Adopted by Resolution no. 6/2013.07.16 of the FiS€mincil KVT-80-1/2013

Opinion

on the state of the execution of the 2012 central budget of Hungary and the
trend of public debt (on the basis of the processesin the second half
of the year)

Antecedents, legal basisand publicity of preparing the Opinion

According to Point ‘c’, Indent (1) of Paragraph @Bthe amended Act CXCIV
of 2011 on the Economic Stability of Hungary, thascil Council
(henceforward: the Council) shall give an Opiniontbe state of the execution

of the central budget act and the trend of theipwabt every six months.

Within the framework of its legal mandate the Caluoonsiders itself affected
in evaluating the 2012 macroeconomic processesgysiotan the aspect of the
feasibility of the executing of the central budg@éyond this, it shall give its
opinion on the public finance processes of the sedwlf of 2012 being aware
of the followings:

- Inits Opinion of 7/2012/07/16 the Council reviewteée trend of the 2012
central budget in the first six months of the yearthe basis of primary
data and established the followings: in case otifipeexpenditure items

there were overruns, while in case of revenuesthare shortfalls, as a



consequence of the unfavourable trends of the mmaormmic course. In
its Opinion the Council called the attention to &msuing consequences;

- Inits Opinion of 11/2012.10.29. about the evabrabf the processes of
the 2012 central budget in the first nine monthshef year the Council
ascertained that despite the corrections conceivatigy the revenues and
expenditures the tensions still remained. Theseewerimarily the
consequence of the unfavourable trend of the ecmngnowth. Apart
from this the Council found that even by the execubf the measures
stipulated by Government Resolution 1428/2012. (X.8n the
observance of the balance of the 2012 budget,ase ¢he Country
Protection Fund were not used, the GDP proportewiaficit could be
maintained below 3 % and that the basic budgetarggsses ensured the
decline of the GDP proportionate public debt coradato the previous
year;

- In its Opinion on the processes of the first ninenths of 2012 the
Council also specified that the financial situatafrthe country remained
vulnerable as pubic debt and - within this - theeleof external
indebtedness was high when compared to the develupohthe country.

In its present Opinion the Council is summarisihg major characteristics and
tendencies of the budgetary processes related @o etkecution of Act
CLXXXVIII of 2011 on the 2012 central budget of Hyary.

When developing its opinion the Council was relyorgthe participation of the
experts of the State Audit Office of Hungary, timalgsis of the Central Bank of
Hungary, respectively the work documents preparstkuthe guidance of the
Fiscal Council. The Council could not consider tbentents of the final
accounts’ bill built on final data as the bill wile presented by the Government

to the National Assembly only later. In the coucddforming its Opinion the



Council has been relying also on the opinions andlyaes of independent

experts.

The Council shall informabout its Opinion the responsible officials of the
National Assembly and of the Government, respelgtiveonsidering the
publicity of the fundamental document of the CdnBank of Hungary, shall
publish the Opinion also on the website of the di&l Assembly.

The Opinion of the Council

At its meeting held on BJuly 2013 the Council unanimously decided on the

following Opinion:

1. The Council reviewed the trend of the major budgemocesses in the
second half of 2012. It found that due to decigivahe-off effects and
partly due to measures taken in the interest ohtaming stability, the
economic output in 2012 lagged behind the planmedkeehind what had
been expected during the year. Thanks to the badgetorrections
introduced with the purpose of observing the tadeadeficit the cash-
flow balance of the central subsystem of the butlgeed out to be better
than the amended deficit target. The debt condablaof the
municipalities, as well as the transformation of gtructure of the task-
and institutional systems have also contributeth¢ofact that the balance
of the municipal sub-system turned out to be sigaiitly more

favourable than originally planned.



2. According to the judgement of the Council the takgovernmental
measures, the decline of the agricultural outghg, recession of the EU
economy, as well as the outsourcing of the produoatf certain industries
have jointly contributed to the economic recessltat was bigger in the
second half of the year than originally expectelde Tevel of national
economic investments in 2012 suffered an additiceslback; within it
the low level of investments financed by own researof the central
budget also contributed to the improvement of thdget balance. Thanks
to the stabile position of the public finance ie $second half of 2012 one
of the fundamental pre-conditions of lasting ecomorgrowth was
established.

3. In the Council’s opinion the continuation of the BIproportionate public
deficit decrease requires additional commitment affdrts from the
government.

4. In the Council’s opinion it would be necessary tavé regular and
adequately deep, topical governmental informationtlee trend of the
budgetary situation of the municipal sub-systenmalbthe components of
the public debt (gross and net debt of the cestibabystem, the debt of
the municipal subsystem, the debt of other orgéinisa classified under
the governmental sector). The trend of the dedicd debt of the whole of
the public finance throughout the given year carfdilewed only when

these data are available.

[11
Justification

On the basis of analysing the budgetary process281® altogether it can be
established that the risks related to the executibrthe budget act were

primarily realised on the revenue side. In resmdcthe original expenditure
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appropriations the excess was the result of hararggd pensions — because of
the higher than planned inflation rate and thesgagssion of the appropriations
for the co-payment of medications. Apart from thigerest rate expenditures
have significantly exceeded the planned howeves tims balanced by the
bigger than planned interest rate revenues andthtérest rate risk reserve. The
balance improving effect of the measures of thdl 8&man Plan 2.0 expected
in 2012, the resolutions of the Government madéenfirst half of the year and
the balance improving measures introduced in Oct@b&2 served the purpose
of handling the risks arising in the course of ylear. Upon the decision of the
Government — and the recommendation of the Countliley did not use the

Country Protection Fund.

1. Thetrend of the macr oeconomic conditions

Ever since the macroeconomic prognosis of the Guonent that served as the
foundation of the 2012 central budget, tl@recasts have continuously
worsened. The submitted budget counted with a GbRtg of 1, 5 %.

In harmony with the changing forecasts the Goventmeviewed the growth
course. As a result of this review the prognosithefEDP Report completed in
October 2012 was foreseeing a 1, 2 % decline iratimial volume of the GDP
and was also counting with the unfavourable effe€tthe amendment
concerning the year 2013 as well. Taking into abasition of its earlier opinion
about the economic growth, the Council had consti@rappropriate also in its

evaluation of the processes in first nine monthhefyear.

Throughout the year growth perspectives of the dvedonomy have worsened,
the domestic agriculture output in 2012 has stpngtakened, the budgetary

correction has decreased the aggregate demandjettime of investments



(especially in the building industry) continued aaitithese factors resulted in

having a 1, 7 % decline of the gross domestic prbdu

The inflation rate reached 5, 7 %, exceeding sicgmitly the predictions of the

prognoses.

2. M eeting the deficit goal of 2012

As a consequence of the uncertainty of the macrweoa processes and their
becoming more unfavourable, the public finance aitefhas been under
continuous corrections by the analysing organisatiothe international
institutions and the Government as well. In Octd&2 the Government raised
the proportion of the ESA deficit target from 2%b- that had been used when
calculating the 2012 central budget — to 2, 7 %tdrOpinion of October 2012
the Fiscal Council considered the observance ofidgfrit target viable only in
case the Country Protection Fund was not used.

Partially due to meeting the recommendations of Eaeopean Commission,
maintaining its commitment to stability during thesar, the Government
adopted several measures with the purpose of kgdpm budgetary deficit
below 3 %. The Government Resolution 1036/2012.20) prescribed
expenditure reducing and a ban on equipment prowme for budgetary
organisations. Government Resolution 1122/2012.28% - related also to the
Széll Kalman Plan 2.0 — tried to ensure the tajdialance by ordering
blockings, expenditure savings and introducing teéecom tax, while
Government Resolution 1428/2012. (10.08.) wishednsure this target mostly
by blockings. As a result of the above measurescsh-flow balance of the

central subsystem of the public finance turnedtouie slightly better than the



mid-year amendment, while the balance in the mpalcsubsystem of the

public finance became significantly more favourable

3. Theimplementation of the public debt rule

In the fiscal framework the public debt rule of tBasic Law of Hungary
prescribed an annually decreasing debt rate. Ir2 20@ GDP proportionate
public debt dropped from the previous year's 8% #b 72, 9 %. The gross debt
rate however is significantly higher than what wbbk the relevant threshold
value for the country, i.e. both the 60 % levgbstated by the Maastricht Treaty
and the GDP proportionate 50 % level stipulatethieyBasic Law of Hungary.

The unfavourable trend of the external conditidhs ¢risis in the Euro area, the
slow growth rate), as well as the budgetary coiwasthave also contributed to
the declining of the real value GDP that, on thieeothand, endangered the
decreasing of the GDP proportionate debt indicdtorts Opinion of October,
2012 the Council called the attention of the conedy indicating that the
financial situation of the country continued to emvulnerable because of the

high level of indebtedness.

On the basis of the data of the first six monthes @overnment did not have to
ascertain the danger of the decline of the debic@tor; the Government's
introduced measures had helped the mitigation @frigks. Several factors did
play a role in the decreasing of the 2012 publibtd&he major part of the
decrease resulted from the fact that the rate change of the Hungarian
currency (Forint) became stronger compared to tie#Euro rate of 311 in the
previous year to Forint/Euro 291. The surplus & ginimary payment service
balance mitigated the public debt while the highlean planned interest

payments contributed to the increasing of the putdibt. The decreasing GDP
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affected the growth of the debt rate. Apart frore #tbove the selling of the
assets of the Pension Reform and Indebtedness twd&wnd contributed to

the mitigation of the debt rate by 1, 1 % of theR50he stock of Government
Securities that had been transferred from thoseateripension fund members
who switched to the public pension system in 2@lthe Pension Reform and
Indebtedness Reduction Fund and that was destilayed also contributed to

the decreasing of public debt. The fact that in ddaloer, 2012 the central
budget gave support to the municipalities with léss1 5 000 inhabitants in the
value of 0, 3 % of the GDP also contributed torthigation of the public debt.

4. Thetrend of therevenues

From the aspect of the trend of the cash-flow mses having negative effects
have prevailed throughout the year on the revergeds the central budget’'s
subsystem. The tax revenue decreasing effect ceahpa the appropriations
appeared primarily in case of the payments of econenterprises (HUF 245
billion) however, significant arrear in revenuesnr personal income tax (HUF
76 billion) and VAT (HUF 70 billion) was also deted.

In regards of economic enterprises the biggeske®sgere manifested in the
simplified entrepreneurial tax (HUF 78 billion), ghling tax, under the title of
other payments (HUF 32 billion) and the specialkotax (more than HUF 100
billion). Payments from corporation tax has alsok& behind the annually
foreseen HUF 365 billion by HUF 14 billion as wélhe payments from social

contribution tax were in harmony with the annugbrapriation.

When evaluating the data of the first nine months2@12, in its Opinion
11/2012.10.29., the Council pointed out the riskstloe revenue side and the

arrears that could be projected. The fact thattduke number of people opting
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for state pension instead of private pension fuadsurplus worth of HUF 50
billion arose according to the EDP report, hastdduhe mid-year tensions. The
Government made up the lack of revenues by seveeasures (raising the
excise tax upon tobacco products, introducing theense taxing in relation of
grain sales, the telecom tax and blockings).

Thanks to the transforming of the taxing systembsgtantial shifting of
proportions occurred in the debtors’ structure. Engphasis shifted from the

income-type taxes to taxes related to consumption.

5. Thetrend of expenditures

The processes on the expenditure side have balandethe shortfall of tax
revenues in comparison to the appropriations asraxynto the appropriated
amount in the central subsystem the expenditur@sidow a balance of HUF
257 billion less than originally planned. The banmproving measures that
were made throughout the year have been playingdside role in this,
together with the maintaining of the free reser@se to the blocking of
appropriations, respectively their decreasing, mtdran HUF 200 billion
expenditure restraints were realised, the not usihghe balance securing
reserves of the chapters included. Apart from theva, using less than the
planned EU supports together with the saving of tetated domestic

contributions, have also mitigated the expenditures

At the same time, the effect of the expenditurerekging measures was
mitigated by the retrospective raising of pensiand pension-like entitlements
by 1, 6 % - due to the higher than planned inflfatiate - (HUF 88 billion) and
the dynamic mid-year raise of medical-preventiortitiements and the

medication co-payments (HUF 30 billion).
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Additional expenditure surpluses appeared in caip@ropriations of the budget,
like in case of individual and normative supposspports given to the public
media, supplements to consumer prices and housipgosts. The amount of
guarantee validations has also surpassed the a@ieabsum.

Expenditure decreasing measures continuously resudted smaller or greater
tensions in the financial management of budgeteggrusations. Seeing the safe
realisation of the targeted balance at the endhefyear it was possible to

partially release the blockings and to raise heal expenditures.

16" July 2013
Domokos Laszl6 Dr Kovéacs Arpad

Member of the Fiscal Council Chairman of the Higbauncil
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