adopted by parliament in June
2020. These included a 2 percentage-point cut in social contributions to 15.5 per cent and a
reduction in small business taxes. At the same time, the exemption from corporate income tax
for reinvested profits was expanded from 50 per cent to 100 per cent for a period of four
years and capped at HUF 10 billion (€28.5 million). Financing for the economic protection
package is partly from new and relatively small retail and banking taxes. In addition, in June
2020, the government created an economic protection operating committee, comprising up
to 10 state institutions, such as the tax administration and the consumer protection office, to
work on further reducing the administrative burden on companies.

Domestic banks softened loan repayment conditions for all borrowers. In March 2020, the MNB
introduced a moratorium on corporate and retail loan repayments under its Funding for Growth Scheme
Plus until the end of 2020 and instructed other banks to do the same for other borrowers. As a result,
interest and amortisation payments on loans were suspended until the end of 2020, short-term loans
were extended and interest rates on retail loans were capped at 5 percentage points above the base
rate. According to MNB estimates, full use of the moratorium would have meant the deferral of HUF
3,600 billion (€10.2 billion) in loan payments as of the end of 2020. However, the actual impact of the
moratorium is likely to have been lower, as between 30 per cent and 50 per cent of those loans
remained serviced during the period. In April 2020, the MNB launched a new, cheap lending scheme,
called Funding for Growth Scheme Go!, to protect SMEs from the impact of the coronavirus pandemic.
The scheme is available through the banking system, with a fixed interest rate capped at 2.5 per cent. In
May 2020, the MNB launched quantitative easing measures, mainly targeting government bonds with at
least three years to maturity. In July 2020, it eliminated capital requirements for eight systemically
important banks, to be gradually rebuilt over a three-year period from 2022.

Some of Hungary’s 2014-20 EU funds were re-allocated to economic protection. In May 2020, the
government re-allocated HUF 420 billion (€1.2 billion) of unused EU funding to economic support
measures related to the Covid-19 pandemic. About 75 per cent of the funds will go towards grants, while
the remaining resources will be used for interest-free loans under the country’s economic development
programme. The larger part of the funds will finance the government’s wage subsidy scheme. The
upcoming 2021-27 EU funds will consist of two pillars, the regular multiannual financial framework
(MFF) and an extraordinary Covid-19 recovery fund. Hungary is expected to receive around €41 billion in
total from both pots, with rule-of-law conditions attached.
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4.1 The value-creating capacity of domestic SMEs remains subdued
4.1.1 Hungary’s heavy reliance on imported inputs and the strong presence of foreign-owned

companies suggest links to the domestic economy are weak
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Today, SMEs in the non-financial business economy in Hungary account for more than two-thirds (68.3 per cent) of
total employment, slightly above the EU average of 66.6 per cent. The SME share of 54.1 per cent of total value
added is slightly below the EU average of 56.4 per cent. The productivity of Hungarian SMEs, calculated as value
added per person employed, is €19,800, less than half the EU average of €44,600. The average number of people
employed by Hungarian SMEs is 3.3, below the EU average of 3.9. As in many EU countries, the most important
SME sectors in terms of both employment and value added are manufacturing and wholesale and retail trade,
which together account for more than 40 per cent of SME employment and SME value added (European
Commission, 2019c).

Hungary is one of the most integrated economies in the EBRD regions and shows strong integration into global
value chains (GVCs). However, the share of exports integrated into GVCs have dropped below 60 per cent since the
global financial crisis (in contrast to the Czech Republic and Slovak Republic, see left-hand charts).

The manufacturing sector is the main driver behind the country’s high GVC integration, but heavily reliant on foreign
inputs. Overall in 2016, imported inputs accounted for 43 per cent of total export value (backward participation)
while only 16 per cent of exports were sold to third countries for further export production (forward participation,
see upper right-hand chart).

SME performance in Hungary’s (tradeable) manufacturing sector is weak, as foreign-owned multinational
enterprises dominate the sector. Hungary’s main export sectors (especially motor vehicles, see ATQ annex) are
heavily dependent on intermediate inputs, and foreign firms producing in Hungary are an important driver of the
economy. In 2016, 47 per cent of total output and 76 per cent of manufacturing output was produced by foreign-
owned multinationals. The majority are from Germany (32 per cent) and the United States of America (10 per cent).

SMEs are less productive than larger firms. This difference is largely explained by the labour productivity of SMEs in
the manufacturing sector. SME productivity in the Hungarian manufacturing sector stands at 53 per cent of that of
large firms (EU average: 67 per cent in 2017). While some difference between small and large firms is to be
expected, Hungary’s gap is the widest in the CEB region. At the same time, SMEs in the services sector fare
significantly better, also compared with other countries. SMEs in Hungary boast one of the biggest productivity gaps
in a comparison of manufacturing and services.

Hungarian SMEs fail to take advantage of e-commerce to sell to foreign markets. E-commerce plays an important
role in the internationalisation of SMEs. The proportion of SMEs with an online sales presence that sell across
borders is low (around 7 per cent, see bottom chart), lagging considerably the average of the OECD and Hungary’s
regional peers (Ministry of Innovation and Technology, 2019). Overall, the ratio of export sales revenue to total SME
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4.1 The value-creating capacity of domestic SMEs remains subdued
4.1.2 Integration of large (foreign) multinationals and domestic SMEs is weak, probably due to

SME skills gaps and limited interaction between stakeholders
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The effectiveness of SMES’ innovation activity is low. The share of enterprises introducing innovative products or
processes (closer to technology-generated innovation) was only 15 per cent in 2018 (see upper chart), while the
corresponding ratio was 33 per cent in Slovenia, 31 per cent in the Czech Republic and 17 per cent in the Slovak
Republic. Only 14 per cent of Hungarian SMEs introduced innovation in their marketing or organisational activities,
versus 25.7 per cent in the Czech Republic, 33.2 per cent in Slovenia and 22.4 per cent in the Slovak Republic
(Ministry of Innovation and Technology, 2019). According to the EIB Investment Survey 2019 (EIB, 2019),
manufacturing and large firms are far more likely to implement digital technologies (67 per cent and 66 per cent,
respectively) than SMEs (36 per cent).

Hungary’s ability to innovate is hindered by the limited resources dedicated to innovation and stakeholder interaction.
In the EBRD’s 2018 Knowledge Economy Index (EBRD, 2019), Hungary performed worst in the innovation system
subcategory (innovation players, their resources and interactions), with a score 3.49 (out of 10), far behind its OECD
comparators (6.48). In 2011-18, a negative change could be seen, mainly driven by weak systemic links. Within the
innovation system, only 6.8 per cent of firms use foreign-licensed technology despite limited value-chain breadth. The
strength of university-industry linkages is on a par with regional peers. Integration between companies seems weak.
For example, only 9 per cent of Hungarian SMEs use integrated supply-chain invoicing mechanisms, compared with
23 per cent of SMEs across the EU (EBRD, 2019).

The proportion of SME employees participating in adult education is low. SME employees participate in just half the
training activities of large-firm employees, according to OECD data. In 2015, the percentage of employees participating
in continuing vocational training in Hungary was only about half the EU average and one-third the value of the Czech
Republic (see bottom chart). Only 14 per cent of SMEs offered ICT training to their employees, compared with 17 per
cent in the Slovak Republic and about 20 per cent in the Czech Republic (Ministry of Innovation and Technology, 2019).

The government’s strategy for strengthening Hungarian micro-, small and medium-sized enterprises (MSMEs) 2019-
30, adopted in November 2019, focuses on seven pillars:

1. Creating a business-friendly regulatory and taxation environment

Developing the business environment of SMEs and the means of e-government

Strengthening SMEs’ development capacity and enhancing their performance in innovation and digitalisation
Encouraging SMEs’ access to finance

Promoting the internationalisation of SMEs

Acquiring the necessary knowledge

Business succession planning.
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4.1 The value-creating capacity of domestic SMEs remains subdued

4.1.3 The scarcity of skilled labour suggests there is untapped potential in providing education

and employment opportunities to address private-sector needs

European Bank

for Reconstruction and Development
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Ambitious Policies

Hungary’s economic growth prospects are increasingly hampered by the persistent scarcity of skilled labour. For one, the labour force
is shrinking (see upper chart). Life expectancy in Hungary has risen, the birth rate has fallen and, while net migration is slightly
positive, it fails to counter the negative natural increase. Moreover, emigration numbers are being driven by young skilled workers
leaving the country. While the EBRD’s Transition Report 2018-19 finds that emigration has the potential to boost “knowledge
remittances” in the medium term, it also finds that firms’ total factor productivity is negatively correlated to rising emigration in the
short term (EBRD, 2018). In addition, the labour force is not being taught the skills the private sector needs (CEDEFOP, 2016). While
general education levels in the population are rising, this does not translate into high-quality education. Consequently, with a declining
working-age population and a rising old-age dependency ratio, the International Monetary Fund (IMF) projects Hungary’s annual GDP
growth rate to be 1 percentage point lower by 2050 (see bottom chart), despite various labour-market reforms (IMF, 2019c¢).

The government has passed policies aimed at increasing birth rates and family size, offering tax benefits for families with multiple
children, yet their effect remains contentious. Although Hungary’s labour market is dominated by the dual-earner model, the policies
currently in place focus mainly on traditional heteronormative family ideals. These fuel the predominant social norms that result in
women leaving the labour market for three years, on average, to assume care responsibilities. To see a steady rise in women'’s labour-
force participation rates, the authorities should increase the availability of public childcare institutions in conjunction with a childcare
allowance for paternity leave and tax relief for both dual-income households and single parents.

The integration of marginalised groups into the labour force is a vastly unexploited resource. Although the government has launched
several programmes emphasising the need to increase employment and entrepreneurship among under-represented and
disadvantaged population groups, such as women, youth, seniors, Roma and people with disabilities, they have largely failed to
formulate subsequent public policy action. Wide-ranging inclusive policies targeted at attracting third-country migrants, for instance, do
not exist. While there are programmes that grant work permits to third-country nationals, current policy design results in a negligible
proportion of third-country national employees (less than 1 per cent in key sectors). In addition, there are few private-sector initiatives
aimed at the inclusion of population groups that face disproportionate barriers to employment (European Commission, 2019b).

Key measures to address the rising challenges of labour-market pressures should, therefore, be public and private policies and
programmes to increase education and employment opportunities for people that are not yet, or only to a limited extent, part of the
workforce. These include women, youth, people in remote areas and immigrants. Policies to promote diversity and integration can help
shift negative social attitudes and overcome skills barriers. This requires making sure that educational curricula meet the demands of
the private sector and putting in place frameworks to ensure integration. Such programmes could include English language training,
education and training for Roma, community projects and leadership training for schools that embrace diversity.
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4.2 Insufficient modern and alternative sources of finance limit economic

resilience and hinder broader productivity growth

4.2.1 Hungary’s corporate bond market is one of the smallest in CEE for Reconstruction and Development

European Bank

not improved substantially in the post-crisis years
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AL CRICVTe i\ Aol R 1g N Ve EUEL RV Jol ISR ANETLCIMIEY  The shock-absorbing capacity of a financial system founded on multiple pillars, which includes the corporate bond market in addition

to the banking system, is far higher. In the euro area, after the outbreak of the economic crisis, the volume of outstanding bank
loans declined, while the corporate bond portfolio grew gradually. Within the EBRD regions, the corporate bond markets of the Czech
Republic and Poland expanded from the beginning of the economic crisis until 2014. The liquidity of the Hungarian corporate bond
market did not improve substantially in the post-crisis years (MNB, 2019d, see upper chart).

Fundraising through the bond market is an alternative source of finance for companies. Diversified fundraising by companies may
generate healthy competition between bank loans and bond-market funds, as a result of which companies’ funding costs may
decline (MNB, 2019d).

Hungary has the smallest corporate bond market of the CEE region, amounting to just 1.5 per cent of GDP at the end of Q3 2018
(see charts). In recent years, the country’s corporate bond portfolio has hovered around HUF 600 billion, though a decline of around
HUF 200 billion was recorded in both 2015 and 2017. A moderate quarterly rise was observed thereafter, so that by the end of Q3
2018, the outstanding portfolio once again slightly exceeded HUF 600 billion (MNB, 2019d).

The MNB launched a HUF 300 billion programme to buy corporate bonds in July 2019. It began purchasing in September 2019 and
had bought corporate bonds (up to 70 per cent of a series) worth circa HUF 140 billion as of December 2019. The rationale for the
programme was to improve the way the Bank’s policies are transmitted to the economy and provide an alternative to bank financing,
the main option for Hungarian companies. While the scheme provided liquidity to the market, it remains unclear whether it has
introduced new private investors to the market.

Bond issuance is largely in local currency. However, in July 2019, OTP Bank, Hungary’s largest bank, returned to the international
capital market with a €500 million issue of subordinated bonds, of which EBRD invested €60 million. The 10-year bond is listed on
the Luxembourg Stock Exchange.

The amount of covered bonds outstanding has declined significantly due to a reduction in the number and size of new issues to
around half its peak at end 2009 (see bottom chart). As of end 2018, the total amount of covered bonds outstanding in Hungary had
recovered somewhat to €3.8 billion, though this was well below the €13.8 billion outstanding in the Czech Republic, €65.9 billion in
Austria and €369.7 billion in Germany. Consequently, Hungary’s covered bond market is still underdeveloped compared with the
main European countries (ECBC, 2019).

The European Parliament approved the European Covered Bond Framework in April 2019, so Hungary should update its 1997
Mortgage Law at its earliest convenience; otherwise. it will be the only CEE country with outdated covered-bond legislation.
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4.2 Insufficient modern and alternative sources of finance limit economic

resilience and hinder broader productivity growth

. . . . European Bank
4‘.2.2 Capltal‘marl(et fundlﬂg fOI‘ the pI'lVate SECtOI‘ remains IOW for Reconstrugion and Development

O R e (T M S S I =R RE] D) Alo k-l Hungary's private sector continues to rely on commercial bank loans; funding through securities is practically non-existent. Wider use
(by destination of investment) of alternative sources of finance, such as covered bonds, private equity or capital markets, could support corporate development,
especially for firms struggling to access bank finance or keen to invest in innovation, green solutions or foreign expansion.

Private equity can be a useful source of external finance for companies. Perhaps more importantly, the active involvement of
private equity fund managers can help investee companies to reach new customers, operate more efficiently and improve their
management of cash and inventories. Private equity support can also help companies gain better access to credit (EBRD, 2015).

Only 1.3 per cent of all non-financial company liabilities are debt securities, among the lowest of its peers (Poland: 8 per cent,
Czech Republic: 7.1 per cent, Croatia: 2.1 per cent). One reason is that the banking sector has excess liquidity, enabling it to
provide cheap loan funding. Another is that the government securities market is crowding out the corporate bond market (see
section 4.3.3).

Private equity funding is increasing and dominated by state-owned funds. In 2018, Hungary saw a record 191 companies receive
private equity investment, corresponding to 48 per cent of the CEE total. Hungary’s total private equity investments exceeded the
CEE average of 0.17 per cent of GDP that year (0.26 per cent of GDP), above Poland (at 0.17 per cent of GDP), but below Estonia
(0.62 per cent of GDP) and the Czech Republic (0.37 per cent of GDP) (see upper chart) (Invest Europe, 2019). Private equity
Source: Invest Europe (2019). funding is dominated by state-owned players, such as Hiventures, Szechenyi, MFB Invest and EXIM.

The venture capital industry is developing fast due to the EU-funded Jeremie Programme and recently established state-owned
Public market equity funding is non-existent venture capital funds. The venture capital industry invested 0.042 per cent of GDP in Hungary in 2018, more than in Germany

IPOs in CEE countries (€ million) (0.039 per cent) or in the Baltic countries (0.015 per cent, on average). While total venture capital investment volumes increased
from HUF 71.9 billion in 2002-08 to HUF 87 billion in 2009-16, the share of public resources on the market increased from 4 per
cent to 86 per cent. According to Kallay and Jaki (2019), this public funding did not work as an additional source of finance, but
2016 m 2017 m 2018 largely replaced private money and resulted in softer project selection standards.

There were no initial public offerings on the Budapest Stock Exchange in 2018 (bottom chart). There were new listings of a couple
of microcap companies in 2019, mainly thanks to the newly launched SME platform.

Poor secondary market liquidity hinders capital-market development. Weak liquidity puts pressure on pricing levels, leading to
undervaluation compared with peer markets. Secondary market trading is still concentrated in the top three issuers (OTP, MOL and
Richter), underscoring the vulnerability of the market. A delisting of any of the top three companies could immediately turn the BSE
into a loss-making entity.

0 - i External equity funding is not built into corporate culture. Founders/owners of Hungary’s private companies, especially SMEs, are
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Exchange Exchange Exchange still reluctant to open up their shareholding structure to financial investors (based on feedback from market participants).

Source: Federation of European Securities Exchanges (2019).
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4.2 Insufficient modern and alternative sources of finance limit economic resilience and

hinder broader productivity growth
. . . . . . o - European Bank
4.2.3 The institutional investor base is recovering slowly, as retail investors gain importance for Reconstruction and Deselopment

The nationalisation of Hungary’s mandatory pension funds in late 2010 shocked the institutional investor base. The sector
only recovered to 2010 levels in 2017 (see left-hand chart).

The investment-fund industry assumed the role of pension funds by soaking up household savings, but with a far shorter
investment horizon (see upper and bottom right-hand charts). As a result, the role of investment funds is much more
important in Hungary than in its peer countries.

Institutional investor capital is concentrated in government securities, primarily due to the crowding out effect of the
government securities market (see bottom left-hand chart).

Long-term investments are mainly in real-estate funds, due to the recent boom in the industry. As a result, the weight of
real-estate funds is far higher in Hungary than in its peer countries. The disappearance of the pension funds mostly

The nationalisation of Hungary’s mandatory pension funds

undermined the growth of the institutional investor base;
total assets of institutional investors (HUF billion)

12000 A
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8000 -+

8000 1 affected the equity market. The demand for equity instruments decreased, in contrast to prior forecasts of steady growth.
4000 - In Hungary, the weight of equity funds is the lowest in the region (see bottom centre chart).
2000 - The financial assets of Hungarian households were equivalent to 128 per cent of GDP in 2018, above peer-country levels

(Slovak Republic, 93 per cent, Poland, 97 per cent; Czech Republic, 114 per cent). The government’s strategy to increase
the role of domestic investors in financing the national debt is expected to boost those holdings further, leaving equity

o A

9 O S o A @ © 0 DN 90 WM™ © ®

Y O N O O O DT DA D DN D . . z . .
T E S S S S S S S holdings stagnant (see more on the Retail MAP+ programme in section 3.3).
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4.2 Insufficient modern and alternative sources of finance limit economic resilience and
hinder broader productivity growth

. . .. . . European Bank
4*.2.4* Thel‘e 1S NO Support ecosystem 1n place to manage the I'lSlIlg wave Of Success101 1ssues for Reconstrugion and Development

The owners of 45 per cent of Hungarian companies are close to Corporate succession is one of the largest challenges facing the Hungarian economy. In the early 1990s, a private sector

retirement and will soon face succession issues emerged relatively quickly thanks to privatisation and the founding of new companies, with the result that many company
owners are now of a similar age, approaching retirement and having to decide what comes next for their businesses.
Many of the companies that fail to manage the generational transition will be unable to find a good alternative and could
face serious issues, such as a decline in profitability or productivity, financial problems or even bankruptcy.

About 75 per cent of Hungarian private companies are first-generation businesses, compared with 33 per cent globally.
Sixty-eight per cent of business owners believe that the same family or families will control their business in the long run,
but based on international succession statistics, only 30 per cent of family-owned businesses are successfully managed
by the second generation (Family Business Institute, Inc., 2016). Successors’ lack of experience and transitional know-
how, coupled with the absence of a support ecosystem, are likely to result in far lower success rates in Hungary.

Number of
companies with
owners close to
retirement

Over Age 60 Over Age 55

The average Hungarian family businesses is 26 years old (the median age is 25 years). Seventy-five per cent of these
companies are still first-generation businesses, with the majority of owners now reaching retirement age. Statistics
suggest (see charts) that there are around 80,000 private companies in Hungary, 27 per cent of them owned by people
over the age of 55. Among these, 53,000 have an owner over the age of 60 (18 per cent of all Hungarian companies).
This suggests that over the next decade, a wave of Hungarian companies will face succession issues that require action.

Source: MNB, Opten (2019).

SMEs facing corporate succession issues

account for a significant portion of the economy
Unclear succession is a significant barrier to investment and corporate growth. The closer they come to transferring

Age of owner ownership and control, the less company owners are willing to invest. An unprepared successor management team, or
. Over Over Sectoral breakdown even a poorly managed transition to a competent management team, can cause a considerable loss of value. The vast
Share in 60 55 et proportion of those companies that fail to manage the generational transition and are unable to find a good alternative
_w face serious issues, even in the short term (potentially mismanagement, falling profitability and productivity, financial
Total corporate 4 9 Faw materials problems and, worst case, bankruptcy).
income, % FMCG . . . .
Private-sector — Hungary’s Ministry of Inn_ovatlon and Te_chnology rec_ently s_tarted to develop support facilities to involve a neyv generation
employment, % 8 15 . of young entrepreneurs in the succession process, including through the country’s SME strategy, adopted in November
' i 2019. In September 2019, the Hungarian Development Bank set up the first fund in the country to offer financing for
Corporate loans, % 6 12 Real Estate development corporate succession.
(1)
Number_of 18 27
companies, %
Source: MNB, Opten (2019). Source: MB Partners (2018).
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4.2 Insufficient modern and alternative sources of finance limit economic

resilience and hinder broader productivity growth

- . . . . . E Bank
4.2.5 Hungary lies in the bottom tier of EU countries when it comes to digital banking for Reromtrtton and Desclopment

The efficiency of the Hungarian banking sector lags that of other banking sectors in the EU. According to the MNB’s Banking Sector
Competitiveness Index, the Hungarian banking sector ranks 28th, or last in the EU (see upper left-hand chart). While two
indicators, in particular, weigh on its aggregate score (outstanding loan volume to the private sector as a ratio of personal
expenditure and ratio of operating expenses to total assets), the banking digitalisation sub-index is also well behind the CEE3
80 countries. The digitalisation proposals of the MNB’s Competitiveness Programme and Fintech Strategy, published in October
70 2019, aim for improvements in this area and the strengthening of digital finance (MNB, 2019a; MNB, 2019g).

Hungary is classified as a digital adopter, ranking in the second-lowest category (of four) when it comes to digital maturity,
>0 according to Deloitte (2018). Compared with other CEE counties, Hungary ranks seventh (out of nine) in the aggregated list, ahead
7} 40 of Bulgaria and Romania. The wider use of innovative fintech solutions might enhance the resilience of the financial system,
30 increasing cost efficiency and enabling more flexible adaptation to unexpected shocks. The MNB’s Fintech Strategy, one of the
20 first by a central bank, includes 24 recommendations for the development of the country’s fintech sector, such as fostering
10 services built on instant payments, fast-track licensing, regulatory sandboxes and tax incentives.

+ 0 Hungary ranks in the lower tier of EU countries when it comes to digital banking, with the widespread use of cash in the economy

The efficiency of the Hungarian banking sector

appears to be weak in several respects

score score
Source: MNB (2019f).
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= CE=5@antcne 000" IIa"gx driving up banks’ operating costs. Currency in circulation rose from about 8 per cent of Hungary’s GDP in 2010 to nearly 14 per
;E;C';i';gsgicgtgf'ltzﬂflgIsu“rg'ep}”sat;ﬁexpenses cent in 2018, also fuelled by the introduction of a financial transaction tax of 0.3 per cent on all electronic money transfers in
B Core income / Number of employees 2012 (European Commission, 2019a). While more than 1 million Hungarians bank online and more than 400,000 use mobile
B o ore ses to total assets banking, as of the end of 2018, the amount of physical cash in circulation was at record levels, at more than HUF 6 trillion (€18

billion), mostly held by households. In July 2018, the government adopted a five-year action plan to reduce the use of cash in the

Hungary’s banking sector is classified as a digital public sector and among businesses. As of January 2019, transactions by private individuals worth less than HUF 20,000 (around
adopter €65) became exempt from the transaction tax.

The cost of retail payment services in Hungary is relatively high by international standards. Retail customers in Hungary typically

Digital Digital Digital Digital

‘“EMPEE “"Eﬂ"g"l“él“ "“=°P‘el“] S mmm °'E“ = pay transaction fees in proportion to the number or value of credit transfers, in contrast to the international best practice of

RR B QAR NG 86 ROk S OE T package pricing. Card payments have seen a steady rise (of 20-25 per cent annually) due to package pricing (MNB, 2019e).
ICH: % E '? ? E % 10 E 5 F On a positive note, the proportion of shops accepting payment cards is growing, with around 86 per cent of the country’s 145,000
(M ™ e (= ) = point-of-sale terminals supporting contactless payment as of end 2018. Customers conducted a total of 1.25 billion electronic

QA RO RS SK SE UK SA Sl AE

payment transactions in Hungary that year. Payment-card purchases saw the strongest increase, growing 25 per cent in both
numerical and value terms from the previous year.

‘"l“"ll Hungary’'s instant payment systems are now fully operational. The system enables bank transfers to mobile phone numbers,

operates 24/7, 365 days a year and settles all single credit transfers up to the value of HUF 10 million (€30,200) within five
seconds.

Source: Deloitte (2018).
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4.3 Ensuring adequate financing is a key issue in developing the green economy

and promoting environmental sustainability

4.3.1 Demand-side interest in green products has soared, with Hungary’s first green government bond

and corporate issues both drawing significant interest

European Bank

for Reconstruction and Development

Evolution of environmental attitudes in Hungary
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22%

Hungary is vulnerable to climate change, according to the second National Climate Change Strategy (NES)
passed by parliament in late 2018 (Ministry of Innovation and Technology, 2018). It has high drought risk,
which could severely impact crop production, and some level of flooding risk. The NES strategy also sets out
Hungary’s decarbonisation roadmap. Key elements include promoting the replacement of fossil fuels,
increasing energy efficiency and enhancing energy saving, reducing the exploitation of natural resources and
developing the circular economy (Ministry of Innovation and Technology, 2018). The EU signed the Paris
Agreement on climate change in April 2016 and ratified it in October 2016. It has a binding target of at least a
40 per cent reduction in domestic greenhouse gas emissions by 2030 compared with 1990 levels. In line with
the EU’'s commitment, Hungary submitted its integrated national energy and climate plan and national long-
term strategy to the European Commission in 2019. Ninety per cent of Hungary's electricity generation is
expected to be emission free by 2030 and 100 per cent is projected to be emission free by 2050.

Almost half of the population in Hungary considers environmental protection to be particularly important,
slightly below the EU average for 2017 (see table). Thirty-one per cent of Hungarians believe that the
individual has a role in environment protection, while 25 per cent would prefer technological investment.
Thirty-three per cent consider the provision of financial incentives an effective way to tackle climate change,
while financial counter-incentives (taxation) are viewed less favourably (21 per cent).

Hungary issued its first green bond, worth €1.5 billion, in June 2020 through the State Debt Management Agency (AKK). The MNB is creating a dedicated green bond portfolio within its FX reserves.
The MNB is one of the first central banks to take sustainability considerations into account in their reserve management policy.

In April 2019, 95 per cent of banks responding to an MNB questionnaire said that the banking system should place greater emphasis on climate change issues, but only a few of them had any
sustainability strategies in place. According to the Association of Hungarian Investment Fund and Asset Management Companies (BAMOSZ), as of 31 January 2019, products bearing some kind of
climate protection, ecological or sustainable characteristics only accounted for 0.4 per cent of the aggregate assets of domestic investment funds — and their performance was mixed.

Further financing is needed to develop the green economy and promote environmental sustainability. Demand-side interest in green products has soared, as evidenced by both the first green

government bond and those issued by corporates.

Domestic credit institutions are at different stages when it comes to managing environmental risk, according to the MNB. Some credit institutions are already taking these effects into account in a
relatively sophisticated way, but others have pretty much neglected these aspects to date (MNB, 2019b).

The MNB launched a Green Programme in February 2019, as can be seen on the next slide (MNB, 2019c).
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4.3 Ensuring adequate financing is a key issue in developing the green economy and

promoting environmental sustainability

European Bank

4.3.2 The MNB is creating a supportive environment for green finance in Hungary for Reconstruction and Development

The MNB has built its Green Programme on three pillars
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Source: MNB (2019c).

The MNB launched its Green Programme in February 2019. Its key goals are: (1) to mitigate the risks associated with
climate change and other environmental problems, (2) to expand green financial services in Hungary, (3) to widen the
related knowledge base in Hungary and abroad and (4) to reduce the carbon footprint of the financial market. The
programme consists of three pillars (see chart) on the financial sector, the development of the MNB’s social and
international relations and the further greening of the central bank’s own day-to-day operations.

The envisaged measures to support the greening of the financial system include:
. Establishing environmental risk-management systems in the banking sector.

. Supporting the development of a retail (and SME) customer base for green financial products. Having a sufficient
customer base is crucial.

. Facilitating research and training for experts and the development of the green finance knowledge base.
. Defining standards for dedicated green products and collating them into a green product register.
. Introducing a temporary “green support” for energy-efficiency loans. This would be similar to the “SME support”

in Hungary’s capital requirements regulation, which adjusts the capital requirements for bank loans to SMEs.
This would also be applied to capital requirements on green finance projects.

. Facilitating the supply of green retail financial products and steering bank funding in a greener direction,
especially energy-efficiency investments.

. Promoting long-term funding for green financing through the use of green covered bonds. Green bonds could be
catalysts for the launch of an entire green financial market, putting the country on the map for international
markets and ESG investors. Green bonds could have a “halo” effect.

. Development of a green capital market strategy.

Despite these efforts (which have yet to be implemented), Hungary's green capital market remains in its infancy and there is a need for a coordinated, systemic approach to sustainable finance.
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4.4 The institutions necessary for a sustainable market economy are strong in

principle, but weak in practice

. . . . . . . European Bank
4.4.1 The business regulatory and institutional environment is no worse than its peers for Reconstrumion and Develapment

Business environment in Hungary is no worse than those of its peers In most segments, Hungary’s business environment is on par with those of its its peers. According to the
OECD’s product market regulation (PMR) index for 2018 (OECD, 2018a), which measures the degree to
which policies promote or inhibit competition, Hungary’s score (1.34) was above the OECD average (1.40),

OECD PMR indicators in the CEB region

B O B e D 2D veroge, | slightly below that of the Czech Republic (1.31), but above that of Poland (1.45) and the Slovak Republic
(1.52) (see upper left-hand chart).
Lithuania

Hungary is a European outlier when it comes to tax structure. It imposes the third-highest tax rates (18.2
Latvia

) per cent) on production and imports in the EU and the highest of its regional peers. At 27 per cent, Hungary
Czech Republic

I
.|
Slovenia e has the highest value-added tax (VAT) rate in the EU. In contrast, with a flat rate of 15 per cent on income
Hungary ee— tax, it has one of the lowest personal income tax rates. In recent years, it has also made efforts to reduce
Croatia = —— other payroll deductions, such as social security contributions. In 2017, Hungary also slashed its statutory
POl corporate income tax rate from 19 per cent for large companies and 10 per cent for small ones) to a
Slovak R Ui e — uniform 9 per cent, currently the lowest rate in the EU.

0 110 120 130 140 150 160 The government has introduced a series of sector-specific taxes, including on the financial sector, energy

More competition friendly companies, public utilities and advertising. These sector-specific taxes have the potential to create

Source: OECD (2018a). distortions and weaken the investment climate (European Commission, 2019a) and partly serve political

Note: Estonia is not yet included in the PMR database. purposes. They do not place a direct burden on individuals and mostly affect international firms, reshaping

The overall tax wedge has been cut, but remains above the OECD average the market in favour of certain Hungarian companies in some sectors (Laszl6, 2017). In 2019, the upper
A. Average tax wedge' bank levy was cut from 0.21 per cent to 0.2 per cent and it is no longer applied to investment companies.

The overall tax wedge has been reduced, but remains above the OECD average. Despite recent tax reforms,

Hungary’s tax wedge remains high relative to its peers (see bottom left-hand chart). At the time of writing,

the tax wedge stood at 40.5 per cent for single earners at the average wage (with lower rates for earners

with children), down from 45 per cent in 2018 and 54 per cent in 2008. However, Hungary’s tax wedge is

still the sixth highest in the EU and higher than those of its regional peers, such as the Czech Republic,

. . Poland and the Slovak Republic (OECD, 2019a).
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Small taxes still impose a big administrative burden. Hungary’s tax system has more than 60 different

10 taxes, many of which generate little revenue but impose a significant administrative burden on those

i - L _ subject to them, according to the World Bank’s Doing Business survey. A medium-sized company has to
S & E 3 i spend 277 hours a year on taxes, while the OECD high-income average is just 158.8 hours (World Bank,

Source: OECD (2019a), Taxing wages: comparative tables, OECD tax statistics database. The tax wedge is the sum of personal 2019). While some of these taxes have been eliminated (the cultural tax, for example) or merged, most
income tax and employee plus employer social security contributions, together with any payroll tax less cash transfers, expressed as a . .

percentage of labour costs for a single person (without children) on average earnings. The 1 January 2018 observation reflects only remain (EurODean Comm|55|on, 20198)

Hungarian measures.

10

0

S

oy

ISR

=
L
(&)

NZL
MEX.

] o —
€T
522 2K

IRL
AUS
GBR
USA
JPN
NOR
DK
LUX
NLD
TUR
EST
ESP
SVEK
LV
FIN
SVN

::

HUN
AUT

ITA
DEL

March 2021 PUBLIC 19



4.4 The institutions necessary for a sustainable market economy

are strong in principle, but weak in practice

4.4.2 More than half of public investment comes from EU funding, but with debatable effect

European Bank

for Reconstruction and Development

More than half of public investment is financed through EU funds

90 Cohesion Funds as a share of public investment by Member State, 2015-17 (%)
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60 Source: European Commission (2018b).
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Hungary allocated more funding than was available in 2014-20

115%

= Austria

Hungary received a total of €25 billion in European Structural and Investment Funds in 2014-20. This was equivalent to
2.9 per cent of its annual GDP, or 53.6 per cent of its annual public investment, on average (see upper left-hand chart)
(European Commission, 2019a). Under the Economic Development Operative Programme, the government has pledged to
support 12,500 companies (including 1,500 start-ups) with mostly financial, but also advisory assistance and to support
8,000 more in enhancing their use of e-services and ICT.

Without the EU funding, Hungary’s GDP would have contracted 1.8 per cent between 2006 and 2015, rather than grown
4.6 per cent, according to a programme evaluation produced by KPMG on the impact of EU funds during the bloc’s 2007-
13 programming period (KPMG, 2017). EU funds had the most significant impact on Hungarian investment during the
period. Indeed, investment would have decreased by a massive 31.6 per cent without EU funding; instead, it grew 2.8 per
cent. While the EU funds helped to reduce GDP imbalances between Hungary’s provinces by 3.4 per cent, regional
differences in employment did not decrease significantly.

Although EU funding has boosted investment substantially, its impact on productivity and its overall effectiveness remain
debatable. Knack (2000) and Harford and Klein (2005) argue that there is a danger that recipient countries with
substandard institutional quality may become dependent on international aid in the long term, as processing the funding
places a heavy burden on their bureaucracy and leads to a deterioration in their democratic institutions. According to

] - tBanai et al. (2017), Hungary’s 2007-13 EU funding had a significant positive impact on SME employment, sales revenue
- \ EE!@E#; and gross value added, but labour productivity remained unaffected. Another evaluation of the 2007-11 SME grant
o implementation rate of 109% jggténﬁ%? programme showed that beneficiaries did not perform better than control firms after completing their investments. In
100% Egg;;nwmrage terms of net revenue and productivity, the programme had no positive effects. The employment effect was small, but
_— ' e 11 e highly positive compared with the control firms (Budapest Institute, 2014).
= Greece
= “ 4= Shoate EU funds provide additional public resources, which can increase the risk of corruption due to the lack of an adequate
| LR ENE] :.}{Sl?,”d_ management and control function. Fazekas et al. (2013) analysed a pooled database of contract-level public procurement
S = == Eiggé:&rggurg information from Hungary, the Czech Republic and the Slovak Republic between 2009 and 2012. They found that EU
ST o Dhatta funds bolstered institutional grand corruption by providing additional resources for rent extraction.
] S e — EEE;EE%; The European Commission penalised the Hungarian government for mismanaging EU funds. An agreement was reached
70% = = sweden in November 2019, when the government accepted a 10 per cent penalty reduction on HUF 5,600 billion worth of
e u = s procurements over the programming period (about 5.1 per cent of the funds earmarked for the seven-year period). The
B Unite ingdom . . .. .
ynited Kinga government was then overcommitted on EU funding (see bottom left-hand chart) and the remaining funds were shifted to
= Declared (y-axis) vs spent (x-axis) to September 2019 other beneficiaries (Portfolio, 2019).
. T J°"°5’e“ SoJrce: ETJr(opean ((Zommission (2018b).
March 2021 PUBLIC 20



4.4 The institutions necessary for a sustainable market economy are

strong in principle, but weak in practice
4.4.3 Better regulation and anti-corruption efforts are needed for Reconstruction and Development

European Bank

Hungary perceived as one of the most corrupt EU states (least to most)
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The National Anti-Corruption Plan 2015-18 had limited impact. While the anti-corruption framework primarily
focused on the integrity of public organisations and companies, there were no proposals to introduce further
reform mechanisms or to strengthen prosecutorial efforts. Investigations into high-level corruption cases remain
few and far between and the government is hesitant to join the European Public Prosecutor's Office (European
Commission, 2019a; Ministry of Justice, 2018). The Ministry of Interior announced a new anti-corruption strategy
for 2019-22, but has not published it as yet.

Hungary has no comprehensive lobbying regulation, making it more difficult to distinguish between lobbying and
undue influence. The first act on lobbying in Hungary was enacted in 2006 and repealed in 2011. There is a law
on legislative lobbying, as well as a government decree on integrity measures in public administration, adopted in
February 2013. This regulation does not require the mandatory registration of lobbyists or the disclosure of
contacts with lobbyists to an independent control body. Public representatives and bodies are not expected to
publicly disclose lobbying contacts. Furthermore, there is no mechanism for monitoring the implementation of the
obligations that do exist (European Commission, 2014).

A whistleblowers act was adopted in October 2013, aimed at strengthening the protection of whistleblowers,
primarily by introducing a system of electronic reporting. Requests that the person reporting the crime provide
his/her name do not ensure anonymity, however. Despite original plans, the government also has not established
an independent public body to effectively protect whistleblowers.

Hungary ranks lowest among the EU member states on perceived levels of corruption, according to experts and
business people. In the 2019 Transparency International Corruption Perception Index, Hungary dropped six places
from the previous year (see upper chart) (Transparency International, 2019). The reluctance to prosecute cases of
alleged high-level corruption has undermined the perception of judicial independence. The European Anti-Fraud
Office (OLAF) has issued a number of judicial recommendations to the authorities to initiate criminal proceedings,
but the Prosecutor General’s office has declined to follow through (see, for instance, the Elios case in Annex 2).
According to OLAF’s 2018 report, between January 2012 and December 2018, the indictment rate in Hungary was
45 per cent (OLAF, 2019).

The World Bank’s governance indicators show that Hungary (along with its Central European peers) ranks around
the OECD high-income average when it comes to political stability and absence of violence/terrorism, but lower on
voice and accountability, government effectiveness and regulatory quality. It also lags on the rule of law and
control of corruption. Hungary was the only country in the Visegrad Group to show a deterioration in the control of
corruption and voice and accountability between 2013 and 2018 (see bottom chart).
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4.4 The institutions necessary for a sustainable market economy are strong in

principle, but weak in practice

4.4.4 Developing the business environment and promoting entrepreneurship

European Bank

for Reconstruction and Development

In recent years, various Hungarian government agencies have launched plans to improve
competitiveness and productivity and to boost entrepreneurship. These include the MNB’s 180
Steps for the Sustainable Convergence of the Hungarian Economy (MNB, 2018), the 330-point
Competitiveness Programme (MNB, 2019a) and the Programme for a More Competitive Hungary
(NCC, 2019) published by the National Competitiveness Council and the Ministry of Finance. The
government has also issued a series of sector-specific policy documents (see below and Section
4.2.2).

The government wants to reindustrialise Hungary. The government’s Directions for Innovative
Industrial Development, or the Irinyi Plan, published in February 2016, envisages Hungary as
“the EU Member State where industrial production has the largest share within the gross national
product” (Ministry of National Economy, 2016). The government proposes doing so by
maintaining Hungary’s key role in motor-vehicle manufacturing and by increasing its presence in
electronics, logistics and the health industry. Key goals and tools include the application of new
and digital technologies, the use of efficient production technologies, a reduction in geographical
inequalities, increased employment and the creation of jobs, and the development of physical
and human capital (Ministry of National Economy, 2016).

The 2014-20 public-service strategy includes developing the organisational framework of a
service-oriented public administration, improving public administration human-resource
management and improving the quality of public services and e-governance (Government of
Hungary, 2015a).

The new 2019-30 export strategy targets a 50 per cent increase in the share of exporting SMEs
and product and customer base diversification, also to countries outside the EU. Hungary also
aims to integrate domestic SMEs into global value chains, create the region’s fastest and most
market-oriented export financing system and build internationally successful Hungarian brands
(Ministry of Foreign Affairs and Trade, 2019).

To counteract a decline in corporate credit, the MNB has been introducing various subsidised
lending products since April 2013, including several Funding for Growth Schemes. At the
beginning of 2019, it launched another programme, the Funding for Growth Scheme Fix (FGSfix),
aimed at increasing the availability of predictable, fixed-rate loan products to enhance SME
investment. In July 2019, the MNB launched a new HUF 300 billion (€930 million) corporate
bond-buying scheme (up to 70 per cent of a series). While it has provided liquidity to the market, it
remains unclear whether it will bring new private investors to the market. In parallel, the central
bank continues to run its market-based lending scheme, aimed at enhancing bank lending to
small firms, while public development banks offer financial support through loans and credit
guarantees. With private lending continuing to recover, the extent of public intervention in the
bank credit market may crowd out market lending. The abundance of competing financing
schemes also creates incentives for firms to seek out funds with the fewest strings attached,
reducing demand for better-monitored programmes (Kallay, 2014).

The proliferation of the strategies and programmes proposed by various agencies over different
timeframes raises questions over communication and coordination. There has also been very
little public-sector monitoring and evaluation of the progress of those already in place.

Despite these government efforts, Hungarian productivity growth remains sluggish.
Notwithstanding the many programmes to increase competitiveness and productivity over the last
10 years, the country’s productivity growth has been roughly on a par with that of the EU. EU
average productivity (measured as GDP per hour worked) increased 8 per cent between 2010
and 2018, while Hungary’s increased 9.3 per cent. This is a significantly lower increase than
those reported by its regional peers (the Czech Republic, at 12.5 per cent, Poland, at 26.7 per
cent and the Slovak Republic, at 19.9 per cent). Consequently, Hungarian GDP per hour is one of
the lowest in the EU and lower than all of its regional. peers (OECD, 2019b).
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ATQ annex: Hungary overview
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The EBRD’s Assessment of Transition Quality (ATQ) scores are based on a distance-
to-frontier approach, with the best-performing countries used as benchmarks. The
resulting scores are rescaled to 1-10, where 10 is the frontier (see chart). This annex
provides a more detailed assessment of each of the six ATQs. The table on the right
lists all the indicators underlying each of the ATQs.

ATQ scores — Hungary and comparators

Competitive O o

Well-governed @) °

Green Qoo
Inclusive Oe o
Resilient Qeo
Integrated Qe
1 2 3 4 5 6 7 8 9 10
ATQ score 2020
O Hungary EBRD average

@ Comparators average Regional average

Source: EBRD (2020a).
Note: Visit https://2020.tr-ebrd.com/reform/ for the full list of indicators, data
sources and methodological notes.

Competitive

Well-governed

Green

Inclusive

Resilient

Integrated

Components

Market structure that supports competition and incentives for sound
decision making

Capacity to add value and innovate

National-level governance

Corporate-level governance
Climate change mitigation
Climate change adaptation

Other environmental areas

Gender

Youth

Regions

Financial stability

Energy-sector resilience

Trade (external dimension)

Infrastructure (internal dimension)

Sub-components
Weighted average of applied tariff rates
Ease of doing business
Resolving insolvency
Subsidies
SME environment
Business entry
Presence and export of advanced services
Global value-chain participation
Knowledge economy
Availability of credit to private sector
Quality of trade and transport-related infrastructure
Economic complexity
Quality of education
Labour productivity
Quality of public governance
Integrity and control of corruption
Rule of law
Corporate governance frameworks and practices
Integrity and other governance-related business standards and practices
Physical indicators
Structural indicators
Physical indicators
Structural indicators
Physical indicators
Structural indicators
Legal regulations and social norms
Access to health services
Education and training
Labour policy
Labour practices
Employment and business
Access to finance
Labour-market structure
Youth employment
Quantity of education
Quality of education
Skills mismatch
Financial inclusion
Institutions
Access to services
Labour markets
Education
Financial sector
Liberalisation and market liquidity
System connectivity
Regulation and legal framework
Trade
Foreign direct investment
Balance-of-payments openness
Cross-border infrastructure
Domestic infrastructure quality
Energy
ICT
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ATQ annex: Competitive (1/2)
Score: 6.64/10
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for Reconstruction and Development

Market structures and institutions for competition

Hungary’s business and regulatory environment, as measured by the Ease of Doing Business sub-
indicator for 2019, is slightly above the EBRD average and lags the average for the CEB countries (6.49
in Hungary compared with 8.62 for CEB). The gap to its OECD comparators is even greater. The aspects
where further improvements may be needed include the protection of minority investors’ rights, getting
electricity supply and dealing with construction permits.

Starting a business, as measured by the density of business entries and the ease of starting a business,
is more difficult than in other CEB countries (in particular the Baltic countries). Hungary’s performance
on this metric is aligned with the average of the EBRD regions.

This is also partly captured by the EBRD adjusted SME index, a sub-index of the Competitive ATQ, which
aims to quantify the degree to which the business environment allows SMEs to flourish. In 2019, the
Hungary’s score was 6.55, close to the average for CEB (7.02), though some distance behind the
average of OECD countries (8.98). This means that Hungary could improve further, especially
considering the prominent role SMEs play in its economy.

Hungary is a top performer among the CEB countries when it comes to the availability of sophisticated
services. The advanced services share of total services exported (including, for instance, finance and
accounting,) was around 52 per cent in 2017, while the average of the CEB countries was about 40 per
cent and the OECD average was 63 per cent. These service export levels also reflect the availability of
services domestically. SMEs seem to be a large contributor to service exports.

Capacity to generate value added and to innovate

Hungary is highly integrated into global value chains (see chart), thanks to its geographical location and
open trade policy, relatively low labour costs and advanced logistics and infrastructure for trade. As
measured by the global value chain participation indicator, the country outperforms the OECD countries
and is one of the best performers in CEB (with a score of 9.42 versus a CEB average of 8.23).2

Foreign-owned multinational enterprises dominate the manufacturing sector. Hungary’s main export
sectors (especially motor vehicles, see chart) are highly dependent on intermediate inputs, and foreign
firms producing in Hungary are an important driver of the economy. In 2016, 47 per cent of total output
and 76 per cent of manufacturing output was produced by foreign-owned multinationals.

2 EBRD calculations based on the Quality of Logistics Performance Index, Quality of Trade and
Transport-related Infrastructure (World Bank, World Development Indicators).

This can also be linked to Hungary’s strong performance on the economic complexity indicator, where it
is the best-performing economy in which the EBRD invests (with a score of 8.20) and not far off its OECD
comparators (with 8.35). A high economic complexity score signals the ability of the economy to produce
a diversified range of products that are exported, including uncommon, high-value-added products.

The availability of credit to the private sector is the dimension of the Competitive index where the country
posts the weakest performance. Here, Hungary is also the worst-performing country in the CEB region.
Constraints on access to finance may also tie in with the aforementioned difficulties of starting a
business and hindrances to SME development.

Lastly, Hungary has the potential to further strengthen its capacity to innovate and become a more solid
knowledge economy. As measured by the EBRD’s adjusted 2018 Knowledge Economy Index, the country
scores (5.64), which is below the average of the CEB region (6.41) and the average of its OECD
comparators (8.55) (EBRD, 2019). The weaker-than-average performance can be seen across the board:
institutions, skills for innovation, the innovation system and the availability and sophistication of ICT
infrastructure.

The limited availability of skills to match market needs, which are also are crucial to innovation, is also
captured in Hungary’s weak performance on the perceived quality of education.

Foreign-owned multinationals have a strong presence in Hungary

15'/ i Gross output by sector and firm ownership
100 as a share of total output, 2016

B Foreign MNEs B Domestic Non-MNEs & Domestic MNEs

Source: OECD (2018b), EBRD calculations.
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ATQ annex: Competitive (2/2)
SCOI‘B: 6.64/10 European Bank

for Reconstruction and Development

Credit to private sector (as a percentage of GDP) @ @0
Starting a business index @ e
Resolving insolvency score @ve
Knowledge economy index, adjusted U@ @
Logistics performance index [ o @
Labour productivity [ @
Skills- @
SME index, adjused @ :.
Competition policy index o® :‘
Ease of doing business score I‘
Advanced business services exports (as a percentage of services exports)-
Subsidy expenditure (as a percentage of GDP)/
Economic complexity index (HS)
Applied tariff rates (weighted average):

Global value-chain participation ®

ATQ score 2020
@ Hungary ® EBRD average ® Regional average () Other EBRD economies
--  Competitive score

Source: EBRD (2020a).
Note: Visit https://2020.tr-ebrd.com/reform/ for the list of indicators, data sources and methodological notes.
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ATQ annex: Well-governed
SCOI‘BZ 5.98/10 European Bank

for Reconstruction and Development

Shareholders' rights (LTT) O | _ Hungary scores lowest on the well-governed quality, according to the latest ATQ scores. However, it remains above the
Structure and functioning of the board O ] Ej EBRD average (5.50). A closer analysis of the list of indicators suggests that further progress on policy stability, reducing
f‘\llrn‘;u,,?\x)Il\'li.;:v—;' r]g]l‘nf\’ ( 'rr-‘rw'-n @) iO@ P the distortive effects of taxes and subsidies, and increasing judicial independence is required.
Stakeholders and institutions I @ ©
Internal control '@ ® S Hungary has made significant reforms in its transition to a market economy, but the government has become more
Transparency and disclosure (WEF) | «© 8 interventionist in recent years. Creeping state intervention in a growing number of sectors, through regulation and the
Transparency and disclosure (LTT) | 0 manipulation of market structure, creates uncertainty for entrepreneurs. For example, as the European Commission’s
Framework for challenging regulations ® i country reports note (European Commission, 2019a; 2020), the state has created monopolies in several segments of the
-I“‘“”\- ’lf” independence © (5 . ; economy (for example, tobacco wholesale and retail trade, textbook publishing and municipal waste collection).
>rivate property rights @]
Burden of «f](':w'w’msimw; m;m: on 1 The World Bank Doing Business 2020 survey ranks Hungary 52nd out of 190 economies when it comes to the ease of
Intellectual property protection @ ce 3 doing business, a one-rank improvement from the previous year. Procedures for starting a business, dealing with
"""‘*"“1{“'”‘ of ""’f“;‘!”*”'j”/,’ ‘:“ © @ construction permits, protecting minority investors and getting electricity remain burdensome, although Hungary
('”[Y[[N(ﬁ”y(‘(f”tm ‘Cé i performs better than the regional average on trading across borders.
Budget transparency Qe @ @ The Index of Economic Freedom 2020 (Heritage Foundation, 2020) ranks Hungary 62nd out of 180 economies, with low
[\(”HH'“”H \szuu C:)O j L scores for judigial eff(.activeness, government integrity and government spending. The overall score increased by 1.4
E:gov paiticination | @ene % points thanks, in particular, to a higher government integrity score. The country’s overall score is below the regional
AML/CFT/tax exchange standards ‘} © 2 © average, but above the world average.
y | ! - 2
; .()‘I:(lillet<li\1;mst ' OO » Hungary’s tax administration has improved substantially, though there is room to improve even more compared with CEB
Gonfract enforcement GNBDE) | 0 peers. According to the latest round of the EBRD’s Business Environment and Enterprise Performance Survey (EBRD
Political stability (GII) ; © 2020b), almost 10 per cent of companies view tax administration as the biggest obstacle to doing business, above the
Political instability (BEEPS) : ()] CEB average of less than 6 per cent. In BEEPS IV (2006-09), the share was more than 14 per cent.
Perception of corruption (BEEPS) i eQ
Political stability (WGI) ! @©
Informality (BEEPS) i ® @
Effectiveness of courts (BEEPS) :» @ @
} 6 ) 10
A ( re
@ Hungary EBRD average ® Regional average Other EBRD economies

--  Well-governed score

Source: EBRD (2020a).
Note: Visit https://2020.tr-ebrd.com/reform/ for the list of indicators, data sources and methodological notes.
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ATQ annex: Green (1/2)
Score: 6.14/10
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for Reconstruction and Development

Hungary scores above average on most green indicators in the EBRD regions, but low compared
with other EU countries. It has made significant progress in decoupling its output growth from the
main environmental pressures, largely by implementing EU directive requirements. However,
GHG emissions have started to pick up with the recent rebound in economic activity.

Hungary's green economy transition will need to focus on investing in residential energy
efficiency, sound waste and materials management, and managing a just and fair transition away
from carbon-intensive sectors. Hungary has signed up to the Paris Agreement and has a 40 per
cent GHG emission-reduction target by 2030 in its Nationally Determined Contribution.

Hungary needs to improve the energy efficiency of its buildings. The country has one of the most
energy-intensive residential sectors in the EBRD regions. Nearly 80 per cent of Hungarian homes
fail to meet modern functional technical and thermal engineering requirements; the ratio is
similar in public buildings (OECD, 2018c). More than half of its energy-saving targets are
expected to be achieved in the residential sector (Ministry of National Development, 2015). The
National Energy Strategy 2030 also aims to reduce Hungary’s energy dependence by increasing
energy efficiency nationwide (Ministry of National Development, 2012).

The country needs a more ambitious sustainable energy target to reach EU climate goals. The
share of renewable energy reached Hungary's national target of 13 per cent in 2018 in gross
final energy consumption terms, however, it is far behind the EU’'s 20 per cent target. As the
renewable energy supply relies heavily on biomass, Hungary should consider focusing on
developing other renewable sources, such as solar or geothermal energy (OECD, 2018c).

While Hungary has made progress on waste recycling and recovery, more than half of the
country’s waste is deposited in landfill, a higher proportion than its EU neighbours. Despite efforts
to improve resource efficiency, sustainable material management has not yet been integrated
into sectoral policies or implemented at local level. The 2012 Act on Waste transposes the EU
Waste Framework Directive (2008/98/EC), while the 2011 Environmental Product Fee Act
targets a wide range of environmentally harmful products.

Hungary has one of the largest CO,-emitting transport sectors of the EU economies in which the
EBRD invests. Ninety-two per cent of its energy consumption in transport comes from oil, of which
more than 90 per cent is road transport, with little use of electricity from clean fuels. The country
is also lagging the EU target of a 10 per cent share of renewable in the transport sector.

While prevalence in coal has been decreasing gradually, it remains important. The two coal-fired
plants are more than 44 years old, on average, and will both need to be decommissioned by
2030. The competitiveness of these plants has decreased markedly since Q1 2018, with CO,
emission allowance prices climbing from €10/tonne to around €25/tonne in June 2019. Some
2,500 people are directly employed in coal-related activities (Alves Dias et al., 2019).

Hungary's overall resilience level to climate change risks is good. However, most of the country is
exposed to medium to high water risk and a large portion of western Hungary is exposed to high
water stress (WRI, 2013).

Protecting Hungarian biodiversity, which includes the largest continuous natural grassland in
Europe, is key. Hungary has a well-developed network of protected areas covering more than 22
per cent of its territory, exceeding the international target. Progress has been made on integrating
biodiversity considerations into policymaking, but more efforts are needed to mainstream
biodiversity protection into the country’s energy, transportation, tourism and industrial strategies.

Nuclear energy plays a significant role in electricity generation and Hungary is now at a
crossroads. It needs to decide whether to proceed with the intergovernmental agreement with
Russia to build two new nuclear reactors at the Paks plant (2,400 MW). Construction at Paks
started in 2020 and come into operation after 2026-27. However, neighbouring countries are
contesting its expansion.

Energy intensity: Energy intensity is among the highest of the 12 EU economies in which the
EBRD invests.

Energy mix: In 2000-16, the use of coal dropped 43 per cent, while the use of natural gas fell by
17 per cent. However, fossil fuels still make up about 70 per cent of the energy supply and the
share of oil has started to pick up again (IEA, 2019).

Electricity: Hungary’s electricity generation relies on nuclear power (50 per cent), gas (20 per
cent), coal (18 per cent), biofuels and waste (7 per cent) and other renewables (5 per cent) (IEA,
2019).

Coal employment: There are 2,500 people directly employed in coal-related activities,
comprising 1,600 coal-mining jobs and 900 power-plant jobs (Alves Dias et al., 2019).

Waste: Fifty-four per cent of waste still ends up in landfill (OECD, 2018c).
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ATQ annex: Green (2/2)

Score: 6.14/10
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Adaptation mentioned in INDCS'b
Projected change in cereal yield
Agricultural sector capacity
NDGAIN human habitat score
Institutional Quality

Aquaduct water stress index

Occurance of extreme weather

CO2 emissions from residentail buildings {@®

Electricity production from renewables

MWh consumed per tonne CO2 emitted
Agricultural GVA per tonne of GHGs emitted
Industry value added per tonne CO2 emitted
CO2 emissions from transport

Carbon pricing

Fossil-fuel subsidies (as a percentage of GDP)
INDC rating

Market support mechanism index

Environmental technology patents
Territorial seas protected

Terrestrial protected area

Waste generation

Number of threatened plant species
Number of threatened animal species
Municipal waste collection coverage
Waste-intensive consumption

Annual exposure to PM2.5

Vehicle emission standards

@

o"

Adaptation

Mitigation

Other Environmental

5

6

7

ATQ score 2020
@ Hungary ® EBRD average ® Regional average Other EBRD economies

-- Green score

Source: EBRD (2020a).

Note: Visit https://2020.tr-ebrd.com/reform/ for the full list of indicators, data sources and methodological notes.
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Hungary scores above average on most inclusive indicators. Total unemployment is very low, at
only 4.1 per cent for men and 4.6 per cent for women in November 2020, according to Eurostat.
The labour-force participation rate for women was 67.2 per cent, compared with 83.2 per cent for
men in Q3 2020 (Eurostat).

Gender discrepancies are partly associated with the negative effects of motherhood on labour-
market participation, as encouraged by Hungary’s family policy. The availability of childcare
facilities remains below the EU average (ILO, n.d.). Women are more likely to be employed in lesser-
paid services than men and less likely to be employed in industry and agriculture, according to the
World Bank. Only 23.3 per cent of employees in the transport sector are women. At the same time,
Hungary’'s ATQ value in the World Bank’s Women, Business and the Law Index is above the EBRD
regional and CEB averages.

Employers see significant labour shortages. Fifty-one per cent of employers cite challenges filling
jobs in Hungary, with large companies finding it most difficult. Thirty-five per cent of employers cite
a lack of applicants as the major reason for the talent shortage, while a further 25 per cent cite
applicants’ excessive pay expectations (Manpower Group, 2018). The labour market has tightened
and the job vacancy rate has more than doubled since 2010 (PwC Hungary, 2021).

Due to its location, Hungary functions as transit country for irregular land migration. First-time
asylum applications peaked at more than 174,435 in 2015, according to Eurostat (2016), with the
three main source countries being Kosovo, Afghanistan and Syria. In 2015-19, there were also a
number of irregular entries through the Western Balkans, by refugees in transit to other EU
countries. In recent years, social tensions and anti-immigrant sentiment have led to restrictive
policies, such as the construction of border fences, which have dramatically decreased the number
of asylum applications.

Indicators show access to services at or above the regional average. Life expectancy at birth in
Hungary is 76 years, four years below the OECD average. Education standards in Hungary fall short
of the OECD average in PISA studies. Hungary is the worst-performing OECD country when it comes
to the correlation of educational attainment and socioeconomic background. Equity is further
hampered by early school choices and regional differences in school quality. At the same time,
overall educational achievement is high, with 84 per cent of adults aged 25-64 having completed
upper secondary education. Only 4.8 per cent of young people are not in education, employment or
training, according to Eurostat.

The United Nations ranks Hungary’s population among the 10 fastest-shrinking populations
globally. The population is also aging. The share of people over 65 years of age rose from 13 per
cent in 1990 to almost 20 per cent in 2019 and it is expected to reach 29 per cent in 2060. In
2020, the median age in Hungary was estimated at 42, with around 20 per cent of Hungarians
over 65, only 10 per cent between 15 and 24 years and only 14 per cent under 14 years of age.
As the mortality rate is higher for men, women are overrepresented in the older age groups.
Seventy-four percent of people over the age of 85 in Hungary are women (United Nations, 2019).

The total dependency ratio, a measure of the pressure on the productive population, is expected
to increase to 85 per cent by 2060 from 49 per cent in 2019. Still, Hungary has a low
dependency ratio compared with the OECD average and this is mainly due to its relatively lower
life expectancy. The average OECD life expectancy at birth was 80 in 2017, compared with
Hungary’'s 76 (OECD, 2019c).

LGBTI: Hungary scores just 41 per cent on the ILGA Europe scale of LGBTI equality (ILGA Europe,
2019). While equal treatment and opportunities are set in legislation for employment, health
and education, there are no administrative processes based on self-determination and the
requirements for legal gender recognition are punishing. Thirty-five per cent of all EU LGBT
survey respondents in Hungary reported experiencing harassment on the grounds of their sexual
orientation (European Union, 2020).

Roma: More than half of Roma households in Hungary suffer from economic, social and spatial
exclusion. Residential disadvantage is accompanied by low to no access to employment or
education. Most companies do not employ Roma based on prejudice and their lack of training;
at most, they are offered seasonal work (Varadi et al., 2014).

Refugees: Hungary’s hostile reaction to refugees and asylum seekers has led to deteriorating
conditions in detention centres, with reports of abuse and a lack of legal representation for
asylum seekers. The United Nations High Commissioner for Refugees has voiced serious
concern over refugees’ situation in Hungary (UNHCR, 2016).

Disabilities: Living conditions for people with disabilities are below the EU average. More than 27
per cent of people with some or a severe level of activity limitation live in a dwelling with a
leaking roof, damp walls or rot in window frames or floor (compared with the 17 per cent EU
average) (Eurostat, 2019).

March 2021

29



AT(Q annex: Inclusive

Score: 6.63/10

European Bank

for Reconstruction and Development

Borrowing from a financial institution

Saving at a financial institution

Borrowing from a financial institution (gender gap)
Inequality of opportunity attributable to gender
Social Institutions and Gender Index

Women employers

Labour force participation rate

Labour force participation rate (gender gap)
Saving at a financial institution (gender gap)
Women in managerial roles

Women, Business and the Law Index

Unemployment rate (age gap)

Perception of quality of education system-

Hiring and firing Flexibility

Number of individuals with a bank account (age gap)
Number of individuals with a bank account:
Harmonised test scores

Median age

Unemployment rate

Gap in quality of health and education systems
Gap in access to a computer

Quality of transport and trade related infrastructure
Gap in access to the internet

Gap in labour-market status of household head
Gap in educational achievement of household head
Gap in access to water

Gap in establishments with bank accounts

@ Hungary @ EBRD average ® Regional average

-- Inclusive score

Source: EBRD (2020a).

Note: Visit https://2020.tr-ebrd.com/reform/ for the full list of indicators, data sources and methodological notes.
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The financial sector

The stability of the Hungarian banking sector has seen notable improvements in recent years, as
reflected in its asset quality, capital adequacy and profitability. Non-performing loans as a share
of total gross loans have fallen significantly, from more than 15 per cent in 2014 to 1.2 per cent
in Q3 2020. This is mainly down to continued portfolio cleaning and recent growth in loans
outstanding. The banking system’s capital adequacy ratio has also increased, from 13 per cent
after the financial crisis to 16 per cent. At the same time, banks’ profitability has improved, from
a negative return on assets in 2014 to about 2 per cent in 2018.

The banking sector is resilient, but it still lags comparable CEB countries in several areas. Capital
adequacy, while improving, is still among the lowest in the EU11 countries (its capital adequacy
ratio, the ratio of common tier 1 equity to total risk-weighted assets (CET1/RWA), was 17.9 per
cent in Q3 2020, suggesting slightly lower capital buffers).

In recent years, the banking sector has extended relatively low volumes of credit to companies
and households. Banks’ credit to the private sector stood at 33 per cent of GDP in 2019, the
lowest in CEB. However, this is starting to change. Loan growth accelerated in 2018, boosted by
strong domestic demand, reflecting high business confidence and a variety of initiatives to
support credit penetration. Government and central bank schemes were aimed, in particular, at
stimulating demand for mortgage loans and loans to SMEs.

Growth in corporate loans outstanding
rose further, to 17 per cent year on year 20
in H1 2019, while loans to households 5
grew 6 per cent (MNB, 2019f).

Growth rate of corporate loans and total NPL ratio

10
5

0 P}

e

-10

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

= Total corporate — SVIES e NP ratio

Source: Financial Stability report, MNB; NPLs - Financial Soundness Indicators, IMF.

The Hungarian financial system is relatively bank-centric. The size of Hungary’s corporate bond
market is much smaller than both the European and central European averages. The outstanding
bond portfolio of non-financial corporations as a share of GDP stood at 1.6 per cent as of Q3
2018, compared with more than 6 per cent in Poland, Slovakia and the Czech Republic. In July
2019, the MNB launched a Bond Funding for Growth scheme, through which it will buy up to HUF
300 billion (0.7 per cent of GDP) in domestic bonds (see more in Section 4.1.4).

Despite being small compared with its Western European counterparts, the Budapest Stock
Exchange (BSE) is the second-largest bourse in the CEE region after the Warsaw Stock Exchange.
However, it suffers from a lack of depth. It is dominated by the three largest firms, which account
for 80 per cent of equity market capitalisation, hampering the development of small issuance.

The energy sector

Hungary has limited indigenous fossil-fuel resources and declining domestic production. As a
result, it imports around 90 per cent of its oil and natural gas from other countries. Around 95 per
cent of its gas comes from Russia based on long-term gas-supply contracts.

This over-reliance on Russian imports makes Hungary vulnerable to external influence and
weakens its ability to ensure security of supply. Hungary needs to diversify its energy mix and
reduce its reliance on imported oil and gas by sourcing alternative sources of natural gas and LNG
from neighbouring countries and increasing the share of renewables.

Although the Hungarian energy sector is liberalised, the electricity and natural gas market
remains concentrated, with the dominant players controlling more than 50 per cent.

With the expected go-live of the DE-AT-PL-4M MC (Czech-Hungarian-Romanian-Slovak) project in
Q3 2020, Hungary will be fully integrated into the EU single day-ahead market coupling, which will
facilitate increased cross-border trade.

The government has been taking a more active role in the energy retail market in Hungary, with
an emphasis on keeping prices low for household customers. As a result, end-user prices for
household electricity and gas have been falling since 2013. Energy prices for non-households
have generally been in line with the EU average.
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OFC assets (as a percentage of GDP) @e @ ;!
Liquid assets to short-term liabilities [ @] ® g
Stock market capitalisation to GDP e® E

Credit to private sector (per cent of GDP) ] e o E
Capital adequacy ratio O e f
Loan-to-deposits ratio (@) :b
Loan-loss reserves-to-NPLs ratio o @ f
Assets-to-GDP ratio €] ‘ @
FX loans (as a percentage of total loans) 5. (@) ®
Independent supervisory body ®

Risk management and corporate governance ]

Financial Resilience

Asset share of the five largest banks L ®
Return on assets
Asset share of private banks

NPLs (as a percentage of total gross loans)

Financial sector legal framework

..‘

Functioning deposit insurance scheme

Energy sector legal framework @ o
Tariff reform @
Independent energy regulator ®

Fostering private-sector participation [5)

Corporatisation and unbundling €

Energy Resilience

International connectivity @

Domestic connectivity @

1 2 3 4 5 6
ATQ score 2020

N
@

@ Hungary ® EBRD average ® Regional average Other EBRD economies

-- Resilient score

Source: EBRD (2020a).
Note: Visit https://2020.tr-ebrd.com/reform/ for the full list of indicators, data sources and methodological notes.
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Hungary has enforced 109 international investment In terms of the Integrated transition quality, Hungary is one of the higher performers among the economies in which the EBRD
treaties, almost on a par with its OECD comparators invests, though only middle of the road in CEB.

g 125 External integration
% . 105 Trade environment: Exports and imports of goods and services account for a greater share of GDP than many other CEB
Z2c 85 countries. Due to its EU membership, Hungary is party to 41 regional trade agreements (EBRD average: 18) and enjoys a
= g 65 number of non-tariff trade-boosting measures.
% i), 45 Investment environment: Official statistics on Hungary’s investment environment in recent years look volatile due to capital
5 ® o5 transfers within multinational companies. The country is party to 109 bilateral investment treaties, with investment provisions
5 . in force (CEB average: 102; EBRD average: 65). Hungary also benefits from relatively few statutory restrictions on foreign
— direct investment (FDI).
15 EE Sl LV HR LT HU SK PL ) o . .
Non-FDI environment: Hungary’s capital-account openness is high, on a par with selected OECD comparator countries. At the
= OECD comparators average same time, portfolio inflows as a share of GDP over the past five years have been negative (-2.2 per cent), suggesting
=EBRD countries average considerable portfolio outflows (IMF).

= CEB regional average

Source: UNCTAD. OECD comparators include CA, CZ, FR, DE, JP, SE, UK, US.

Internal integration

) _ _ ) Domestic transport: The quality of the road and railroad infrastructure in Hungary remains relatively weak compared with CEB
Quality of road and railroad infrastructure remains poor peers and OECD comparators. This presents some challenges for domestic transport, though these are partly offset by
logistics skills and timeliness (close to the frontier in the region).

= S) Cross-border integration: International transport is one of Hungary’s strengths. Its cost of trading across borders (measured as
& 4 the time and cost associated with the logistical process of exporting and importing goods) is one of the lowest of the
@ 3 economies in which the EBRD invests, consistent with other high performers in CEB. Border efficiency and the ease of
§ 2 arranging international shipments are also high. This is evident in Hungary’s high ratio of trade to GDP (169 per cent).

\é 1 Energy and ICT: Hungary has relatively poor energy infrastructure and comparatively better ICT infrastructure. The quality of
<0 the electricity supply in Hungary is below the CEB average, while the time required to obtain a permanent electricity
s Hungary  Slovakia Poland Germany Austria connection is among the longest of all economies in which the EBRD invests. Around 76.8 per cent of the population use the

. . . ) _ internet, more than the EBRD average (65.6 per cent), though lower than the CEB average (78.4 per cent).
Quality of road infrastructure = Quality of railroad infrastructure

Source: World Economic Forum (2018).
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o
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-- Integrated score

Source: EBRD (2020a).
Note: Visit https://2020.tr-ebrd.com/reform/ for the full list of indicators, data sources and methodological notes.
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Annex 2: OLAF investigates award of public procurement contracts to

Hungarian prime minister’s son-in-law’s firm European Bank
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Elios Innovativ Ltd., a company co-owned until May 2015 by Istvan Tiborcz, son-in-law of Hungarian Prime Minister Viktor Orban, turned over several million euros in just a few years, from 2010 to
2015, largely by winning state contracts for the procurement of public lighting, part funded by the EU. On several occasions, Elios was the sole bidder on the contracts, despite the fact that there
were at least 10-12 experienced companies in Hungary that were professionally and financially capable of carrying out such projects. The procurement often included conditions, such as earlier
high-value reference contracts in narrow categories that no other Hungary-based firm could meet (Vorak, 2015; Csurgd, 2018).

In January 2018, several news outlets reported that the European Anti-Fraud Office (OLAF) was investigating EU-funded street-light modernisation programmes in Hungary. Indeed, in its report,
delivered to the Hungarian government prior to January 2018, but not published, OLAF found serious irregularities and possible conflicts of interest in 35 public procurement contracts, worth a total
of €40 million, won by Elios Innovativ Ltd (Csikasz, 2019; Norman and Komuves, 2018). OLAF recommended that the European Commission reclaim all funding spent on the projects. The report on
OLAF’s findings has never been officially published, but its contents are known thanks to a report by Hungarian online news outlet 24.hu, based on a leaked copy. In February 2019, the government
decided not to submit Elios’ invoices to the European Commission, turning down the opportunity to prove that the public tenders were not fraudulent (Kugyela and Brickner, 2019; Hollik et al.,
2019). Although the Hungarian police launched an investigation based on the OLAF report in January 2018 into allegations that Elios acquired state contacts by corrupt means, they dropped the
investigation in November 2018, claiming not to have found evidence of any crime (Kovacs, 2018).
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