Resolution No 13/2012.12.08. of
the Fiscal Council

RESOLUTION OF THE FISCAL COUNCIL

for submitting for final vote the uniform motion T/7655/453 on the 2013
Central Budget of Hungary and the recommendations T/7655/454-455
submitted by the Government prior to the final vote

Antecedents, legal basisand publicity of preparing the Opinion

According to the stipulations of Indent (3) Articld of the Basic Law of Hungary the prior
consent of the Fiscal Council (hereinafter: the i@l shall be required for the adoption of
the Central Budget Bill, to thus observe the rudédndents (4) and (5) of Article 36. In
harmony with the above and according to Indent §325 of Act CXCIV of 2011 on the
Economic Stability of Hungary (hereinafter: the Ilisy Act), the uniform motion,
respectively, on the basis of the amendments arptd Indent (2), 825/A, the Council shall
inform the Speaker of the National Assembly orofigion in writing. Now, according to the
stipulations of Indent (3), 8 25/A of the Stabilict, the Council shall formulate its
standpoint regarding the prior consent requiredteradoption of the budget bill. According
to the Stability Act, the Council shall examinetlie uniform motion and the amendments
submitted prior to the final vote are meeting thipwdated decreasing trend (hereinafter:
public debt rule), specified in Indents (4) and@bArticle 36 of the Basic Law of Hungary.

By its Resolution No. 4/2012.06.08. the Fiscal Gulugave its opinion on the draft of the
2013 Central Budget Bill of Hungary that was senthie Council by the Minister of National
Economy on 31 May 2012. As regards the authenticity and fedgibibf the draft the
Council did not have any fundamental objectiong thauld have justified non-concurrence
concerning the document submitted for an opinion.

At the same time, regarding the macroeconomic &mtethat was part of the draft, the

Council has identified risks and, in order to handhem, it recommended that the

Government should prepare an alternative macroecmniorecast, considering the processes
endangering the starting up of growth and basetth@mesults of this alternative forecast — by
unchanging deficit target — should ensure the asirg of the Country Protection Fund, in

proportion to the incurred risks, as well as intraodg corrections that would mitigate the

risks of the budget bill.

As the Council diagnosed deficiencies regarding wmebility of certain revenue and
expenditure appropriations and, in case of centsicapped appropriations, diagnosed the
danger of exceeding the appropriation to a greatdent, it recommended that the



Government should take care of the timely adoptibmegulations that should ensure the

revenues appearing in the Széll Kdlman Plan 2$pedively the savings in expenditures,

and review the uncapped expenditure appropriajimaged as risky, as well as take measures
to mitigate the danger of exceeding the approjosti

In case of implementing the above measures the clolound the meeting of the planned
deficit goal and the succeeding of the debt ruldisgc. At the same time it indicated that
prior to the final vote on the budget bill, in apaeate procedure, it shall evaluate the
succeeding of the public debt rule.

The motion submitted by the Government to the MaficAssembly took into consideration
the recommendations of the Fiscal Council at sémats — thus, for example, by doubling
the amount of the Country Protection Fund.

Following the submission of the budget bill, thetilmaal Assembly adopted several
amendments, some of them recommending signifidzem@es in the revenue and expenditure
sides of the budget and the tax system. As a coeseeg of the adopted amendment the 2013
budget bill — the corner numbers of what have eexd by the National Assembly on 12th
July 2012 — was significantly different from thedget bill that the Council had examined and
had no basic objections against.

Taking this into consideration the Council founqguistified to examine again the budget bill
and form an opinion about it, prior to the finakimg on the tax and technical rules that would
serve as the fundament of the budget law. In awléay the foundations of its opinion, by its
Resolution No. 8/2012.07.16. the Council applied #@formation from the Minister of
National Economy then, after having received thodgermation, it asked for additional
information and background calculations in its Retson No. 9/2012.08.28.

In October 2012 the Government announced its dawntorrection regarding former
expectations related to the 2012 and 2013 macroesencourse and envisioned a new
course, respectively, in harmony with the abovandadified the deficit goals of the 2013
central budget. In harmony with the above the Gowent initiated corrections in several
phases that shall be put across in the centraldiumgits uniform motion submitted by the
bill No. T/7655/453 and its amendment submittedomprio the final vote by the bill
T/7655/454-455.

The Council has dealt with the issue of the prawgilof the public debt rule in several
resolutions. In those resolutions it indicated thaing aware of the procedures in the first
nine months of 2012 and after having introducedsuess aiming at decreasing expenditures
and increasing revenues, the tensions pointedasli¢ieby the Council, keep prevailing in the
field of both the revenues and expenditures. Afam this the Council also called the
attention to the fact that regarding the implemiona of the measures ensuring the
maintaining of the balance and the non-utilisatbérthe Country Protection Fund, the deficit
of the budget can be kept below the 3 percent®f@BP and that the fundamental processes
of the budget could ensure the decrease of thecpaébt indicator compared to the indicator
of the preceding year. The Council considered d¢selution on the final lock of the Country
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Protection Fund necessary. As to the local govenmsnéhe Council called the attention to the
importance of such system-like measures that watiengthen the responsible financial
management of local governments and — regardinghheaging risks — would exclude the
repetition of similar situations.

On 6" December 2012 the Speaker of the National Assefoblyarded to the Fiscal Council
the uniform motion No. T/7655/453 and the amends&d. T/7655/454-455 concerning the
amendment of the 2013 budget bill No. T/7655. iiated that the Council should formulate
its opinion according to the stipulations of Ind€B} 8§ 25 of the Stability Act, on the joint
evaluation of the submitted documents.

By using the analyses of the State Audit OfficdHahgary and the Central Bank of Hungary
and taking into consideration the opinion of expdrivited by the Council, as well as

consulting several times the staff responsible the management of planning the central
budget and exchanging working documents, the bodydlated its opinion by taking into

consideration the amendment No. T/7655/455, that larmony with Indent (3) § 25 of the

Stability Act.

As regards to its opinion — in harmony with Indé3)t8 25 of the Stability Act - in a separate
resolution, the Council shall formulate its opinifmllowing the voting on the amendments,
prior to the final voting.

Il The Opinion of the Council

At its meeting held on"8December 2012 the Council formulated the followinganimous
opinion:

1. Concerning the fulfilment of the debt rule the Coliestablished that on the basis of
the uniform motion submitted by the bill No. T/76853 as well as of the amendment
No. T/7655/454 — submitted prior to the final vbiethe Government — the measure
of the public debt expected by the end of 2013 rsesponding with the requirements
stipulated by the Basic Law. With regard to theabthe Council formulated its
opinion concerning its prior approval, on the basisthe joint evaluation of the
uniform motion, as per Indent (3) of § 25 respediiy and the effect of the
amendments as per Indent (2) of 8 25/A of Act CX@#H2011 on the Economic
Stability of Hungary. The said opinion was displdyi@ writing prior to the final
voting.

2. In the opinion of the Council the observance of dleficit target and the public debt
rule requires that the significantly raised ressrgbould not be used as those are
necessary for the handling of the already visikdks;, in other words, the reserves do
not make the mid-year increase of budgetary expemdi possible.



3. On the note of mitigating the revenue risks the m@ducalls the attention of the
Government to consistently provide the efficientpiementation of the existing
measures and make further steps to promote theatah of the targeted revenues.

4. The Council found that the effects of the individuaeasures and regulations
introduced with the purpose of reaching the budgedaficit target will, altogether,
increase the existing and significant risks reldtethe starting up growth rate and to
the sustainability thereof. Hence, the Council reocends that the Government
should initiate steps serving the purpose of lainmgchhe growth rate in such a way
that the debt rule should not be harmed in the thmaan

11 Justification

The Council formulated its opinion on the basiseshluating the following four
issues:

1. The reality of the macroeconomic forecast thatag pf the 2012 base year and
the 2013 budget bill;

2. The viability of the revenue side of the budget;
3. The dangers of the over-fulfilment of the expenditappropriations and,

4. The viability of the observance of the planned defarget and the debt rule.

1. The reality of the macroeconomic forecast that is part of the 2012 base year and the
2013 budget bill

Following the 1, 6 percent growth of the GDP volume011, it is very likely that in 2012
the growth rate will decrease in a proportion thaght significantly exceed 1 percent,
contrary to earlier expectations and the forecaatedunt in the course of the planning of the
2012 budget.

Ever since the macroeconomic forecast of the Gonem that served as the basis of the 2012
budget the forecasts keep showing continuous wisrgedue to the negative changes in the
external and internal conditions. Due to the untable shift of economic indicators, tax
revenues (TAO=corporate income tax and dividendg BA*¥A=simplified entrepreneurial tax;
SZJA=personal income tax) have decreased whilerghkipges (interest rate) have increased.
These tendencies have continued to be tracealnenalke processes of the first nine months
of the year. The Council continues to call therdite to the risks of the lagging revenues and
within the revenues especially the lagging behihpdayments of economic organisations.



In order to keep public finance debt below 3 peradrthe GDP, the Government introduced
several measures. The Council found that part ®ntieasures undertaken in the interest of
keeping the economic stability have weakened thiE2 28utput of the economy and might
unfavourably influence the 2013 macroeconomic aktloln its earlier resolutions the
Council has already called the attention to thissgmlity regarding the current year 2012.

The various forecasting organisations have indicaiéerent growth measures for 2013 in
respect of the GDP. These forecasts usually hage Biferent from that of the Government,
i.e. they predicted a lower growth level. The 20d@wth forecasts are surrounded by
downward indicating risks.

2. Theviability of therevenue side of the budget

The revenues of the 2012 central budget have labgkohd, especially the realisation of the
tax revenues, compared to the amended appropriatidnhe results of the same period of the
previous year. The over-valuation of the effectshef changing regulations, together with the
macroeconomic processes that have turned out todoe unfavourable than expected, have
equally played a role in this result.

Because of a macroeconomic course that is moreufalte than the consensus of the
markets, in case of the major tax revenues - ttetradirect relation to the macroeconomic
indicators - risks of over projection might ariser(example in case of TAO/corporate
income tax and dividend tax and AFA/value added ¢axise revenues).

The number of changeovers of regulating those balanproving measures that concern tax
revenues, their respective under-documentationtfamtiberal background calculations might
represent risks from the aspect of the viabilityhef appropriations.

The Government expects very significant surpluses fthe measures aiming at improving
the efficiency of tax collection. At the same tithe documents submitted by the Government
do not support such a revenue surplus.

In case the so-called small taxes meet the expatsathe appropriated revenues from EVA
(simplified entrepreneurial tax) will significantlgecrease. Additionally, excise revenues
might fail thanks to the targeted benefits. Thestdrs represent uncertainty.

As regards the fulfilment of the financial transactduty, it means a risk that even though
they had calculated with the additional revenues @&sult of the GDP growth in the period of
2011-2013, however, they had not calculated with decrease in turnover, that usually
follow the introduction of new taxes. At the sarmed, the fact that the Government promised
mid-year supervision and in case of failing reventiee changing of the measure of the duty
might mitigate the negative risks. Here we shoutitenthat the part of the financial
transaction duty originating from the treasuryessence, shall decrease the resources of the
public finance institutions. The fact that the plad revenue numbers in case of both the
private sector and the treasury are inadequateggepts additional risk.



Changing the of local business tax regulations iacgssion wrecked economic environment
might decrease the excess tax revenues. The tderbof fringe benefits (cafeteria) has been
modified, in the course of the present parliamgntgcle, from 27 percent to 14 percent, thus
— assuming unchanged turnover — the revenue sunpilissignificantly lessen. The
calculations regarding the surplus expected froeniticreasing of the tax burdens of energy
suppliers reflect a static state; they have natutated with the decreasing turnover due to the
raising of the taxes and this also representskawisen it comes to the realisation of the
appropriation. Raising the 2012 gambling taxesmdilensure the expected revenues, due to
the significant set-back of the turnover. Hences Hurplus expected from the increased
dividend tax of the Szerencsejaték Zrt. (Lottepnipany) is also risky.

As a consequence of the above, the tax bases toighout to be less than planned thus, in
case of the major taxes, only a smaller revenuebeaexpected compared to what they had
calculated with in the planning phase. On the raeeside of the 2013 budget significant
structural tax restructuring occurred. The strugt@mansformation of the tax system implies
both positive and negative risks that might resukidditional uncertainties when it comes to
the planning of taxes.

3. Thedangers of the over-fulfilment of the expenditure appropriations

Due to the variability of the macroeconomic envir@nt and the occurrence of the crises, the
changing saving structure employed by investorempared to the presently planned trend —
the unfavourable trend of Forint and currency pasafg by foreigners, the trend of the
government securities’ yield forecast that différem the prognosis, together with the
unfavourable change of the planned rate of exchahdmth the Forint and the Euro carry
risks concerning the realisation of the 2013 finag@lan, as well as the appropriation of the
tax expenses and debt management costs planntdgkfpear 2013.

As regards the planning of the individual and ndmeasupports, the fact that they had
planned a significantly lower amount of allowancescerning inter-city passenger transport
and the operational costs of maintaining the rggtesm, and additionally, they did it without

background calculations, also represent risks.

In case of invalid pensions the measure of thengavplanned for 2013 carries risks as it
greatly depends on the result of the planned mkdi@amination of the entitled/applicants.

The budget bill is counting with the decreasinghe EU development contributions from 15
percent to 5 percent. This decrease of expenditomesver is not grounded.

Regarding the provisions, as a consequence of tee-folfilment of the appropriation
without modification, the possibility of over-fulifnent, similar to the occurrence experienced
in the previous years, represents a risk that migifdvourably influence the observance of
the planned deficit target.



They have significantly increased the appropriatbthe pharmaceutical subsidies compared
to the appropriation of the budget bill submittadlune 2012. By this measure the tension in
the expenditures of the pharmaceutical fund has bigmificantly eased.

5. Theviability of the observance of the planned deficit target and the debt rule

In the Council’s opinion, as a result of the measwadopted by the Government, the budget
deficit can be kept under 3 percent in 2013. Taisnthis, it is imperative that the measures
announced in the Convergence Program and the Bakfian Plan 2.0 were implemented
fully and that the Country Protection Fund shouit e used.

At the same time the Council calls the attentiontlie conjuncture risks affecting the

realisation of the macroeconomic forecast, as asemumence of what the degree of the
economic growth could be lower than the progno$ige significantly raised reserves are
required for the balancing of the already visibéks thus, there are no sufficient reserves left
for unforeseen events. Should such events occuti@uil measures would be called for.

Although the deficit of the local governments wilicrease the public finance deficit to a

modest degree, the Council calls the attentiorhéoféct that the observation of the deficit
appearing in the bill requires strict financial ragement discipline from both the

Government and the local governments.

According to the reviewed documents the amendmestiom submitted prior to the final
voting has increased the deficit however; its déffeacs not been posted up in the 2013 debt
indicator as fixed in the uniform bill. The pubbiebt rule however can be met despite this, as
long as the deficit remains under 3 percent, assgithie macroeconomic course described in
the bill. The narrow difference between the deblidator in 2012 and 2013 reminds us that
the observation of the debt rule requires an exherstrict budgetary management also in
2013.

Budapest, 8 December 2012

Domokos Laszl6 Simor Andras
Member of the Fiscal Council Member of the Hiscauncil

Dr. Kovéacs Arpad
Chairman of the Fiscal Council



