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HUNGARY

COMPLIANCE RATINGS

Monetary transparency 2006 2005 2004 2003
Clarity ofroles [ XXX} [ XXX} [ XXX} [ XXX}
Open decision process soce sece cece eose
Availability of information eooe ecee ecee eccee
Central bank accountability eccoe ecocoe cccee eccee
Score 4.25 4.25 4.25 4.50

OUTLOOK & COMMENTARY

The National Bank of Hungary (NBH) has carried out a more consistent and transparent
communication strategy over the course of the last twelve months, thus continuing its
progress towards the highest monetary transparency standards.

Constant efforts to reach Monetary Council decisions by consensus have helped reduce
concerns of government influence raised by the prime ministerial appointment of four new
Monetary Council members in 2005. Relations between the NBH and the Ministry of Finance
have become increasingly cooperative and some commentators expect this cooperation to be
strengthened further once a new NBH Governor takes office in 2007. The Ministry’s decision
to align its fiscal projections with those of the NBH is a good example of collaborative
interaction between the two institutions.

While the official target date of 2010 for adopting the euro has been dropped, the NBH
appears committed to policies aimed at meeting the Maastricht criteria soon, as shown by its
decision to adopt a 3% medium-term inflation target starting in 2007.
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EXECUTIVE SUMMARY

4.25 Compliance in progress

Largely compliant with the highest standards of stary transparency, the National Bank of Hungary imade
continuous progress in improving the communicatiérits policies to the public. A large range of fhguality
publications is available on its website, includ@garterly Reports on Inflatiowhich provide a concise description
of economic conditions and forecasts.

Despite the amendments to the NBH Act approvedd®2 which increased governmental influence onctmral
bank by giving the prime minister almost exclusresponsibility for appointing four Monetary Counailembers,
the NBH has been able to conduct monetary policarninindependent and cooperative fashion. The decis
publish minutes and voting records of Monetary Gilumeetings has contributed to the accountabditindividual
Monetary Council members. Most of the decisionsetakby the Monetary Council in 2006 were reached by
consensus, showing the willingness of the newlyoagpd members to compromise.

Relations between the NBH and the Ministry of Fcemave become increasingly cooperative. The NBlkegb
jointly with the Convergence Council — an advisbody composed of three people appointed by thegonmimister
in 2006 to provide credibility to the governmenC®nvergence Programme — to ensure that correct atada
forecasts on public deficit, public debt and irflat were included in the Programme. However, whileognising
the reliability of forecasts, the NBH criticisedettpolicy content of the Programme, stating that pheposed
methods to reduce the public deficit could be hatnaf potential growth and price stability.

Given the difficult fiscal situation, the 2010 tatglate for euro adoption was officially given upthe government.
While the lack of a formal deadline might reducsclinary effects on government finances, the NBHommitted
to ensuring that inflation is in line with the Maasht criteria and has therefore adopted a 3% oraderm inflation
target, which will be effective starting in 2007.

Hungary’s overall rating remains unchanged from yasr.
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1. CLARITY OF ROLES, RESPONSIBILITIESAND OBJECTIVESOF CENTRAL BANKS

eoee Compliance in Progress

The objectives and institutional framework of monetary policy

The institutional framework for monetary policyhtungary is defined in thact LVIII:2001 on the Magyar Nemzeti
Bank(National Bank of Hungary, NBH) which complies WiEU standards, although tB804 Convergence Report
of the European Central Bank pointed out certagagsmwhere further amendments will be needed imidefithe
NBH’s relationship with the ECB.

Central bank objectives and responsibilities

The NBH is responsible for the formulation and aactdof monetary policy with the primary objectiveazhieving
and maintaining price stabilify.

The central bank is further required to contribistehe development of policies aimed at promotimg stability of
the financial system and its prudential supervisibe main responsibility for which rests with tBtate Financial
Institutions Commission. The NBH has the exclusive right to issue currendyis further responsible for the
management of foreign exchange and gold reseteserves as banker to the government and as figeait of the
government. It has an advisory function in ecormanid financial policy and in international coopiena.*

The exchange rate regime is set by the governnmeagieement with the central bank. However, theHNR:t
stipulates that this has to be done “without prigisdo the primary objective of the NBH to achieved maintain

price stability.® The NBH alone is responsible for the implementatif exchange rate policy under the regfme.

Oper ational autonomy

The NBH'’s independence is explicitly establishedhiea NBH Act, which states that the central banklismeither
seek nor take instructions from the governmentnyrather body.” The government sets the exchange rate regime
in agreement with the NBH, although day-to-day exuje rate policy is managed purely by the NBHh addition,

the NBH and the government have since July 200&tlyoiagreed on the inflation targets to be pursuedask
previously assigned exclusively to the NBH. In Asg2005, the government and the NBH agreed to taalop
medium-term inflation target, expressed as a 3%e#se in the CPI, starting in 2007.

According to the NBH Act, the central bank is reqdi to support the government’s economic policythaut
prejudice to its primary objectivé® There have been repeated attempts to coordimdity @nd in several cases,
especially during financial market turmoil, the gowment has explicitly voiced support for decisiomsde by the
Monetary Council. However, these positive stepgehbeen at times undermined by an openly confriomizit
relationship between the two sides, which has tgl#tace against the backdrop of a highly politicised polarised
public debate. Governor Zsigmond Jarai of the NE&$ appointed in 2001 by a centre-right governnemthich
he had previously served as a Minister of Finané&ecording to some commentators, his strong prodess
credentials notwithstanding, Jarai has done litléhide his political views and has favoured peapiea similar
persuasion in his appointment policy.
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While cooperation between the NBH and the governnselikely to be strengthened following the appoiant of a
new NBH Governor in 2007, effective cooperation waede difficult by the mutually critical statememisde last
year by the government and the NBH Governor orr tiesipective policies' Clearly frustrated with the situation,
the government resorted to seeking ways of reduténgi’s influence in 2004. An earlier attempt hagén made by
re-establishing the NBH’s Supervisory Board in ®eio2002, even though it had been abolished in 20D4e
Board consists of political appointees, although rahjor parties are represented and several memiers
professional economists. The move was strongligtess by the NBH but its practical impact has bednimal.
Under the NBH Act, the Board is unable to engagenametary policy operations or influence the cdriemk in
fulfilling its functions and does not appear to @alone so even informalfy.

In October 2004, however, three parliamentary depudf the governing coalition proposed a revigimnthe NBH
Act to change the appointment process and compogiti the Monetary Council. Previously, the Coliheid been
composed of seven to nine members, including theergor, the vice governors, and experts appointedhb
president of the Republic, following a nomination the governor in agreement with the prime minisiad a
subsequent evaluation by a relevant parliamentamndittee. Under the amendment, the prime ministas w
empowered to directly nominate four of the membeith the president of the Republic responsibletfa formal
appointment. While the government argued thatnwe procedure would enhance NBH independence,egheat
bank expressed strong opposition to the move. |&ilyjithe European Central Bank (ECB) commentexd the pre-
reform appointment process already provided anapate framework for the formulation of monetamlipy and
ensured the independence of the NBH. By implicatia change would be unnecessary. The government i
response merely removed the most controversialgfahte proposed amendment, which would have regduit the
removal of two of the current deputy governorstaf NBH from the Council. When the terms of two toé turrent
deputy governors expire in 2007, they will not baawed and the Council will be composed of at |aamt and at
most eleven members. No member of the Councilbeileligible for nomination for three years aftee £xpiry of
their mandaté?

Prime Minister Ferenc Gyurcsany, under the powergidined under the amended NBH Act, appointed fieuv
members of the Monetary Council in March 2005. #dé professional economists who had most recdmaén
active in scientific research or as in-house ecastsmin the corporate sector. Since their appointméhe
relationship between the NBH and the governmentiea®een confrontational and collaboration atekpert level
has improved. However, Hungary does not have & jdioF-NBH working group for euro-zone entry and the
government does not have plans to establish otieinear terni?

The 2004 Convergence Report of the European Cdbnak criticised the NBH Act for a provision thdloavs the
Ministry of Justice to review draft NBH legal actsAlthough the provisions limit the review to ensgr the
constitutionality and the technical aspects ofdhafts, thus not including substantial clausesndigg interest rates
and reserves requirements, the article was deeonedtentially contravene EU Treaty requirementsentral bank
independence. The government intends to reviserihésion allowing the Ministry of Justice to rew draft legal
acts in order to comply with EU Treaty requirement¥he ECB further questions the compliance of thgalle
requirement that the NBH governor and the MoneG@uoyncil members declare their wealth upon appointraed
every two years thereafter. Under the NBH Actitufe to do so, as well as significant inaccurscaan be deemed
to represent serious misconduct which would leatiécssuspension from the Coun@il.

Institutional relationship between monetary and fiscal operations

L ending to gover nment

The relationship between monetary and fiscal omratis explicitly defined in the NBH Act, whichatés that the
NBH may not finance the deficit of the state budgetany state debt. Accordingly, it is not petettto purchase
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securities from state institutions in the primargrket. It is explicitly forbidden to issue cretbtthe government or
any other public sector agenty.

Central bank involvement in therest of the economy

Representatives of the NBH may express an opiniothe budget proposal — after its approval by treegnment
and before its submission to the parliament — botthe government and to competent parliamentanynaittees.
However, the opinion is not published as a sepatatement, as there is no legal provision requithigy NBH to
formally comment on budget proposals. The NBH ergag quarterly reviews of potential budgetary outes, and
its opinion on the budget is also expresseQumrterly Inflation Report$® In addition, the government is required to
invite the NBH governor to attend meetings of tlewomic Cabinet where the agenda contains issuedesfance
to the central bank’s remit.The NBH provided the government with its formalrépn on the 200&onvergence
Programme stating that the methods presented by the gowamhto reduce the public deficit are not optimal in
terms of potential growth and price stabifity.

The NBH monitors the financial sector and publishedindings in theReport on Financial Stability It further
cooperates closely with the Hungarian FinancialeBupory Authority (HFSA) in the area of bankingpsuvision,
although the HFSA does not offer a formal contiitnutin terms of drafting or commenting on tReport on
Financial Stability** High-level members of the NBH, the MoF and the WRSke part in a Financial Stability
Committee, where major issues connected to finhetility are discussed during regular meetiffgooperation
also takes place at the level of EU supervisioth wiembers of the NBH and the HFSA taking partammittees
such as the Expert Group on Capital Requiremenferrhation is increasingly shared between the NBid the
HFSA?

The NBH may not legally hold any ownership intesdateither domestic or foreign business associatimt related
to the NBH'’s activities?

Central bank profit allocation

Up to December 2003, an annual dividend, equahdoatverage profit from three preceding years, vead { the
government, with any excess profit transferred poddit reserve. This reserve was then made availabtop-up the
dividend payment should there have been a shoirfatarnings> As of December 2003, the NBH Act states that the
General Meeting of the NBH decides on the dividpagiments based on the profits retained from the ge&om

the profit reserve. The NBH does not pay divideimdadvance and their payment is supposed to beteffevithin
eight days from the approval of the annual NBH aotdor the year. Where the losses incurred inaa geceed the
balance of the profit reserve, the difference jseexed to be paid by the government directly ineogrofit reservé®

Agency roles performed by the central bank on behalf of the gover nment

The NBH serves as the banker to the governmenteithe NBH Act, the central bank manages the adsaaf the

State TreasuryMagyar Allamkincstdrand other government accounts specified by thester of finance, as well
as the accounts of the Hungarian Privatisation Sade Holding CompanyA{lami Privatizacios és Vagyonkezgl
APV) and of the Government Debt Management AgeAtiahaddssag KezéKozpont AKK).?’

A formal memorandum of understanding governs thaticmship with AKK and the MoF. The NBH may albe
mandated to raise loans in foreign exchange andgries and execute forward transactions (hedgiog}jhe state.
Ultimate responsibility for the management of s@é®t, however, rests with the governm@rithe key institution
in this regard is AKK, which, since its establishmhén 1995, has progressively taken over respolitgifiom the
NBH for the issuing and management of Hungary'sifgm debt, in addition to its responsibilities ttamestic debt.
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Since its separation from the State Treasury in120Be AKK operates as a joint-stock company unither
supervision of the MoF but with a high degree ofoanmy?® The NBH now acts as the paying agent for the
insurance of foreign-currency denominated debt.e Télationship between the two entities is good, atdvioF
request, the NBH governor appoints a permanenesepitative -- typically a NBH deputy governor ornaging
director -- to the AKK board of directors. He ispplied with all documentation pertaining to det#trmagement but
has no voting rights. AKK consults with the NBH farmulating its strategy. There is no longer @i¥K-NBH
collaboration in the area of analytical reseafch.

The NBH is allowed to act as an advisor and agetiié government in the securities market, andbeaconsulted
before issuing securities on behalf of the sta&K and the NBH both receive and review offers frimaestment
banks for debt issues. They make independent edaind the ultimate responsibility goes to the Mothe event
of differences of opinion. Until 2005, the NBH détvaps for AKK as a constant counterparty but igiso longer
the case. According ECB accounting rules, thetjpmsas a market intermediary can no longer be &sed

The NBH is allowed to express opinions on AKK masragnt of government debt and has done so in the pas
There are weekly middle-level meetings with the Nt cover a broad range of issues.
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2. OPEN PROCESS FOR FORMULATING AND REPORTING MONETARY PoLICY DECISIONS

g Compliance in progress

The framework, instruments, and tar gets of monetary policy

Framework and monetary tar gets

The NBH Act stipulates the achievement and mainte@aof price stability as the primary policy objeetof the
NBH. In order to meet this goal, the NBH in 20Qlopted a formal inflation-targeting regime. Thecim@nism is
designed to set clear and binding targets, thénattnt of which becomes the central goal of thetre¢ank’s
actions. With this in mind, the NBH publishes affinflation forecast in thQuarterly Report on Inflation order
to make the policy-making process more transparefibe central bank has clearly signalled that pest
deviations between the forecast and the inflatéoget will trigger a policy response taking thenfioof an interest
rate adjustment designed to reduce the gap. Adahee time, the NBH is seeking to establish thiatioh target as
a credible “nominal anchor” so as to guide inflaoy expectations in a way that will minimise thests of
disinflation. In August 2005, the government anel #HBH agreed to adopt a medium-term inflation tgrgepressed
as a 3% increase in the CPI, starting in 2007. ftedium-term target — which is expected to enhaheeanchor
role of the inflation target — is likely to be rewed in three years, or at the time of Hungarytsyeinto the ERM2.
The inflation target set for December 2006 is 3\6fh a tolerance band of +/-1 percentage pointciig expected
to provide flexibility in the event of unforeseedmosks®* No formal provisions exist for accountability aremedial
action in the event of the NBH failing to achiet®inflation target.

The NBH prepares its inflation forecast on the agsion of unchanged exchange rates, interest rabeksoil futures
prices. Historically, the NBH'’s performance irflation targeting has been successful by regiotaidards. The
targets were reached in 2001, 2002, 2004, and 208@%arp fiscal easing in 2003 led to the only ntéastance of
the target being missed. The 3.5% target for 2@0éniikely to be met, due to the inflationary m@® deriving
from recent VAT increase$.

Unlike most other countries in the region, the NBIdo targets exchange rates, albeit officially sobjto the
primary goal of price stability. The current Huniga exchange rate regime is compatible with, amndelied on,
the ERM2 regime. The Hungarian forint is peggeth®euro around a central parity of 282.36 foririihie market
rate is allowed to fluctuate within a +/-15% bandrently set between 324.71 and 240.01 forintsh®duro. In
practice, the exchange rate fluctuated betweerstilomg edge of the band and the central paritye Whler band
was adopted in May 2001 and the central parity mexsntly modified (from 276.1 forints to the euno)June 2003.
Although market forces determine fluctuations witkihe band, interventions by the NBH are possibleng time.
Such interventions are required when the exchaatgereaches the edge of the band. The minimum manadan
intervention is 4 million euro¥'

In practice, Hungary has had a very chequered deobrtrying to manage the system of dual targeiimghe

circumstances of relatively lax fiscal policy and @ften-confrontational relationship between theegament and
the NBH. The struggle to reconcile the dual gdals repeatedly strained the credibility of Hungamaonetary
policy, even if the situation has improved durir@d2 with steady reductions in interest rates. Addal problems
are created by communicating the inflation forecestich is a staff projection that is not fully leason in-house
models, and which is not explicitly endorsed by Menetary Councif®
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There is widespread disillusionment in Hungary dlibe dual targeting regime and many now feel thatinterests
of the country would have been better served bgxabie exchange rate. The International Monefaupd last year
endorsed the latter position, although changeiatpbint is seen as unlikely, not least becausthefwidespread
reliance of Hungarian consumers on foreign curreteyominated borrowing. The NBH still in 2003 favoured
ERMZ2 accession at the earliest possible date asdmfvour of remaining in the system for londsart two years.
The position has been modified, however, and théiMBw advocates joining only if the government éers as
pursuing responsible policies. There is consideraipport for allowing the exchange rate to fitl market-
determined level before ERM2 accession.

The government has repeatedly pushed back thet @ag for the adoption of the euro as the naticnalency, and
the 2010 target date has been officially givenWihile the government has not adopted a new officiedet date,
the Convergence Programme presented to the EUSaptember 2006 points out that the public deficitabtricht
criterion should be met by 2009. The public deb&GP ratio is expected to be still higher than 68§/2009 and,
therefore, the actual date of euro adoption wipeted on how strict the EU interpretation of the lpubebt to GDP
ratio criterion will be at the time. If demonstragia declining trend in this ratio were to be cdasid sufficient by
the EU, the first possible date for euro adoptiounld be 201F2

Monetary instruments

The NBH uses all the standard monetary policy um#nts: deposits from credit institutions, collatised lending,
open market operations, security emissions, foreigrhange market intervention, interest ratesnaefting, and
minimum reserve requirements. The most widely usstlument is a two-week deposit facility. Througetting its
base rate for such deposits, the NBH influencegpesrative target, the three-month money market rato help
reduce volatility of inter-bank interest rates, thBH maintains an overnight interest rate corridbthe base rates
+/-1%. Occasionally, the top of the corridor is stimes exceeded. As the overnight lending facilgya
collateralised loan, the lack of collateral canverg banks with liquidity shortage from making retg use of the
NBH lending facility. In such a case, the inter-banterest rate is allowed to exceed the top ofdbeidor®® The
central bank further uses quick tenders to redatarest rate fluctuations. The reserve ratio eilyestands at a
relatively high 5%.

The monetary policy-making body

Monetary board

The NBH Act establishes the Monetary Council asgbpreme decision making organ of the NBH with shée
responsibility for all monetary policy decisiondvost importantly, the Council decides on the NBH®netary
policy stance by setting the base rate.

Following an amendment to the NBH Act at the en®@®4, the size of the Monetary Council was expdride
2005 by four new members nominated by the primdsten albeit still appointed by the president leé Republic.
Previously, the Governor had the right to initithe appointment of Monetary Council members. Howetlee
actual nomination of the members had to be doregieement with the prime ministéf.The Council had been
composed of seven to nine members: the governoritie governors, and experts nominated by the igBv&rnor,
vetted by a relevant parliamentary committee, grgbanted by the President of the Republic. Underamended
NBH Act, the Council will now be composed of nine ¢leven members, after the terms of the curreptutye
governors expire in 2007. The new Council will 8asgovernor and one deputy governor in additioitstoegular
members.
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All members of the Council are required to havetStanding theoretical or practical professionalwisalge related
to monetary, financial, and banking activities” asdrve as employees of the NBH during their terffihe
appointments are made for a period of six yearsdandot have to be simultaneous. Under the revidBH Act,
members of the Council cannot be appointed to then€il again for a period of three years followithg end of
their term* In spite of concerns about increased governmafiuence on monetary policy through the
appointments made by the prime minister, the inlligls chosen are widely recognised for their psiéeglism and
qualifications. At least to date, the appointmeatdsot appear to have had a significant bearingadicy choices.

The minister of finance, or another duly authorigeuhister, can represent the government at Couneitings,
albeit without voting rights. Voting at Council etings is by simple majority and the Council is e when the
majority of its members are present. The Couneilgk is prepared by an internal monetary policynatttee,
which typically meets every week to assess recemtldpments and future prospects. The committezase up of
the Council members, NBH managing directors, atated staff.

The Monetary Council has, as of June 2004, consitiémterest rate decisions at only one of its twonthly
meetings. The second monthly meeting is followgd Ipress release explaining the central bank’sides and the
reasoning behind them. No press release is isafied the meetings that are not devoted to intenass®” In
December 2004 the NBH decided to publish unattetuninutes of the Monetary Council meetings, aloiitfy a
numerical division of votes, approximately threeeke after each meeting. The formal minutes areguied by a
brief overview of the current macroeconomic andafiicial market situation. A voting record of the Ntary
Council meetings was made publicly available in dber 20052 The innovation is likely to increase the
accountability of individual Council members andatepresents convergence towards the standardarof other
EU countries. Market analysts have welcomed tliermg although some of them have expressed theeadési
access information describing decision-making psses within the NBH in more det4fl. Statements by Monetary
Council members to the media remain relativelydgtrent®

Advance meeting schedule

The Council is required to meet twice a month, vaitiditional meetings to be convened as necessamyadvance
schedule is currently published for a full calengear at a time and is available on the webSit&ince July 2004,
changes to the base rate are discussed only atettend scheduled meeting of each month. The dacisas
justified by international comparisons and the ftwit the data bearing on interest rate decisionssaldom
published more frequently than once a mdfth.

Public statements on monetary policy

Periodic publications

The NBH has a wide-ranging series of periodic mattiions and views regular communications with tlzekats as a
key element of its transparency strategy. An@ual Repordetails the evolving macroeconomic situation asd it
implications for monetary policy and the exchange rregime, as well as presenting the central lsamsults’® It
also outlines the NBH’s monetary policy agendajaews changes in monetary policy instruments, artitipates
future changes, which may include reductions inrdserve ratio and reform of the required resesystem. The
Report on Financial Stabilityffers data pertaining to efforts to increase araintain economic and financial
stability. While the Report was previously releabghnually, starting in 2006 it is published omcgear in April*

Since June 2000, the central bank has also prodauCadrterly Inflation Reportwhich contains commentaries on
the progress towards achieving its inflation targ&tation projections and considerations beaimgthe decisions
of the Monetary Council. The format of tiguarterly Report on Inflationwas revised in August 2004 to make it
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more compact and accessible and, since 200Ré¢pertalso includes a detailed analysis of the fiscilagion in
Hungary. Since 2006, detailed issues of hearterly Report on Inflatiorare published biannually in May and
November, while shorter supplements containing tgxl@f the main forecasts are published in Febraany
August. These updates give full details on inflatforecasts, including CPI fan charts, and focupm@senting the
factors driving inflation. Backward-looking macra@emmic analysis, as well as information less diyexlated to
the inflation outlook, is left out of these updatedich are easier to understand for the generaliguas well as
analysts?® As of 2005, the NBH also publishes a montBlyart Pack of Recent Economic and Financial Market
Developmentswhich provides concise information on key macoremic and business indicatdrs.

The NBH has further published a comprehensive gaoid&onetary Policy in Hungary All these materials,
including working papers and occasional papersaioimy detailed analyses of monetary and fiscaldss are
translated into English and available through tigHNvebsite. Some occasional papers are availabttungarian
only, while some working papers are published iglBh only>?

The central bank uses a range of methods in itsaraonomic forecasting. Elements of these modail® been
published and the main assumptions and other irdthom are discussed in tig@uarterly Report on Inflation A
non-technical summary of the comprehensive strattmodel known as the Quarterly Projection ModeEEN is
available on the website, and has been used taagertbe projections included in tarterly Report on Inflation
since February 2004. The NBH has plans to pultistentire modei®

Since November 2005, the NBH also includes a regRkport on Convergence released annually — on its
publications site. Although formally prepared by tgovernment, in pursuance of EU regulations, tfHNs
consulted in the process of preparing the Convesyéirogramme. The objective of including the repor the
website is to increase awareness of the prepasafmmeuro adoption, a goal to which the centraikbeemains
strongly committed?

The central bank has produced a range of more popublications with the explicit aim of explainikgy aspects
of monetary policy to the general public in a nenknical mannet’

Public hearings

Decisions by the Monetary Council are publicly ammeed. TheQuarterly Inflation Reportin presented to the
public at a press conference. The NBH offers aetyarof mechanisms for interaction with market astand
independent analysis, such as meetings followimgphblication of theQuarterly Inflation Report Forecasting
models are revised in consultation with expertsnfrine European Central Bank and there is an opadeagic
debate about the NBH's forecasts. However, no mm@sim of formal hearings or other attempts to cas\apinions
in preparation for policy changes exists. Althoulgé availability of information is both timely arsnple, some of
the problems surrounding monetary policy credipifiave often been attributed to ineffective andneneonsistent
communication by the central bank leadership. Adicgy to some commentators, NBH communication hanbe
increasingly less confusing over the last two yealtsough there is still some room for improvenm@nt

The NBH governor appears before parliament to delithe Annual Report Additional appearances may be
arranged as appropriate, as the Economic and B@yamittee of the Parliament can ask the govermoeport at
any time, as well inviting experts on monetary pplio benefit from their detailed knowledge of teital issues’
This is generally deemed to constitute adequatesmig. However, commentators have often highlighteeak
parliamentary interest in these isstfés.
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Regulations on data reporting by financial institutionsto the central bank

The NBH Act requires the central bank to “promdte stability of the financial system” and to “cabtite to the
development and smooth conduct of policies reltetie prudential supervision of the financial syst®® The Act
further requires that the central bank publishimfibrmation related to the operation of the banksygtem, and
provide regular and detailed information to parksmhand the government. The Act also empowerdNBE to
request data, reports and balance sheets froncfadanstitutions, and to conduct on-site inspetsiin the course of
its data reporting activities. The NBH is authedsto initiate disciplinary, civil or criminal preedings against
institutions that it deems to have violated the.fAwt publishes an annu&eporton Financial Stabilityevaluating
the situation in the sectét.

The NBH assesses systemic risks and monitors at tha largest financial institutions, thus conitibg to the
development of policies for the supervision of fieancial system. However, the responsibility forancial
supervision rests with the Hungarian Financial Supery Authority Pénziigyi Szervezetek Allami Feliigyelete
HFSA). HFSA was created in 1999 as an indepenetgetary authority and started its operations0002 It is
responsible for promoting transparency and the $imoperation of financial markets. It maintainanpetitive
market conditions through regular supervision aediqgalic inspections. In practice, there is a hagygree of
coordination between the NBH and HFSA based onrmdb memorandum of understanding that lays out the
division of labour between the two bodfésUnder the NBH Act, “The NBH and the HFSA shaltkange data and
information which are necessary for the other oiggtion to perform its task$® There is mutual reporting of
findings from all on-site visits and regular joimeetings take place between the two organisatidiee NBH and
HSAF partially share a database and the centr& ban initiate HFSA proceedings. Under the AciGovernment
Control of Financial Institutions, “Where so prabed by law, the HFSA shall consult with or obt#tie consent of
the NBH prior to issuing or revoking authorisatiandicenses™ In addition to the regulatory framework, the high
degree of foreign ownership of Hungarian bankome 80% of the capital of the sector -- will conognto promote
compliance with international standards.
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3. PUBLIC AVAILABILITY OF INFORMATION ON MONETARY PoLIcy

g Compliance in progress

Release of central bank data

Hungary subscribes to the IMF Special Data Dissation Standard (SDDS), and meets its specificatfonshe
coverage, periodicity and timeliness of monetarpadai\n advance release calendar is posted aMRenlebsite®

The analytical accounts of the NBH are derived fithm central bank’s balance sheet and show grasesta and
foreign assets and liabilities, including interoatil reserves and claims on central governmente ddta are
produced monthly, within one week of the referepedod. An advance release calendar, giving sirth®notice,
is also disseminated through the NBH webSite.

The central bank balance sheet

The NBH publishes its preliminary statistical balarsheet on its website on a monthly b&siA consolidated
balance sheet, together with an assessment bydndept auditors, is included in tAenual Reporf®

L ender of last resort

The NBH Act establishes that the central bank masgntg extraordinary credit to financial institutioris
circumstances that it deems may jeopardise thdligtabf the financial system. While there are fegislative
requirements to do so and the internal rules faoraexdinary credit are not publicly available --dnder to avoid
moral hazard problems -- the NBH has typically ammued the details of such support shortly afteretrent™ All
lending is fully collateralised and any securitiesed are valued daily. As an alternative meashee NBH can
exempt a bank in difficulties from complying withet standard reserve requirements for a periodreétmonths.
Support is always provided in coordination with Hengarian Financial Supervisory Authority.

Public infor mation services

The NBH maintains high-quality public informatiorersices through its website. A comprehensive li§t o
publications and data is available in both Englisld Hungarian. The central bank also disseminatess releases
and the text of public statements. It also hasparate information services department.

Copies of relevant legislation, including Engliginfjuage texts of the NBH and Foreign Exchange Antk the
NBH Statutes, are available online and translatwinsther relevant legislation can be readily afeai through the
central bank’s information divisioff.

All central bank decisions are announced at a pcesderence and the NBH operates an internet ‘cham’
following the publication of itdnflation Report The staff of the NBH Economic Department ansveprastions by

registered participants.

The NBH has a specialised library open to the puBli
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4, ACCOUNTABILITY AND ASSURANCE OF INTEGRITY BY THE CENTRAL BANK

LA Full Compliance

Accountability before a designated public authority

The NBH Act requires the governor to appear betbee parliament annually for the purpose of presgntnd
discussing thénnual Report Either the parliament or individual parliamegtaommittees may summon the NBH
governor at will to discuss matters under his flicBon. He must, if so requested, present datanonetary and
financial sector developments to the government2004, the parliament rejected the 2002 and 2008al reports
of the NBH for the first time. The votes, whichidaly reflected the political divisions in the Islgiture, were seen
as politically motivated and effectively a protagainst the high interest rates in the countrye fidports submitted
to the parliament had been approved by the Statt Qifice, the NBH Supervisory Board, the thenezral auditor
PriceWaterhouseCoopers, the minister of financeo(axkercises the state’s ownership rights in the NEiid the
parliamentary economic, budgetary, and finance citiees’*

Financial Statement

The NBH's full results are included in igsanual Report

Audited financial statement

Financial statements are included in the centrakisaAnnual Reportaccompanied by an auditor’s statement. A
summary statement appears in the publishedual Reportwhile the version submitted to Parliament corgain
more comprehensive account.

External and internal audit

The NBH Act stipulates that an external accountiingn, which is appointed under a five-year non-neable
contract, must audit the central bank’s annual iep®his contract used to be held by PriceWateskQoopers but
is currently held by Ernst & Young.

The NBH has its own 16-person Internal Audit Depemt that is controlled by the Supervisory Board saports to
the Audit Committee and the Board of Directors. e Tdepartment follows an annual audit plan apprdwedhe
Supervisory Board. The plan can involve any aréahe NBH’'s activities. The Audit Committee issues
recommendations that are followed by the adoptiom schedule for implementation. Compliance isfieet within

a year.

The State Audit Office Allami Szamvesszél is responsible for tasks related to the inspecti internal NBH
operations with the sole objective of ensuring cliemge with laws and regulations. It cannot perfa financial
audit, not review any activities connected with mi@ny policy. The SAO may submit proposals to geaeral
meeting of the NBH for the appointment or dismigsfahe independent auditor. There is no formatimagism for
follow-up.”™
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Conduct of officials

The NBH Act details the obligation on employees affitials to avoid conflicts of interest, includjrthose arising
from political affiliation and relations with credinstitutions. Employees sign a confidentialigreement, and are
regarded as public officials from the point of viefvapplying criminal law? Protection from personal liability is
not considered necessary since, under Hungariarlifility does not extend to employees of pultistitutions.

The NBH Act lays down rules to govern the appoimimand discharge of the central bank's governor \éoe-
governors.’
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INTERVIEWS

November 2006

Representatives @xford Analyticainterviewed the following individuals during visits Hungary between 16 and

20 October 2006:

National Bank of Hungary

17 October 2006

Andras Karman
Klara Pintér

Deputy Head of Department
Senior Economist

20 October 2006

IstvAn Hamecz Director

Ministry of Finance

16 October 2006

Balazs Romhanyi Deputy Head of Department

Gizella Csonka
Laszl6 Szabé

Chief Advisor, Deputy Head
Counsellor

ADDITIONAL INTERVIEWS

17 October 2006
Gabor Pésch Economist, Counsellor
18 October 2006

Laszlo Seregdi Deputy Managing Director

Zsolt Wieland Lawyer
Gyorgyi Joo Toth Head of Unit
Zsuzsanna Balogh Advisor

19 October 2006

Dora Gyorffy Assistant Professor
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Economics and MoneRwljcy Directorate

Direxttoof Fiscal and Financial Policy Affairs

Dimeate of Fiscal and Financial Policy Affairs
Division for Govenent Budget and Fiscal Policies

State Audiic®ff

Hungafarancial Supervisory Authority
Economics, Risk Assessment and Regulatory
Directorate

Hungariain&ncial Supervisory Authority
Capital and Money Markets Issuance
Hungarian Stateasury
International Department
Hungarian State Treasur
Treasury Commissioner Office
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Laszl6 Csaba Professor Central European Untyersi
Andréas Oszlay Research Fellow ICEG EuropearteZe
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