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COMPLIANCE RATINGS

Fiscal transparency 2006 2005 2004 2003
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Availability of information eooe eoce ccoe —
Budget preparation coee ceee e -
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OUTLOOK & COMMENTARY

The need to increase fiscal policy transparency has been highlighted by the political
disturbances which followed Prime Minister Gyurcsany’s acknowledgement of having
hidden the seriousness of the fiscal situation prior to the April 2006 parliamentary elections.

While generally compliant with international best practices in the field of fiscal transparency,
Hungary is faced with the challenge of re-establishing fiscal credibility through serious
structural reforms. The government’s plans to adopt a medium-term budget framework for
2007-10, with expenditure ceilings for each budget chapter, are expected to enhance fiscal
policy transparency. The consolidation package contained in the Convergence Programme
submitted to the EU in September 2006 is also expected to result in better transparency,
stronger political accountability and renewed policy credibility.

The government is currently transitioning to the ESA95-compliant GFSM 2001 accounting
system. The Ministry of Finance is working with the IMF and Eurostat to introduce
methodological correspondences and considerable progress has already been made.
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EXECUTIVE SUMMARY

4.00 Compliance in progress

While Hungary is broadly compliant with internatadoest practices in fiscal policy transparency,
recent political events have highlighted the neeenthance accountability and transparent decision-
making processes, which could be instrumentaldacag endemic budget deficits. Political
credibility has been strained by the difficult B$situation and exacerbated by the leakage ofd’rim
Minister Gyurcsany’s speech, in which he acknowéetithat the government had concealed the
seriousness of the fiscal situation prior to theilymarliamentary elections. In fact, despite the
availability of deficit figures released by the Maial Bank of Hungary, Prime Minister Gyurcsany
repeatedly maintained that the deficit was sigaifity lower than reality.

Despite its many strengths, Hungary faces sigmifichallenges, mainly related to the necessaryadmphtation of
structural reforms to improve the state of pubif@ahces, increase growth prospects and secure eiostability.
While authorities in the past have mainly reliedamhhoc measures to stabilise public financesgtivernment has

acknowledged the urgency of making efforts towasdstainable consolidation. The Convergence Progemm

presented to the EU on 1 September 2006 recogtiigeseed to focus on the medium-term and refertheéo
government plan to adopt a medium-term budget freorle with expenditure ceilings for the various batlg
chapters, which is supposed to guide Budget Biliglie period 2007-10.

In accordance with the Convergence Programme,dhiergment intends to implement a package of skaod-long-
term reforms to bring extra-budgetary funds inte tludget. Some of these extra-budgetary fundsxq@ected to be
incorporated into the various budget chapters,emiihers might be transformed into additional gorent units. A
transition to the ESA95-compliant GFSM 2001 accimgnsystem is underway, and, since 2006, the Minist

Finance has been working with the IMF and Eurastantroduce methodological correspondences betueitwo

systems. Considerable progress has been made, ramdteer of non-budgetary units have already beelassified

as general government entities under the ESA95/GESDA definition of general government.

The government has started tackling the heavy lbucdeated by a large public sector. Significantrdding in the

size and internal fragmentation of the central goreent has taken place in 2006, with a reductiothénnumber of
ministries from 14 to 11 and a 20% reduction in thenber of employees. The government has alsoedtart
consolidation and regional reorganisation of thetreg@ administration and its decentralised bodigdailing a 10%
staff cut. This process should be completed byetiteof December 2006.

Hungary’s overall score is unchanged from last year
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1. CLARITY OF ROLES, RESPONSIBILITIES, AND OBJECTIVES

eeee Compliance in progress

The government sector should be distinguished from the rest of the public sector and from
the rest of the economy, and policy and management roles within the public sector should
be clear and publicly disclosed.

Structure, functions, and responsibilities of gover nment

The relationship between general government andrébe of the economy in Hungary is clearly definedhe
legislative framework. The State Treasukjagyar Allamkincstdr maintains a continuously updated record of all
central level government units (including centratlfetary institutions, extra-budgetary funds andadcsecurity
funds), which are required to sign up in a RegigtraBook accessible to the public. There are culye597 central
budgetary institutions and 14,419 local governniemigetary institutions in Hungary.

Sub-national governments exist at the county andicipal level. They are self-governing entities bue heavily
dependent on fiscal transfers from the centre. gdun has 19 counties and, in addition, Budapesbysnp
comparable status as the capital city. Seven adimitive regions have been established in lineh vifie
requirements of the European Union. The local gowent sector is highly fragmented with around 8,20
municipalities, more than 2,000 of which have l#sn 1,000 inhabitants. Attempts to consolidate esaithese
municipalities to create a number of micro-regitiase been frustrated by the existence of a ruleirieg a two-
thirds majority to approve such potential charfges.

Hungary currently has two definitions of the goweent for accounting purposes. TAet XXXVII11:1992 on Public
Financessets the definition of the legal government, whislcomposed of the state budget, central goverhmen
budgetary institutions, extra-budgetary funds, aadial security funds and local governments witkirtbudgetary
institutions. Eurostat and the IMF -- under ES/A8% GFSM 2001 -- use a broader statistical dedimjttowards
which the administrative system is currently trinsing. A number of non-budgetary units have bemsiassified

as general government entities under the ESA95/GES8BL definition of general government. They inéutie
State Privatisation and Property Management CompaRy/), the National Road Construction Company (Ntg
State Debt Management Company (AKK), two PartiéggaiManagement Companies and, as of 2006, the iNatio
Road Management Company (AAK).

Public broadcasting corporations, as well as 17@-profit institutions, public foundations and publon-profit
corporations have also been reclassified as gowarhmnits in line with the ESA95/GFSM 2001 defioiti A
statistical survey on non-profit institutions perfoing government functions was conducted in 2008heyMinistry

of Finance (MoF) and the Office of the Prime Mieisto determine which of these institutions met sletistical
criteria to be classified as government units. Basethis survey, the Hungarian Central Statist@fiice (K6zponti
Statisztikai HivatglHCSO) divides these units into three groups, mam@rporations, households, and government
sector*
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Coordination and management of budgetary activities

Following major problems with budget execution e tearly 1990s, a central State Treasury systemseasp
under the supervision of the MoF in 1996 to managest revenue and expenditure flows. The purposthef
innovation was to bring a growing deficit under tohand manage the problems created by a largebaumf
independent budgetary institutions. The singlea$oey account was set up to cover all institutiogl®nging to the
state household, that is, the state budget and-bxilgetary funds, thus reducing unnecessary caiséférs between
different government accounts.

The state budget covers all activities of the @mgovernment (according to national accounts ES/ANA93 and
GFSM 2001) and provides normative and other trassie local governments. In addition, there areesitra-
budgetary funds, which constitute part of the statesehold (but not the state budget), namely tdgolur Market
Fund, the Central Nuclear Financial Fund, the Reteand Technological Innovation Fund, the Floodl an
Groundwater Protection Indemnity Fund, the Homeleindd and, as of 2006, the Cultural Fund. The $aeieurity
funds are the Health Care Fund and the Pension.Fund

In accordance with the Convergence Programme piexsém September 2006, the government intends pdeiment
a package of short- and long-term reforms to bemga-budgetary funds into the budget. Some ofethedra-
budgetary funds are expected to be incorporatedtird various chapters, while others might be faansed into
additional government units. The Flood and GrounidwRrotection Indemnity Fund is expected to béuthed in
the budget in the short terhollowing the implementation of these reforms, wthane third of institutions currently
outside the budget are expected to be privatismuhinated or merged into the budget, leading tamitznt
improvements in the fiscal balance as soon as 2007.

Certain appropriations, such as healthcare andgagetsubsidies, are considered “open-ended bugdetars” and
allow spending in excess of the original budgettycation. This mechanism is meant to overcomécdifies in
estimating precise expenditure figures at the tifhbudget preparation. It is regulated in a tramspt manner and
usually has only a minimal impact on the fiscaliciebf the central government. Open-ended budgetams are
defined yearly by the budget and usually includestoner price subsidies for transportation of sttejeiderly and
disabled persons, family and housing subsidiese sjaarantees, as well as compensation for indagdand
corporate entities in pursuance of government @screConsumer price subsidies for transportatien usually
classified as open-ended budgetary items to comapen®r revenue losses resulting from price prefess
guaranteed by the state to certain social groupsveder, this appropriation did not exceed its spendimit in
2005 and is not likely to do so in 2006 eitfékny changes to the legal conditions of an entidatrmust involve
adjustments to the appropriation. This requirenemtaived for investment incentives where the epeded nature
of the expenditure item is justified by the impoxta of the projects for the national economy. Tbeegnment has
plans to implement new rules for open-ended budgdtams, aimed at holding line ministries respbiesifor
meeting targets.

Certain public non-financial institutions -- in agsuch as infrastructure, agriculture, housinggigm trade, and
medicine (general practitioners) -- are requiredridertake non-commercial activities on behalfhaf government.
Public financial corporations are engaged in gomvamt programmes either by providing subsidised do@vhere

the interest subsidy is covered by the budgeti@ef¢levant ministries) or through export-imposdurance services
backed by government counter-guarantees and fisgnma the budgef

Since the early 1990s, expenditure arrangemenksuimgary have become more decentralised. Local govent
institutions provide health, education, utilitiesdaother services and employ 65% of public sectorkers
However, transfers from central government provhue majority of revenue for local budget institusp meaning
that local authorities are not always or entiralycontrol of their ability to deliver on these matetl functions.
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County and regional development councils are resipte for distributing special subsidies for lessveloped
H 12
regions.

The central government has clearly stated its déte&tion not to assist municipalities in financtabuble and
borrowing is carefully controlled. Local governmdrankruptcies are governed by thet on Local Government
Bankruptcy which establishes a formal procedure for managisglvent sub-national governments. In particular
the amount of liabilities arising from the commitmt® assumed by a local government cannot exceeddjosted
own revenues of the government (defined as 70%@fotvn revenue estimates less short-term lialslisiech as
debt servicing and leasing charges). Liquid creefiaid the same year is exempted from these etions®®
However, according to some commentators, implentientadf the Act on Local Government Bankruptey less
strict in practice and a law on supplementary faiiag of disadvantaged municipalities with externahstraints
provides an alternative support mechanism, whiokugver, is often awarded on a political bd$is.

The Convergence Programme presented in Septemiér 2ints out the government plans to facilitateea
allocation and streamlining of tasks by substalytis#ducing the amount of normative grants avadatd local
governments, relying on supplementary transfersditiomal on their efficient performance of tasksstead.
However, some commentators have highlighted thigcdifies connected with a possible change in tharfcing
system of local governments, which would requirme@rior degree of centralisation and, thereforeyathirds
majority for approval. One possibility is a refoohthe local tax system to make more revenuesaailat the local
level®

The Hungarian State Treasury is accountable taninester of finance. All budgetary appropriationsyenues, and
expenditures are channelled through the Treasuhichwprocesses the reports and budgets of all hadge
institutions, including three of the six extra-betwyy funds, and manages their accounts, as wedtads aid and
foreign claims on the state. The Treasury also gotstthe financial management of the central budgdtcompiles
the annual final accounts. The Treasury is orgdiaisally made up of two vice presidents and finectorates:
implementation of the state budget, economics {publance aggregation and accounting, regulatifingncing
(state aid, debt management, financial regulatiofidrmation technology, and economic managemémtaddition,
there are 19 county directorates across the cowntigh process the local government budgets andrte@nd
supervise state aid, among other tasks. The Tieastrently has a total staff of just under 4,600.

Relations between gover nment and public sector agencies

The National Bank of Hungary (NBHMagyar Nemzeti Banks legally defined as an independent central babk
is not allowed to issue credit to the governmerd aannot take instructions from government agenties
management of monetary policy. However, the resibdity for setting the exchange rate regime amel inflation
target is shared with the government. In Hungahyggly polarised political debate, the relatiopsbietween the
government and the NBH has been tense and evemoatatfonal in recent years, although characterisgd
effective collaboration at the expert level. Fuling a revision of the NBH Act, the prime ministesminated four
new members of the Monetary Council in March 200%e measure was widely seen as an attempt toeimdh
NBH decisions, although the actual impact of thesuee on policy-making appears to have been mirlimal

While NBH and MoF assumptions about the governnsefigtal position differed significantly in receygars, with

the NBH taking a much more negative stance, disgreips between revenue and expenditure projectibtizese

institutions have been significantly reduced in @0@~ollowing the MoF decision to increase its diefiorecast in

line with NBH projections — recognising that cemtdiighway construction projects were not eligibbe Public-

Private Partnership (PPP) classification — theafigorecasts of the two institutions are currentlyy similar, as
shown by the data presented in the latest ConveegPnogramme anthflation Report'® The government deficit
figures do not include the outstanding guaranteethé State RailwaysMagyar AllamvasutakMAV) and the

Budapest Transportation CompaBuglapesti Kozlekedési VallaJ@&KV).*
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The Government Debt Management Agendilamadéssag Kezél Kozpont AKK) is responsible for the
management of the public debt of the central gawemt, the Social Security Fund, and extra-budgéftamgs. In
addition, it has the legal right to issue statergateed debt, a recent case being an issue bytiders Loan Centre
(Diakhitel KézpontDHK). AKK is a 100% state-owned company whosertia directors is appointed by the MoF
and is mainly composed of senior representativebeiministry. At the MoF's request, the governbthe NBH
appoints a permanent representative to the boarde is supplied with all documentation pertainirgy debt
management but has no voting rights. AKK conswith the NBH in formulating its strategy. As of @, AKK
conducts active cash management of the Treasuouatc AKK has no say in the formulation of fisgallicy. The
MoF is responsible for approving AKK’s annual plawhich is usually accepted with relatively minimal
modifications”

The Hungarian Privatisation and State Holding Camyp@llami Privatizacios és VagyonkedeAPV) is a holding
company for remaining government stakes in the a@ie sector and in real estate. The TreasuryePmop
Management AuthorityKincstari Vagyoni Igazgatésag budgetary unit) has specialised responsibfbtyreal
estate and non-market type and non-tradable gowsthproperty. APV is responsible for the sale arhagement

of state equity assets. It can retain a proponifgprivatisation receipts for expenditures apprbisg the parliament,
typically the costs of preparing and implementihg privatisation, the rest being remitted to treesbudget. It is
managed by a government-appointed board of direetnd a supervisory board and is legally requioedkport on

its transactioné’ The justification for a separate privatisatioreagy is somewhat questionable at a time when the
government portfolio is small and successful pisaitons very rare.

Government involvement in the private sector

The privatisation process in Hungary is largely ptete. Almost 80% of the economy is in private dgralthough
the government still retains a presence in somepeoias with majority private ownership. As of e2@b5, APV
had stakes in 129 companies (compared to 138 &eigning of the same year), of which majorityketacould be
sold in 97. In addition, APV controls some realaéstholdings. At the time of writing, official infmation on
privatisations completed in 2006 has not yet beadarpublic, but is expected to be released in tAY Annual
report. While most information on privatisation psiblicly available, some commentators have poirdat the
difficulty inherent in understanding the use madeaf revenues derived from privatisatitn.

The most important remaining stakes include 99.9B%IALEV Hungarian Airlines, whose privatisation wae-
launched in September 2006, 25% of the pharmaedytioducer Gedeon Richter, and 50% of the FHB L@ratlit
and Mortgage BankHpldhitel- és Jelzalogbapk Around 10% of the government stakes in thecothpany MOL
have been privatised in 2006 and the remaining lis7&xpected to be privatised within the next twetaonths.
Much longer-term privatisation prospects might it the Post Office and the State Railways, botiwlath will
require serious restructurify. In some of the remaining cases, the Civil Coaddes full privatisation impossible.
For example, the ongoing privatisation of BudageBerihegy airport is limited to the right of usesbkd on its sale
of the equity of the operating company. Specificathis privatisation implies a 75-year lease te British Airport
Authority. However, the airport infrastructure isfthed as non-tradeable state property. Along trithmachinery,
it is controlled by the Hungarian Treasury Propéfignagement Authority that operates under the aaspdf the
MoF 2

Government regulation of the private sector conspléth the EU’'sacquis communautairand international best
practices. In some instances, there continues fulasi-fiscal activities through price regulatialthough the scale
of this diminished significantly in 2003 when elécity and natural gas prices were raised to cesbvery levels.
The overall share of regulated prices in the CBkbawas 19.4% in 2003, whereas another 14.6% a@mr&olled
through excise duti€s. The only remaining area where prices are coefolly the government is local and long-
distance transportation where there are no immedidns to modify the system. The government Has a
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subsidised mortgages in recent years. Howeversibsidies were capped in response to strongerekiected
demand?®

A particular problem with the government’s involvemt in the private sector in 2005 had to do withattempt to
undertake large infrastructure projects throughlietRrivate Partnerships (PPPs) that were formaill{side of the
government budget. Following the September 2005o&at decision to reject these projects as PPRs, th
government agreed to include them in the budgeictwladded nearly two percentage points of GDP ® th
government deficit. The Hungarian government hanlpirsuing an ambitious investment programmeghways,
although the same approach has also been appl@d & much smaller scale — to the construction oélestt
dormitories and prisons. The government plansotgbte the length of Hungary’'s 580-kilometer natiohighway
network by 2007 at an estimated cost of some 4li8rblUS dollars?’

Following a wave of restructuring and consolidatithe development of the Hungarian highway infracttire has
since 1999-2000 been the primary responsibilitynaf distinct state-owned companies (although pevaimpanies
have also been involved as principal partners ames@rojects): the National Motorway Comparye(mzeti
Autépalya NA) and the State Motorway Management Compdilai Autopalya Kezé| AAK). NA is ultimately

responsible for the development and constructiothefhighway structure. AAK, in contrast, is resgible for

operating the system. Since it derives its revenuémarily from the private sector (through higlytalls), the

Hungarian government was hoping to treat it as\afe sector entity and move the highway investnoéfabudget

by having NA transfer the finished, as well as unpeted, motorways to AAK. There is no objectionBurostat
to transferring the completed and uncompleted sestio AAK and embedding them into a large proféct.

Thereshould be a clear legal and administrative framework for fiscal management

L egal framework for budgetary activities

The Constitution places the parliament in chargeambroving the government budget and final accouribe
principal legislation governing fiscal activity iHungary isAct XXXVII1:1992 on Public Financeslt covers the
central budget institutions, along with off-budgeate funds, local governments, and the socialrggaystem?’
The Act C:2000 on Accountingstablishes a unified accounting, auditing, ambrtng system for all units of
government? TheAct LXV:1990on Local Governmenays down the responsibilities of local governnsent

Although it generally conforms to international b@sactices, Hungarian legislation leaves budgetiities a
certain amount of flexibility in varying and re-atlating their expenditures. While technical suggestof public

bodies (such as the Hungarian State Treasury) esilie amendments to tiet on Public Finances of 19%e

usually taken into account, some commentators Ipmieted out that the numerous amendments to the( Kt
between 1992 and 1995; 14 between 1996 and 200Betiveen 2000 and 2004; etc.) have usually beaemiby

short-term government interests and have not peavith adequate and stable institutional framewarkfidgetary
decision making. The Constitutional Court has rédgeruled that amendments to thct on Public Finances
previously included in annual budget laws, needg@pproved separately, in order to allow for prqgzeliamentary
discussion. The latest amendments, adopted in 200G, have not introduced any major changes in dtadyg

decision-making, with the exception of quarterlpaging on the implementation of structural reforamsl chapter
equilibrium reserved

L egal framework for taxation

Tax procedures are set out in thet XCI1:2003 on the Order and Regime of Taxatidrich establishes the rights
and obligations of both taxpayers and tax authesitilt addresses the jurisdiction and competehtaxauthorities,
the legal consequences of default, and administraitocedures. The Act is readily available, asdsgice on tax

Oxford Analytica Ltd. 5 Alfred Street, Oxford, OX1 4EH, UK 164
Tel: +44 (0) 1865 261600 Fax: +44 (0) 1865 242018 Email: oa@oxford-analytica.comWeb: www.oxan.com




Fiscal Transparency November 2006
Hungary

issues. Issues pertaining to local taxes are edvby theAct XCI:1990 on Local Governmenindividual taxes
typically have their basis in separate pieces gislation. The customs legislation broadly confsrto EU
standards. Tax and customs officials alike arenddoy codes of ethics in addition to their standeixi service
obligations®

Tax administration is the responsibility of the Tard Financial Control AdministratioPAd6- és Pénzigyi
Ellendrzési Hivata] APEH), which is an economically independent boélgtate administration operating under the
auspices of the MoF. Its operations are goveryeithd founding legislation and tiect on the Order and Regime of
Taxation®® While the system is generally professional ariitient, problems are caused by the high tax buiteh
the fragmented legislatiol. Customs administration is carried out by the Huiam Customs and Finance Guard
(Vam- és Pénziigység, which is controlled and supervised by the MdF.

Ethical standardsfor public servants

The Act XXI11:1992 on the Legal Status of Public Setgas the key legal document that defines the redpdities
and rights of public servants. It includes pramis relating to personal liability, conflicts oftémest, remuneration,
promotion, and disciplin&

Hungary has a highly professional and relativelyllyvaid civil service. In spite of this, corruptioremains a
problem, although it is generally deemed to be kmsous than in most other new EU member stat€he
Transparency International Corruption Perceptionik in 2006 ranked Hungary af the 163 countries reviewed
with a score of 5.2 out of a perfect ¥0Public perceptions in Hungary see corruptionrageenic, with the police,
tax and customs authorities most directly affect8dnmilarly, the use of “gratuities” is par for theurse in the health
care sector. Attempts by the State Audit Officeagsess the importance of corruption suggest titatarruption
measures, most notably the 2001 anti-corruptioatesyly, have met with at best partial success. rriat®nal
assessments have pointed out particular problentis the illegal funding of political parties. In @8, the
government launched a “Glass Pockets” programmigmies to increase transparency in public life, eggly in the
financial management and organisational structdirbudlgetary organisations, and this seems to haek dome
positive effects®
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2. PUBLIC AVAILABILITY OF INFORMATION

g Compliance in progress

The public should be provided with full information on the past, current, and projected
fiscal activity of gover nment.

Central government operations

Under theAct on Public Finances of 199¢he government is required to develop a systeiudfyet information
that will “facilitate the planning of the financigrocesses of the public finance system, the éskabént of the
targets/quotas of the budget and that will be blétéor the analysis, appraisal and controllingh# realisation of
the budget.® Moreover, the Act states “the financial statemerd the budgetary reports of the system of public
finances shall be harmonised with the obligatioihgrovision of statistical data, international gov@ental financial
statistics, and the scheme of national accoufits.”

The government, in the run-up to Hungary’'s EU asices committed itself to developing a rolling tergear fiscal
programme, initially for the years 2004-6, pariaflith a view to managing the absorption of EU feindThe
framework establishes expenditure targets for thénrbudget chapters and all future budgets arecagapto be
prepared within this framework. However, the pebjeas been fraught with problems. At the momiaet,medium-
term objectives published in connection with theldet contain only non-binding deficit targets foe tfollowing

two fiscal years. According to some commentatoushsa lack of consistency between medium- and tbort

planning has often created problems, resultingriprovised policymaking and weak accountability. ieoer, the
government has recently announced its plans todotre a rolling three-year medium-term fiscal fraroek with

binding expenditure caps and pessimistic budgegtanjections, explicitly aimed at underestimatingeeues and
overestimating expenditurés.

The Convergence Programme presented in SeptemBér rBéntions that, starting in 2007, the Budget Rill
define expenditure appropriations for the variousidet chapters, as well as functional budget targehominal
terms for three years ahe#dThe 2007-10 fiscal programme sets an expenditmmi¢ for each ministry for every
year until 2010. However, at the time of writingisi still to be decided whether parliament wilfioflly adopt these
figures through a law or will simply include thers @ side explanation. In the first case, theiallgghinding nature
would make it more difficult to exceed expenditagsling obligations'?

The Final Report on the Fulfilment of the Budgebwdes some information on tax expenditures in tewh
guantifiable exemption permitted by the personal aprporate income tax laws. Relevant types ofestad
provided by the central government are also doctederand reported by the State Aid Monitoring Office
(Tamogatasokat Vizsgald Iropavithin the MoF. Certain information on quasiefid activities, in the form of
transport and other subsidies, is also provitiedot only does the government maintain major expdisbsidies in
support of pharmaceutical prices, agriculture, gysand transportation, but it also maintains igipkubsidies in
the same areas, as well as for public utilitiesasuring low-end user pricEsWhile specific information on quasi-
fiscal activities is not compiled in specific segi@r statistics, undertaking these activities reguparliamentary
approval and related information can be retriewethie public through parliameft.

Since 1998, the State Treasury has been manadilagi@nal Support Monitoring System (OTMR) aimedegping
track of subsidies, including ‘subsidies by tenddfsr example, it is in charge of examining crideestablished in
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Acts and Government Decrees regarding family sudsigivhich account for about 10% of government exigare)
and transferring subsidies where these criterianggte Specifically, the OTMR registers expired tend duties
debt data of beneficiaries of public aid schemas|ueling them from the opportunity to receive suppshould
these beneficiaries not have paid their debts. OR&IR provides a useful tool to control aid accuntiola and
offers detailed statistics of support forms anddfieraries by regional repartition, thus increasiramsparency’

The government has prepared a new system for regdtie value of the financial assets of generalegoment

entities, and this has permitted their revaluationa “fair value” basis or to reflect market pricgsce 2002. All
general government entities are required to congpibrterly and annual accounts providing the opeaind closing
stocks of their financial assets and liabilitf$iowever, budget documents rarely provide inforovatn financial

liabilities derived from PPPs. For example, whiie 2005 budget included some information on PH#litias and

long-term obligations, no information on these iliibs was included in the 2006 budget, as poirgatlby the State
Audit Office in its opinion on the 2006 buddét.

The periodicity and timeliness of Hungarian fisstdtistics meet, and in some cases exceed, theSiéial Data
Dissemination Standard (SDDS) requireméftdowever, some commentators consider fiscal datttean reliable
and have expressed their frustration with the oowtiis retroactive changes in government fiscal, daggether with
breaks in time series. While these retroactive gharnin the figures are sometimes due to methododbgynges,
users stress that it would be helpful if such clesngere somehow anticipat&d.

Public sector operations

The Act on Public Financewas amended in 2001 to impose detailed reportiggirements on all economic units
engaged in fiscal activities. These include publist funds, public non-profit companies, APV, ahd Hungarian
Development BankMagyar Fejlesztési BanMFB). For example, APV is now required to subminthly reports
on cash receipts and expenditures, as well asaglyabalance sheet reports matching those subntitydalidgetary
entities. Most other entities report on an anmaais, although additional information can be ratpe on an ad hoc
basis. NA, the National Motorway Company, produgearterly datd” Quarterly reporting on the implementation
of structural reforms was introduced by the Julp@@mendments of thct on Public Finance¥

The government’s budget documents now provide ceh®nsive coverage of general government operations.
There is semi-annual budget reporting, which coedirsomponents of the legal government with bofarectional
(activity-type) and economic classification. Sticformation is also used for projections for therent budget year
and, in the form of indicative projections, for tiiear following the budget year. The final repanalyses any
deviations between the budget and the actual outind identifies the effect of macroeconomic fagtdorecast
errors, and policy changes.

Monthly data are now published on the fiscal positdf the central government (including social sigiunds) on
the MoF website and in the monthly periodiPdinziigyi Szemlas well as by the Central Statistical Office (HI)S
in its Monthly Bulletin®* However, the institutional coverage of the cdrgmvernment on the legal definition does
not yet match the GFSM 2001 definitidh.The MoF has begun to compile quarterly data enl¢gal government
sector on an ESA95 basis for Eurostat and for iafeuse. The MoF has further declared its intentm begin
compiling quarterly general government statistiostioe ESA95-compliant GFSM 2001 standards, whioh,tlie
time being, are still compiled and submitted to dstat by the HCSO. While the MoF undertakes a tyaré
studies, only a few publications are available snwebsite and, according to some commentators, duality
varies greatly®

Under the current definition of labour, the HCSOngiles non-financial account statistics for alltees (including
government) and the NBH compiles financial accostasistics for all sectors (including governmett).
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A 2003 amendment of thisct on Public Financesequires that the government provide a detailgdagration of the
difference between fiscal accounts based on thsnatstandards and the ESA95-compliant records$ &en
Eurostat. The requirement was first applied, matively, to the 2002 accouritsThere continue to be some
discrepancies in the fiscal and monetary accouhthe general government, although they have dshiil in
recent years due to the consolidation of the gowent sector? The Hungarian Debt Management Office provides
some supplementary information to link the two dates provided by the MoF and the NBH. Local gowent data
are still to be consolidatéd.

As part of the “Glass Pockets” programme desigeeinprove transparency, Government Decree 95 082G
identified a comprehensive list of documents peitgj to central government finances, as well asrakand sub-
national government budgetary institutions, whichismbe made publicly available.The main amendments
introduced by Act XXIV of 2003, the basis of thel&Ss Pockets” programme, relate to support andlgupptracts
between the public and private sectors, increasgusparency of the financial management and orgaoisl
structure of budgetary organisations, strengtheofrtge SAO’s role, and tightening of public projyemanagement
rules®® In order to improve the efficiency of public exptures and achieve medium-term budgetary experadit
targets, the government has prepared a detailedtable for the submission of comprehensive legisat
amendments aimed at undertaking structural refolnsler amendments to the Public Finance Act intceduin
July 2006, the government is expected to informgaeeral public every quarter about the implemeériadf the
timetable and the legislative tasks for the subsegperiod’

The activities of APV, while not included in thenteal government budget, are approved as part efbidget
process. Aggregates of government equity holdingseported in the annual report of APV, and exjtenes of the
company are reported in an annex to the anRegbrt on the Fulfilment of the Budget

The regulation and reporting of quasi-fiscal atitag has improved. Starting in 2003, the goverrrigsformally no
longer able to use APV’s privatisation reserves gobsidising government activities, injecting capinto state-
owned enterprises, or undertaking other quasiifsctvities. In addition to repaying governmeerbd privatisation
receipts can now be used to pre-finance budgefeastructure and human resource development psogeetnected
with Hungary's EU accessidf. The quasi-fiscal activities of the MFB have besiminated and its three main
subsidiaries -- NA, AAK, and the Student Loan CenBHK -- were purchased by the central governmant i
December 2002. However, DHK is not covered by H8A95-compliant general government statistics,tds i
classified as a corporate entifyThe government has taken steps to account foi-fiseal activities associated with
PPPs, but not with public enterpriés.

The Hungarian State Treasury maintains an updatdgsite where information on the central governnteat@nce,
social security funds balance, extra budgetary sumalance, accounting balances, budgetary andhgl@sicounts
acts can be found. While information on the webisites Hungarian, an English version of the websteoon to be
launched”’

A commitment should be madeto the timely publication of fiscal information.

Debt reporting

As part of its SDDS commitments, Hungary regulasyeases data on central government debt that dineer
operations of the central budget, extra-budgetang$ and the social funds. This is disaggregayethdtrument,
maturity, currency, and type of holder. The infation is released quarterly within 50 days of timel ®f the
reference quarter. Responsibility for compiling thata lies with the Government Debt Managemennégd KK
which produces a wide range of high-quality cureemd historical information on its website and rmfed form. In
addition to the quarterly report, an annuiébt Management Repois published. AKK further publishes
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information in advance about its debt-financingdseand plans, including an annidbt Management Outloand
an advance calendar for domestic debt aucfions.

AKK compiles its debt statistics both at face amdnarket value. Foreign debt is converted intanfousing the
official exchange rate. In contrast, the finan@ietounts compiled by the National Bank are baserharket price
valuations®’

Advancerelease calendars

In accordance with its commitment to the IMF SDBiBngary produces advance release calendars abisarige
of fiscal data that it releases under the provisiofithe SDDS. The calendars typically give onartpr ahead notice
of publication and can be accessed either throhgHNIF website or via a range of MoF publicatiorStatistics
released outside of the regular schedule are nuouarted beforeharfd. The Hungarian State Treasury website
includes an advance publication calendar in Huagarivhich announces expected dates of publicattordéta
related to state budget execution. An English eersif this calendar is expected to be availablehenwebsite
soon’*
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3. OPEN BUDGET PREPARATION, EXECUTION, AND REPORTING

g Compliance in progress

Fiscal policy objectives, macroeconomic framework, and risks

Fiscal policy objectives

Hungary has an open budget process, in which tHgdiwill and the closing accounts are discussepabojament,
together with the opinion expressed by the StatitADffice.”? The fiscal year is the calendar year, with thedat

bill typically submitted to the parliament by la&eptember for final voting by late December. Hupdaasis made
good progress in placing its budgetary processimith broader macroeconomic framework, in identidyithe

objectives of fiscal policy and detailing possilslsks. Since 1997, the government has submittedpart to
parliament on the expected impact of the budgéttdgether with information on expected fiscal sityi for the

following two years® The annual budget documents clearly identifyafigmlicy objectives.

The Act on Public Financesllows the government to present a supplementadgdt in the event of significant
changes in the economic outlook. Given the cumimeesprocess involved, resorting to supplementarygbtslis
quite rare: the last supplementary budget wasdnhdpproved in 1995' Problems are still created by the fact that,
since 2002, additional spending is possible withmariamentary approval and additional appropriatjgorovided
that the deficit does not exceed the budgeted atrtpumore than 5% of total expenditure. Under enre@dment to
the Act on Public Finance the 2005 draft budget, the Budget Act shallabgended by parliament if the deficit
exceeds the budgeted expenditures of the sub-aingsdf the central government -- central budgetiassecurity
funds, and extra-budgetary funds -- by more th&?%.A supplementary budget is needed when the lwets
exceeds 5%. At the moment, the Budget Act for ggr explicitly identifies line items, which cae Inodified
without parliamentary approval. However, overadpenditure control has become tighter with trarsfgithin the
budget of a given item now increasingly the onlyrse of flexibility.”

As a non-eurozone member of the EU, Hungary isirequo prepare annual convergence reports thaingrother
things, require the government to identify mediwr fiscal policy objectives, even though thesal tenbe quite
broad and general. It is likely that this commitmevill enhance longer-term fiscal planning in tbeuntry.
However, problems are still caused by relativelggfrent revisions of the targets. Some commentdiake
highlighted that, unlike previous Convergence Paagnes, the one presented by the government in r8bpte2006
starts from realistic data and indicative projetsicdfor 2011 and, however general they might besuigests
structural reforms in the education, healthcaremulic administration sectof§.

M acr oeconomic framewor k

The MoF published its basic macroeconomic modeé?df1’’ The current forecasting framework is not publicly
available, although the analytical staff of the Mafe generally recognised to be well qualified. efEhis some
frustration on the part of market participants wiitle chequered track record of the ministry’s prtigms of the
budget deficit in recent years. The budget documéda not explicitly consider different macroeconoscenarios,
although the Convergence Programme db@here is a possibility that budget documents f@087 onwards will
include different macroeconomic scenarios, basethose contained in the 2006 Convergence Prografime.
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Fiscal risks

The budget documents do not formally quantify fisegks, although the medium-term budget framewierlsed to
assess alternative budget scenarios with somessiscuof risk€® In compliance with théct on Public Finances
the report on the fulfiiment of the annual budgatludes comprehensive statements on outstandingrigment
guarantees. The MoF undertakes the internal sdaisk analyses. Although the budget containgvaluation of
state guarantees, provisions are made for guasanied are expected to be called. The provisiangercthe
outstanding guarantees of the National DeveloprBank and the Foreign Trade Bank, as well as guegarissued
to exporters and small and medium-sized compariié® total amount of the loans is around 5-6% ofPGDn the
recent past, the provisions made have been faxaess of the guarantees called. The parliameniadiyrplaces a
legally binding limit on guarantees and any issimedxcess of this level require additional parliaaey approval.
The government is allowed to charge a guaranteeoffag to 0.5% of the guaranteed amount. Eachviddal
guarantee is reported to the State Audit Office @A The SAO has called on the government to paatgr
attention to revenue risks in its budget documéemdt

The government has adopted a strategy of managdgngl frisks by establishing special reserves in libdget.
However, the implementation of the programme hanbecomplete. For example, a reserve was to detex for
the Social Security Fund but this has not been dordate. The general reserve underAbeon Public Finances
has a legal minimum of 0.5% of total expenditurds.is used for unexpected events but can also dsel @as
compensation for revenue loss. As a consequenogavghooting the deficit targets, a new safetgmas of 100
billion forint (0.7% of GDP) was introduced in 2Q08Vhile special reserves accounted for 85 bilfarint in 2005,
the amount was only around 61 billion in 2006,dwling the introduction of serious restrictions cemgng certain
expenditures in the chaptéfsThe funds are at present created for one yeatiateaand any unspent funds (in net
terms) are not carried over to the next fiscal yeAny unspent amounts have to date been used & fiseal
targets® The Public Finance Act amendment introduced iry 2006 stipulates the need for each ministry to
establish a 3% chapter equilibrium reserve as sys reserve. The government will allow the usswth reserve,
to be determined by law, only if the chapter expiemes and revenues, as well as the general gowarnpnocesses,
all develop as originally envisaged. Reserves &peceted to reach 1% of GDP by 2019.

AKK has a risk-management strategy for governmeit.d About 99.9% of foreign currency debt is cotiein

euros. The Agency issues a quarterly risk manageneport. AKK has tended to be more risk-aversmntthe
MoF, taking a fairly cautious stance on foreignrency borrowing which the ministry favours on cgsbunds®®

Some observers have expressed concern that tlaé difiiculties of Hungary might at some point leiestors to
substantially reassess their attitudes towards Bitigug government debt.

Fiscal sustainability

The medium-term budget frameworks contain someudon of fiscal sustainability. In connectiontwihe 1999
pension reform, projections were made of the la@rgitimplications of the fiscal situation. In gealethowever,
fiscal sustainability has become a sensitive issudungary’s current excessive deficit situatiomlike the previous
ones, the Convergence Programme presented in Seate?06 classifies mandatory fully funded pendiomds

outside the general government sector, thus mat#latg on budget deficit and public debt reach higbeels.

Although Eurostat ruled in September 2004 thatftilg funded pension pillar could be recorded imsttie general
government sector until March 2007, the Governrdestded to present these figures in adv&fce.

Hungary remains committed to joining the euro-zomleich in turn presupposes sustained efforts togbtie fiscal
situation under control. However, the risk remahret inability to enforce fiscal discipline wik&d to membership
being continuously delayed. Even under a morenugtic scenario, it is not clear that the governtisen
convergence plans are sufficient to put governnfi@ainces on a sufficiently healthy footing for wheronetary
autonomy is surrendered to the European Centrak.Bafhe government's de facto target appears tdhlee
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minimum acceptable 3% of GDP public sector deficither than an overall fiscal balance. Some dision of
structural reform, as well as medium-term sengjtivdnalysis of government finances, is containedtha
Convergence Programmie.

Budget presentation

Data reporting

The Hungarian budget covers the budgetary centradrgment, social security funds, and the extragbtaty funds.
Data on the general government in compliance wiehESA95 standards are provided in a special chafteched
to the general explanation of the budget bill dx@ftnal accounts bill.

The budgeting process involves medium-term planniAgtwo-year framework was used in 2001-2 to matah
political cycle and to strengthen the role of mediterm planning by making the second-year projestinto actual
appropriations. The approach was, however, abautby the new Socialist-led government in the 2008get due

to transitional difficulties in the face of changinmacroeconomic circumstances and the desire fdterbe
harmonisation with EU standards. TAet on Public Financeallows the authorities to choose between a one-yea
and a two-year framewofR.

Hungary produces and disseminates a comprehenange rof budgetary information, facilitating anasysind
promoting accountability. The MoF disseminates iinfation from the Treasury accounts, social secdityls and
extra-budgetary funds, and from local governmeWsile there is no complete description of the mdtiogy

through which all the data are compiled, the methagly for compiling data on the operations of thentcal

government has been developed to adhere to the GiSMm. The data classified in this manner diffeghtly

from the GFSM 1986 methodology, in that repaymenftsans are included in revenue and gross lendigunted
as expenditure. Data released in accordance wittgahy’'s commitment to the SDDS, however, are coadpdio as
to comply with GFSM methodolodf.

The current accounting system combines elementsasii and accrual-based methodologies. Howevegebud
preparation and reporting are based on GFSM 19&@pkant cash-based model. A transition to the EBA9
compliant GFSM 2001 system is underway, althougtionmal framework for the transition has been addptin
2006, the IMF and Eurostat started working on geutoto introduce methodological correspondencesvéen
ESA95 and GFSM 2001 data. MoF officials are invdhie the elaboration of such a conversion methagiold
Considerable progress has been made, with the Gatiopiof intermediate fiscal statistics and thesdimination of
metadata being the key remaining problémsAt the moment, accrual estimates are made foestasocial
contributions, interest, certain kinds of propeittgome, normative transfers to enterprises andabkdcinsfers,
wages, employer contributions to social security Etour market funds, and the use of goods andcssr These
typically involve time adjustments to cash datangsiccrual interest calculations by ARK.

Budget execution and monitoring

The management of fiscal flows is to a high dege@ralised at the State Treasury, which makedisthiursements
on the basis of authorisation by the central budget social security funds, and the extra-budgdtards. Entities
such as APV operate outside of the Treasury systetnhave separate accounts either at the Naticanalk Br at
commercial bank® Local government accounts are also managed indepéy of the State Treasury.

Certain revenue and expenditure appropriationsrigéig to the budget chapters are amended duringgheor at
year-end to grant some flexibility to the governmém the execution of the budget. While some ofsthe
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amendments become necessary to cope with the fgmloper planning, they do not negatively affeangparency,
as they have a sound legal background and aremedlovery closely by the Treasury once they arenihtced.

Specifically, theAct on State Householdefines the right to amend appropriations and yibarly state budget
identifies the appropriations to be amended byp#riament, government or various ministriés.

During the budget year, the MoF publishes monthlgiget monitoring reports, which are currently pregaat the
central government level. They are available eMoF website within one month of the end of anyegi calendar
month. The reports are then sent to the State tAQdfice, the Government Control Office, and seVera
parliamentary committe€s. The monthly execution data use a national classién and provides only summary
data. Revenue and expenditure streams are ndifiedsin either economic or functional terms. Huower, the
annual execution data do comply with the GFSM 168&8sification guideline®

Local governments prepare semi-annual and annpaktse as well as “quick reports” each quarter.e Taports
cover all their revenues and expenditures, inclgidinbsidies from the central government. Finanoimhmittees
are required to comment on the semi-annual andadrexecution reports. They further monitor revenaad
changes in assets of the municipalities, as wekxaamine the reasons for borrowing and their econdrasis.
Findings are reported to the municipal council,ahhian, if necessary, refer them to the State Adffice.”’

Each budgetary organisation is required to haveowts internal control unit. In October 2001, a n@entral
Harmonisation Unit Ellendrzési Rendszer Fejlesztésédsztaly CHU) was created as an independent budgetary
body under the direct supervision of the ministefimance in compliance with thact on Public Financesyhich
places the minister in charge of the developmefulation, co-ordination, and harmonisation of phélic internal
financial control system. Under thct on Public Financesthe minister of finance is required to implemém
standards and norms of internal audit and to assegsality through compliance tests.

The Treasury checks spending requests from budgetganisations in advance. The government in 2@lipted a
new decree designed to enhance the internal atibiidgetary organisations. Under the provisionshef decree,
financial and performance audits can be condugtdihé with international best practices. Interaabitors, who
must meet high professional qualification standam® granted functional and organisational inddpeane.

Summaries of all independent audits are submitiegtle MoF on an annual basis. The ministry thenpites them

into a comprehensive report on the quality of ficiahmanagement and internal controls, which im isrsubmitted
to the government. Under the new regulations, btaiy entities have to establish financial managenamd

control procedures, as well as undertaking regidérassessment of their activities. All finandaigcisions have to
be properly documented for audit purpoSes.

The Government Control Offic&kormanyzati Ellenorzési HivatalGCO), which is under the control of the Office
of the Prime Minister, was established in 1993 &®dy responsible for special internal audit tasksompliance
with the Government Decree No. 70/2004 (IV.15).e Dovernment decides what tasks the Office shouttbidake
and the prime minister has the right to make retgueAn annual plan is presented to the governmehich
approves it by issuing a decree. Samdehocaudits are undertaken but they seldom number ithare two a year
and do not tend to be very extensive. The remibpérations, with the exception of EU funds, focusm
institutions closely connected with the governmehhe GCO has the right to audit extra-budgetangd$fuand state-
owned enterprises but does so only very infreqyeriflhe State Audit Office and the GCO operate s#ply from
each other and the GCO cannot duplicate work uakient or planned by the SAO unless expressly redjtirelo so
by the government. In order to avoid duplicatitre, two institutions exchange their annual audinpf®

GCO investigates the impact of expenditure or raeewollection, financial control, and the managemeh
budgetary institutions and extra-budgetary funilse GCO was made the national control authoritygorfunds in
2003 and the control and audit of such funds haerbe its primary responsibility. It is eventuadypected to
account for 90% of the GCO’s workload, comparedtht current 50%. On-the-spot checks of differextegories
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of funds are conducted in 5-15% of the casess fitrither able to review the effectiveness of aalrdt various levels
of government. All audits are conducted in accoogawith the Institute of Internal Auditors (lIAY&hdards. The
main focus of the work is on legal and regulatasynpliance. The reports are submitted to the heatse relevant
departments and not made public. In cases of ipnfai@s, reports are made to the government arigéorelevant
ministries, which are then responsible for takingective measure¥?

The GCO is fully financed by the government andentty has a staff of 166. As an internal governtragency,
the GCO does not have formal requirements to pulitssfindings. The work plans of the GCO are appd by the
prime minister®* According to some commentators, the GCO does an A high degree of credibility, as its tasks
are highly politicised. A Government Decree wasraped in 2004 to reduce GCO politicisation, deteing
clearer rules and audit standards for its actiftty.

Accounting basis

The Act on Public Financestipulates that accounting of budgetary receipt$ expenditures shall be on a cash
basis, in accordance with GFSM 1986. Hungary isetuly transitioning to ESA95 and GFSM 2001-corapti
accrual-based system.

Procur ement and employment

Hungary has a central public procurement systenclwisi regulated by th&ct CXXIX:2003 on Public Procurement
which replaced an earlier act from 1995. The Ashforms to international best practices and isyfuU-
compliant®® Procurement is managed by the Public Procure®éfite (Kdzponti Szolgaltatasi Foigazgat6dag
The public procurement legislation does not applyén-financial public enterprises and certain ages) which
nonetheless engage in fiscal activiti&s.

The government’s “Glass Pockets” programme requivespublication of all contracts involving the exwliture of
public funds and the management of public properdsth more than five million forint. All operatisrusing public
resources, whether conducted by state agenciesvatgcompanies, can now be audited by the StatditOffice
irrespective of their valu&?

The process of civil service recruitment has arcleasis in law and matches EU standards. Recroitrise
conducted through a competitive process and pasitaoe filled in accordance with the qualificatiorguired for
them. New recruits are required to pass a civilvise examination. Personal connections and paliti
considerations result in some efficiency losseshese are not sufficient to fundamentally distbet process. Civil
servants are governed by tAet XXI11:1992 on the Legal Status of Civil Sensaand theCode of Ethics for Civil
Servants Annual reviews of staff performance, comparimgvpusly agreed tasks with outcomes, are condumted
the basis of théct on the Legal Status of Civil ServaniSutside assessments of staff performance aréucted
periodically at government agencies, including w1

Fiscal reporting

The Act on Public Financestipulates that the central government, socialrégcfunds, extra-budgetary funds, and
sub-national governments must present their finabants to the parliament within eight months & #nd of the
year™ In addition, the MoF produces regular updatefismal activity.

Hungary subscribes to the IMF SDDS, and meetdatsdsirds for coverage, periodicity and timelinelseeporting
central and local government data. For centrakeguwent activity, this means monthly data releagdthin one
month of the reference month. General governmetat ai@ released annually, with a timeliness ofnsnths after
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the end of the reference year. There is an adveglease calendar giving one-quarter advance nofigerecise
release dates. Data are compiled from Treasurpuating records of actual out-turns, but are nozleds
considered provisional, subject to the eventuat@yg of parliament®

TheAct on Public Financeeequires the government to provide the legislawith aReport on the Fulfilment of the
Annual Budget The Act also requires that the authorities prefiaal accounts for central government to parkain
within eight months of the end of the fiscal yedn addition, Hungary’s monthly bulletins on thedget are
accompanied by a ministerial commentary that adésesinanticipated deviations in the data. Therimddion
presented in this way is subject to the scrutinythef SAO. The process of reconciling budget pralsosvith
programme results is well develop&d.
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4, ACCOUNTABILITY AND ASSURANCESOF INTEGRITY

g Compliance in progress

Data quality standards

As a SDDS subscriber, Hungary broadly meets the ft#ndards for the quality, coverage, and timefinafsits
fiscal data. The data are typically presented GRSM 1986-compliant format and only the classtfwa of some
extra-budgetary institutions in the general governtirepresents a deviation from international pesttices. The
classification of data conforms to the 199@stem of National Account$Sound statistical techniques are used and
source data are validated with other administrateeords, even if similar assessments are not aveduor the
outputs. Only minor discrepancies remain betwdmvea the line and below the line items and revisipractices
are generally known. However, the IMF has notedrtéed to improve metadata accessibtfifyThe government is
currently transitioning to the ESA95-compliant GFEB01 system, although no formal framework forttaasition
has been adopted yet. In 2006 the MoF began wgrkigether with the IMF and Eurostat to introduce
methodological correspondences between ESA95 agMa001 datd™*

Independent scrutiny of fiscal information

I ndependent Audit

The status of the State Audit Office is enshrinethe Hungarian Constitution, which defines itlaes tfinancial and
economic audit organisation of the parliament.lts precise responsibilities are laid down by Aloe XXX VI111:1998

on the State Audit Officé® It is an independent state entity accountablelgdb the parliament, which elects its
president and two vice presidents for a period dfyéars. These individuals can only be removethénface of
professional misconduct or conflict of interest.ndépendence was further enhanced in 2004 through th
establishment of a separate budget for the $ACChere are plans to comply with the June 2006 IMF
recommendations to further strengthen the rolehef $AO or establish another independent body riegotd
parliament. However, according to some commentaéffarts to increase the powers of the SAO aresttamed by
the lack of strong political will to do s©°

Parliamentary approval is not required for the S&\@brk plan, although the president does typiddibguss it with

the parliament. The annual plans are typicallyedasn a medium-term plan, althougt hocaudits can also be
conducted when deemed necessary. The SAO alsdtsuomannual report to parliament, detailing ittwaties and

the implementation of its recommendations by theegoment. The SAO is generally regarded as ondefriost

efficient and professional state agencies in Hungard almost all of its recommendations are geheealcepted

and acted upon by the government. However, thetsitel and content of the central budget and fisabants, the
inventory of state properties (excluding businestvities), the strict regulations on the obligatito introduce

supplementary budgets, as well as the introduatfoaccrual accounting remain issues of contentietween the

SAO and the governmeHf The European Commission in its 2008mprehensive Monitoring Reparoted that

“The State Audit Office is functionally and opematally independent, its staff is adequate and walhed and its
audit services satisfactorily cover all public dfid funds.™*’

The SAO is required by law to form an opinion oe tiovernment’'s budget proposal, which is submittethe
parliament and debated simultaneously with the budhjl. Occasionally, the government’s lack of ¢iiness in
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submitting the budget proposal to the SAO createblpms, as forming an opinion on the proposalasiendifficult
by the lack of information regarding official asspiions'*®  Both the minister of finance and the SAO preside
have to give speeches at the opening of the sesSlonilarly, theAct on Public Financestipulate that the central
government, social security funds, extra-budgefands, and sub-national governments must preseit fimal
accounts to the State Audit Office within six mantf the end of the yeadl? The procedure adopted for the budget
bill is also applied to the final accounts. The S&&h comment on any aspect of the budget propesaépt for the
government’s policy positions. The issues addesgeically cover compliance with laws and decréesluding
EU requirements), consistency with the governmestsnomic policy, the nature of appropriations, grelquality
of projections. The SAO highlights areas wherseies a discrepancy of more than 5% between thergoeat's
projects and the SAO’s own estimates based on quevexperience. The report on the final accoumtbudes
comments on the presentation and the planning rdsttend reviews the estimates used. In orderrtodise the
process, the SAO has frequently advocated the imiopt a special act on the state houseftd.

The SAO criticised the 2006 budget proposal, amtirat spending was underplanned and no specifits veas
given for some of the revenue items.

The SAO can further follow the use of EU funds iaridary. The remit of regulaax postaudit also covers extra-
budgetary funds, social security funds, and theafistate transfers by sub-national government.SAO findings
are published and submitted to parliam@ht. In addition, the audit plans of the Office areaitable on the
website'® The quality of audit has tended to be lower asdrémit less comprehensive in the fragmented sub-
national sector. The largest cities are auditedroannual basis, but a special sampling systestsefir the smaller
municipalities. All municipalities are audited latst once every four years and have control cormestthat are
required to report on their budget implementatiorihie municipal council. The largest towns, mypadities with
expenditures of more than 300 million forint, andinmcipalities with outstanding loans also have tgage an
outside independent auditor to review their balasiteets, surplus cash statements, and profit assddocounts.
The findings of such audits are publisH&tin order to achieve more responsible and effedtiancial planning at
the local level, the government intends to refolne municipal system and strengthen monitoring eirtactivities.
The SAO is expected to appoint an external auditbich, however, will carry out an audit progranosén by the
SAO. The government also has plans to strengthemial audit of local authorities and is explorthg possibility
of including clear provisions on the responsibilityr this task, to be subordinated to mayor and inipality
financial committee control, in the municipalitiesy.'?*

The Office maintains high quality information sex@$, in many areas also in English, reporting ®o\wn activities
and on conditions of fiscal transparency and datagrity. Annual reports submitted to parliamen¢ anade
available to the public, through the SAO websitetlte same day of submission, although they ang ardilable in
Hungarian. SAO summary reports are also availabl€nglish'® The SAO has typically conducted financial
compliance audits, but is currently expanding ésit to include performance auditing of governmegetivity. This
topic is still being researched, but the governnieas plans to introduce performance indicatorscéstain public
services?® The SAO now has a separate division for perforraanadits that applies international best practices
its work. This division undertook 46 performanceligsiin 2005’ Comprehensive audits of government agencies
are typically undertaken once every four or fivange In the event of any irregularities, the aedlientity has to
prepare a compliance plan. The SAO verifies commgle within a year. However, the SAO’s positionaas
institution accountable to the parliament means ithgprimary response to improprieties is to refex information
to the parliament, which then has to decide onentive action. Instances of fraud are reported tisthe police.
The SAO has a total staff of around 650, of whomed®00 work in the 20 branch offices. It has bable to
maintain its staffing levels even in the face ofigial budget cuts across the governniéht.

The extra-budgetary funds and Health Care and &emfsinds are also required to be audited by othéependent
external auditors. The SAO’s work in these instaniocuses mainly on compliant@.
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In connection with the “Glass Pockets” programmenthed in 2003, the SAO has been empowered to thedlit
operations of private companies involved in pulpliocurement, as well as all other activities inualvthe use of

public resources. In addition, the protectionrafle secrets can no longer be applied to any irgtom pertaining

to government budgets at any level, to public priypand to EU-related expendituré® However, the publication
of these data cannot involve revealing privilegeidimation (know-how, special methods), which copdpardise

the business activity itself.

National Statistics Agency

The Hungarian Central Statistical office (HCSOgisoperationally independent state agency undesupervision

of the government. The prime minister appointsHi@SO president and his deputy for a once-renewsikigear

term. The HCSO is responsible for the productiod gublication of all official data pertaining thet socio-

economic and demographic situation of the counfrize Office employs 800 staff in its headquarterd a further

900 in its seven regional brancH&s.The material and human resources are generadiyeé adequate for fulfilling
the statutory responsibilities, although budgespuees have made it difficult to increase dataectin or the use of
surveys in recent years.

The status of the HCSO is enshrined in &w XLVI:1993 on Statisticsaccording to which it can request state
agencies who are parties to the Official Statist®arvice to provide information about their adis$, and in the
implementation of the National Statistical Data |€cfion Programme, which is established under arlyea
government decree. The Act further imposes theormsibility of annual reporting to the parliamenmidathe
government. Any natural or legal person is obligedsupply the data requested by any organ of tfiici&
Statistical Servicé®

The main sources of fiscal information within théfi@al Statistical Service are the MoF, the Stateasury, the
Social Security Fund, and the Tax Office. Subaral governments report through the MoF, wherepsrtimg by
the Social Security Fund is done separately onaately basis. Most fiscal data are accepted sairgdd from the
Treasury system and assembled by the MoF. Datatie Tax Office and wage data are cross-checkkmvever,
in general, there are relatively few tools for diyadontrol in the fiscal sphere.

The development of statistical methodology and oimmHungary is the responsibility of a tripartiterking group
(headed by the HCSO but also including the MoF #red NBH), which is responsible for financial stads,
including general government debt. The operatmfnthe group are governed by a written cooperasigreement
with rules. The group meets regularly and the slens, as well as the positions of the differentips, are recorded
in minutes. The group is deemed to have made deratile progress in improving the quality of officstatistics in
Hungary. Among other things, the group is respuasior establishing the statistical definition géneral
government and has reclassified some 200 units)lynsinall ones, as government units.

The HCSO is responsible for converting fiscal stats from the national methodology to an ESA95-phamt form
and for providing data to Eurostat. The MoF priynaata are based on cash accounting, although duara
transition to an accrual-based system is envisagedome areas, Hungary uses time-adjusted cdah which is
permitted by the EU. The legal definition of geadlegovernment in Hungary is not exactly identicathe statistical
definition, the main difference having to do withnge corporations, such as the Privatisation Agehdy, and
public media corporations (Press, Radio, TV) wtdoker less than 50% of their costs through sales.
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INTERVIEWS

Representatives @xford Analyticainterviewed the following individuals during visits Hungary between 16 and
20 October 2006:

Ministry of Finance

16 October 2006

Balazs Romhanyi Deputy Head of Department Diret®oof Fiscal and Financial Policy Affairs
Gizella Csonka Chief Advisor, Deputy Head Dimeate of Fiscal and Financial Policy Affairs
Laszlo Szabo Counsellor Division for Govenent Budget and Fiscal Policies

National Bank of Hungary

17 October 2006

Andras Karman Deputy Head of Department Finan&mglysis Department
Klara Pintér Senior Economist Financial AnalyBepartment

20 October 2006

Istvan Hamecz Director Economics and MoneRwlicy Directorate

ADDITIONAL INTERVIEWS

17 October 2006
Gabor Pésch Economist, Counsellor State Audiic®ff

18 October 2006

Laszlo Seregdi Deputy Managing Director Hungafarancial Supervisory Authority
cdanomics, Risk Assessment and Regulatory
ir€ctorate

Zsolt Wieland Lawyer Hungariain&ncial Supervisory Authority

Capital and Money Markets Issuance

Gyorgyi Joo Toth Head of Unit Hungarian Stateasury
International Department
Zsuzsanna Balogh Advisor Hungarian State Tregasur

Treasury Commissioner Office
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19 October 2006

Dora Gyorffy Assistant Professor University oflibecen

Laszl6 Csaba Professor Central European Untyersi

Andras Oszlay Research Fellow ICEG Europeartete
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