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2018 Business Report of the
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1 The Governor’s foreword

The already dynamic expansion of the Hungarian
economy accelerated in 2018 as GDP growth reached
4.9 per cent, while annual inflation was at 2.8 per cent.
In 2018, the Monetary Council of the Magyar Nemzeti
Bank maintained loose monetary conditions by applying
unconventional instruments and by fine-tuning them to
achieve the medium-term inflation target in a sustainable
manner and to stimulate the real economy accordingly.
In the Monetary Council’s assessment, loose monetary
conditions contribute to the achievement of the primary
mandate of the central bank. As indicated by the September
announcement, the MNB was also prepared for the gradual
and cautious normalisation of monetary policy, which would
begin depending on long-term inflationary developments.
The Monetary Council closely monitors incoming
macroeconomic data and decides to adjust monetary
conditions depending on such. In December, the Monetary
Council emphasised that core inflation excluding indirect
tax effects might rise further in the following quarters as
well, which is assessed by the Monetary Council in terms
of the sustainable achievement of the inflation target.
Consequently, the incoming data of the period ahead will
be of key relevance.

On 18 September 2018, the Monetary Council decided
to launch a new programme of the Funding for Growth
Scheme called FGS fix, the primary objective of which is to
improve the structure of SME lending. The new programme
was launched with an allocation of HUF 1,000 billion
at the beginning of 2019 and its main parameters and
arrangement are identical with the earlier phases of the
Funding for Growth Scheme, however the new programme
may be considered to be more targeted. It is a novelty that
the additional liquidity stemming from the loan volume
disbursed under the framework of the FGS fix is sterilised
at the base rate by the preferential deposit facility, the
function of which has changed.

In the Monetary Council’s assessment, it was necessary
to maintain loose monetary conditions throughout 2018,
in order to achieve the inflation target over the medium
term and to stimulate the real economy to a corresponding
degree. Accordingly, the Monetary Council determined
the target band of the quarterly crowding-out effect to
be at least HUF 400-600 billion in each quarter of 2018,
and starting from March it also decided that the degree of
actual crowding out must ensure that the loose monetary

conditions that had evolved are sustained. In 2018, the
Monetary Council left the base rate as well as the overnight
and one-week collateralised lending rates unchanged at
0.9 per cent and the overnight central bank deposit rate at
—0.15 per cent. Between January and May 2018, the central
bank’s forint liquidity providing swap holdings increased
from HUF 1,518 billion to HUF 1,987 billion and remained
at this level until the end of the year.

With the decisions of the Monetary Council taken in
September 2018, the MNB prepared for the gradual and
cautious normalisation of monetary policy. The central
bank instruments that have an impact on short-term
yields became simpler and more transparent as a result
of the Monetary Council’s decision to phase out the
3-month deposit facility at the end of 2018, while the role
of the policy instrument was taken over by the statutory
reserves. The MNB announced its strategic framework for
policy instruments, describing the roles to be played by
unconventional monetary policy instruments in shaping
monetary policy in the future. Looking ahead, the central
bank made it clear that it would formulate the monetary
conditions necessary for the sustainable achievement of
the inflation target through the optimal combination of two
instruments, the forint liquidity providing swap instrument
and the interest rate corridor.

Within the framework of the fine-tuning of the
unconventional instruments with an impact on long-term
yields and in line with the introduction of the Funding for
Growth Scheme Fix, the monetary policy IRS instrument
(MIRS) and the mortgage bond purchase programme were
phased out by the end of 2018. The MIRS closed the year
with a stock amounting to HUF 1,100 billion, whereas
the closing of the mortgage bond purchase programme
took place in two steps: secondary and primary market
purchases lasted until 30 September 2018 and end-2018,
respectively. Within these, the MNB purchased fixed-rate
mortgage bonds that complied with the conditions of the
programme with a total value of HUF 381 billion. Both
the MIRS and the mortgage bond purchase programme
achieved the set targets. The new instruments introduced
in January supported the extension of the loose monetary
conditions to long maturities and the stability of the market,
contributed to the development of the mortgage bond
market and — together with other central bank programmes
and regulations — to the reduction of banks’ interest rate
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risk and thus to the further spread of long-term, fixed-rate
mortgage loans.

Verification of compliance with the lending commitments
made by the banks in 2017 within the Market-based Lending
Scheme (MLS) took place at end-February 2018, after the
annual lending data was available. The MNB established
that all 16 banks with LIRS transactions at end-2017 had
fulfilled their commitments. As a result of the commitments,
banks reached a performance of around 250 per cent at
the sectoral level. Partly due to banks’ commitments, the
growth rate of corporate loans outstanding reached 10 per
cent in 2017, and the loans outstanding of the SME sector
including the self-employed expanded by 12 per cent.

The vulnerability of the Hungarian financial system continued
to decline in 2018, as presented in a comprehensive
manner in the Financial Stability Reports. The Hungarian
banking sector is stable, and its shock absorbing capacity is
strong in terms of both liquidity and loss absorbency. The
growth in the banking sector’s balance sheet total and the
favourable macroeconomic environment help the banking
sector to finally overcome the vulnerabilities that can be
considered the legacy of the period following the outbreak
of the 2008 global financial crisis. Due to the favourable
macroeconomic fundamentals, Hungary was less affected
by the market turbulences seen last year. The profitability of
the Hungarian banking sector continues to be outstanding
in an international comparison, but the 2018 profit was
slightly below the level realised during 2017, primarily due
to a decline in the volume of reversals of provisions.

Price increases continued in the Hungarian real estate
market. According to the MNB housing price index
published in the Housing Market Report, the annual
dynamics of housing prices in Budapest significantly
exceeded the growth rate observed in the country. As a
result of the strong rise in housing prices in the capital, the
risk of overvaluation of residential real estates in Budapest
increased; therefore, it is extremely important to analyse
the real estate market continuously and deeply. At the same
time, the impact of the risks originating from the domestic
housing market on the stability of the banking sector is
mitigated by the fact that borrowing is still related to more
than half of the residential real estate transactions, price
increases were not accompanied by a wide spreading of
risky lending, and in Hungary the level of housing loans
as a percentage of GDP is low in European and regional
comparisons.

In 2018, the MNB’s macroprudential activity continued to

focus on developments in systemic cyclical and structural
risks, monitoring market participants’ adjustment to
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previously introduced measures and the methodological
developments supporting this, as well as fine-tuning the
set of macroprudential instruments. Noteworthy measures
include those to intended to reduce households’ interest
rate risk, especially the differentiation of the debt-service-
to-income (DSTI) ratio requirement according to interest
rate risk, as well as the further development of the
‘Certified Consumer-Friendly Housing Loan’ framework.
From the liquidity side, the reduction of cyclical systemic
risks is fostered by the Interbank Funding Ratio (IFR) that
entered into force on 1 July 2018, which reduces banks’
excessive dependency on funds from financial enterprises.
At the same time, the Mortgage Funding Adequacy Ratio
(MFAR), which was revised at end-2018, contributes to
the reduction of the forint maturity mismatch, and also
facilitates deepening of the domestic mortgage bond
market. In order to promote the competitiveness of the
banking sector as well as to safely exploit the possibilities
stemming from digitalisation and technological progress,
the MNB also pays special attention to the development
of an innovative regulatory environment that stimulates
competition and increases efficiency. Accordingly, it
created a Financial Innovation Platform (Innovation Hub)
and a Financial Innovation Testing Environment (Regulatory
Sandbox) in 2018 among the first ones in the region.

The performance of the supervisory duties in 2018 was
characterised by a forward-looking, strategic approach and
rapid response. Continuing to apply its revised methodology
in practice, the MNB performed the oversight of the
financial intermediary system in a proactive manner. In its
activity as an authority, the MNB switched over to electronic
administration in line with the expectations formulated by
the legislator.

Numerous measures contributed to stability and sound
growth, such as the transition to International Financial
Reporting Standards (IFRS) and the special treatment
of data provisions in the case of credit institutions,
the supervision of operations according to the ethical
life insurance regulation and Solvency Il in the field of
insurance, the control of reliable institutional operation
and of the requirements implemented on the basis of the
regulatory frameworks (the MiFID Il Directive and the MIFIR
Regulation) concerning the regulated markets in the capital
market and the monitoring of institutional compliance with
the ‘ethical’ concept in the field of consumer protection. The
wide spread of Certified Consumer-Friendly Housing Loans
—as widely available, easy-to-understand, favourably priced
housing mortgage loans with clear conditions, accessible
through simple and fast administrative procedure — and
the control of compliance with the terms and conditions of
application were top priorities for the central bank in 2018.
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As part of the supervisory strategy that is in line with the
development of information technology and the spread
of digitalisation, the MNB undertook a leading role in
facilitating the introduction of financial innovations and
fintech solutions in a regulated environment.

The central bank applied its methodology, which was further
developed in accordance with the renewed regulatory
environment and takes a risk-oriented approach, in an
intensive manner while performing its supervisory tasks
aiming at preventing money laundering and the financing
of terrorism.

As a result of the MNB’s cooperation with its partner
organisations and certain economic agents with a view to
enhancing financial literacy, its informational materials and
messages were delivered via several campaigns — in the
standardised format of the Financial Navigator — to a wide
range of members of the public.

In 2018, acting as a resolution authority, in order to prepare
for possible future crisis situations, the MNB formulated the
methodological framework based on which the individual
bank resolution plans can be elaborated and which takes
into account the current costs of the resolution planning
and the advantages arising during a crisis event in an
adequately balanced form. Accordingly, the MNB elaborated
its methodologies for determining the MREL requirement,
for establishing the public interest resolution condition and
for the identification of critical functions. In addition, in line
with the approved schedule, it prepared and revised the
resolution plans, and procedures aiming at resolvability
assessment also including on-site inspections were launched
at several institutions. In relation to a resolution event
that took place in the past, during the asset separation a
significant portion of the portfolio taken over by the MSZVK
Group (Hungarian Resolution Asset Manager) was sold in
June 2018, allowing for the complete prepayment of the
loan outstanding vis-a-vis the Resolution Fund. Regarding
the collective guarantee funds, on the basis of the relevant
EU regulation the MNB determined the regular annual
fees of the member institutions of the Resolution Fund
and participated in the planning of the stress test that
examines the ability of the National Deposit Insurance Fund
(NDIF) to contribute to resolution financing as well as in the
examination of the objectivity of execution. The MNB took
an active part in working out the international resolution
regulation through the working groups of the relevant EU
authorities.

Establishment of the instant payment system progressed as
scheduled in 2018, and thus the target date of 1 July 2019 to
introduce the new payment service did not change. In 2018

Q1, following the selection of the supplier, the installation
of the central infrastructure started in GIRO Zrt. In parallel
with that, the MNB also started the creation of the central
bank functions of the instant system and its functions that
support banks’ liquidity management. Preparations for the
instant payment service are also underway at the market
participants concerned.

In order to facilitate compliance with EU payments
legislation, the European Banking Authority (EBA) issued
detailed guidelines concerning the formulation of safety
measures related to the operational and security risks of
payment services, and the MNB issued the guidelines in
the form of a recommendation. In order to allow adequate
time for preparations, the MNB has expected the payment
service providers concerned to apply the recommendation
since 1 November 2018.

Compliance with the provisions of the EU regulation
concerning the activity of KELER CCP is personally inspected
at least once a year by KELER CCP’s authorisation college,
which consists of international members. The 2018
inspection was performed in December, as a result of which
the college established that the operation of KELER CCP
continues to comply with the provisions of the regulation.
The key issues of the annual meeting included the review
of cybersecurity, IT operations and capital market default
procedures related to the central counterparty.

The MNB’s international reserves increased by EUR 4.0
billion during the year and thus amounted to EUR 27.4
billion at end-December 2018. During the year, the rise
in the level of FX reserves mainly stemmed from EU
transfer inflows from the European Commission. Further
contributors to the rise, inter alia, were the MNB’s FX swap
transactions, i.e. transactions related to the FX pillar of
the third phase of the Funding for Growth Scheme, and
the amount of foreign currency received during the forint
liquidity providing swap tenders, which was reduced by
disbursements serving the purpose of debt repayment. Last
year, the MNB brought home its gold reserve and increased
it by a factor of ten, boosting its bullion holdings from 3.1
tons to 31.5 tons.

On 31 December 2018, the total value of currency in
circulation amounted to HUF 5,998 billion, representing
an increase of 17 per cent, or HUF 884 billion, compared
to the end of the previous year. Forint cash holdings rose
substantially in 2018 again, with currency holdings for
saving purposes and the growth in consumption as the
main underlying reasons. The two highest-value banknote
denominations continue to play a dominant role in cash
turnover: at end-2018 they jointly accounted for 70 per cent
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of the volume and 95 per cent of the value of all banknotes
in circulation.

In 2018, the MNB performed cash transactions for its
customers, i.e. credit institutions and the Hungarian Post,
in a value of HUF 2,994 billion.

In line with the trend of previous years, the counterfeiting
of forint banknotes continued to decline further in 2018;
the number of forint banknote counterfeits eliminated from
cash circulation was merely 450. In 2018, counterfeiting
of higher denominations (mainly the 10,000-forint and
20,000-forint banknotes) remained most typical, accounting
for 81 per cent of all counterfeit forint banknotes.

In the period between 2014 and 2019, in the context
of the programme ‘Progress and tradition’, the MNB is
renewing the banknote series presently in circulation. Of
the banknote series consisting of six denominations, the
HUF 10,000 note was renewed first, in 2014, followed by the
HUF 20,000 note in 2015. The 2000-forint and 5000-forint
denominations were renewed in 2017, and the old versions
were withdrawn in 2018. The new 1000-forint banknotes
were issued from 1 March 2018, spreading dynamically in
cash circulation. Accordingly, on 31 October 2018 the MNB
withdrew the old versions of the 1000-forint denomination.
As the last member of the new banknote series, the legal
issuance of the 500-forint note was on 4 July 2018; this
denomination has been appearing in cash circulation since
1 February 2019, as required by the turnover.

Pursuant to the MNB Act and in the spirit of the sales
policy valid since 2014, in order to foster coin collection,
the central bank issued 24 commemorative coins on 12
topics in 2018. Two of these were gold commemorative
coins, 10 were silver commemorative coins and 12 were
non-ferrous metal commemorative coins (of the latter, one
on a topic of its own and 11 as non-ferrous metal versions
of the precious metal coins). In 2018, the MNB also put
into circulation three new commemorative versions of the
50-forint circulation coin.

As an important milestone of the project aiming at the
creation of a standard, good-quality central bank credit
register, the decree requiring data reporting was issued in
November 2018. The prospective data reporting, which is in
conformity with the data collection models that represent
a strategic direction internationally as well and contain
elementary-level data, was formulated following efficient
and intensive discussions with the credit institutions sector
on the data reporting requirements.
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The MNB realised a profit of HUF 47.8 billion in 2018. The
interest income shows rising profits, which is attributable
to the favourable impact of monetary policy measures and
FX reserve management on the profit/loss.

Actual operating costs amounted to HUF 40,762 million in
2018, exceeding the expenses incurred in the previous year
by 8.7 per cent.

Firstly, the increase in cost compared to the amount
recorded in 2017 was attributable to personnel costs,
as based on the decision of the MNB’s Executive
Board the 2017 wage bill limits — which also cover the
acknowledgement of extraordinary performances —
increased by 8.25 per cent as of 1 January 2018, in order
to provide for and retain highly trained staff in the long run.
In addition, the 1.6-per cent increase in average headcount
and the 2.3-per cent decline in contributions also had an
impact on the difference. Secondly, general operating costs
were also up, mainly as a result of a rise in IT and operating
costs.

Including advance payments for investment purposes, the
financially realised value of investment implemented in
2018 was HUF 10,633 million, the majority of which was
capital expenditures, mostly consisting of IT spending,
related to the usual course of business.

In 2018, the environmental sustainability activity of the
MNB was determined by the medium-term (2017-2019)
environmental strategy adopted in 2017. The focus of the
strategy is on the environmentally sound development
of the MNB'’s buildings and further improvement in the
environmental performance of the cash supply chain.
Implementation of the environmental strategy is supported
by an environmental protection programme (strategic
action plan) comprised of 15 points.

In the medium-term environmental strategy, the MNB made
the commitment in respect of its buildings to maintain
and strengthen the ‘Very Good’ rating of the international
environmental assessment method and rating system
(BREEAM In-Use) for the headquarters building, classified
as a national monument, and for the Logistics Centre. The
developments of the necessary related measures planned
for 2018 were implemented.

Regarding the further enhancement of the environmental
performance of the cash supply chain, in the medium-
term strategic period of 2017-2019 the focus will be on
the survey of the environmental performance of the third
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segment of the cash supply chain, i.e. the cash logistics
providers. Accordingly, a project was launched for mapping
the environmental performance of cash logistics service
providers and calculating their carbon footprint. The project
resulted in a model covering all the three elements of the
cash supply chain (cash production; MNB internal logistics;
cash logistics service providers). The carbon footprint per
individual banknote was determined with the help of the
model. The model allows the monitoring of the changes in
the carbon footprint of the cash supply chain year by year.

In order to achieve the goals set in its Corporate Social
Responsibility Strategy, the central bank worked to renew
and enhance education (primarily tertiary education) and
the system of economics and financial training as well as to
support scientific activity and financial education in 2018.
The educational programmes supported by the MNB and
its foundations are partly its own initiatives, and in part
realised through institutional partnerships.

The MNB’s full compliance with the relevant legislation in
the area of environmental protection was ensured in 2018
as well, and the MNB also renewed its EMAS and BREEAM
certificates in 2018.

In order to supply the general public with continuous and
comprehensive information, in 2018 the MNB issued 323
press releases, held more than 30 press conferences and

published 50 professional articles in the printed press,
on online portals and on its own website. Similarly to the
previous years, the information provided by the central
bank primarily focused on the most important decisions
concerning the MNB’s basic tasks, the monetary policy and
financial stability. The communication covered information
on the most important central bank decisions, disclosure
of the outcomes of the meetings of the Monetary Council
and the results of supervisory inspections and procedures.

The 2018 campaign communication focused on publishing
information to call attention to the ‘Certified Consumer-
Friendly Housing Loan’ programme. The aim of the
campaign was to call attention to the possibility of taking
out certified loans, to popularise the MNB’s own calculator
that allows searching among certified loans and to indirectly
encourage households to choose the safer, fixed-rate loans.
The disclosure of information on the steps of the banknote
replacement programme was regular and continuous
in 2018 as well, and the smaller campaigns to increase
financial awareness and consumers’ knowledge also
continued.

The MNB continuously developed its new types of
communication tools as well: the number of those taking
an interest in the central bank’s social networking sites grew
steadily, and today the MNB keeps contact with already
more than 42,000 permanent followers.
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2 A brief overview of the Magyar Nemzeti Bank

Company name: Magyar Nemzeti Bank
Registered Office: 1054 Budapest, Szabadsag tér 8-9.

Form of operation: company limited by shares. The form of
operation, i.e. the ‘company limited by shares’ designation
or its abbreviation need not be included in the company
name of the Magyar Nemzeti Bank.

Year of foundation: 1924

Owner (shareholder): the Hungarian State, represented by
the minister in charge of public finances

Scope of activities: as defined by Act CXXXIX of 2013 on the
Magyar Nemzeti Bank (hereinafter: MNB Act)

Subscribed capital: HUF 10 billion

2.1 OBJECTIVES, BASIC AND OTHER
TASKS OF THE MNB

The Magyar Nemzeti Bank (hereinafter: MNB, the central
bank) is a legal entity operating as a special company limited
by shares, which conducts its operations in accordance with
the provisions of the MNB Act.

In accordance with Article 127 of the Treaty on the
Functioning of the European Union, the MNB Act — which
contains provisions governing the MNB’s primary objectives,
basic and other tasks as well as its institutional, operational,
personal and financial independence and operation —
stipulates that the primary objective of the MNB is to achieve
and maintain price stability. Without prejudice to its primary
objective, the MNB supports the maintenance of the stability
of the system of financial intermediation, the enhancement
of its resilience and its sustainable contribution to economic
growth, as well as the economic policy of the government
using the instruments at its disposal.

The MNB Act also stipulates the independence of the
central bank in accordance with Article 130 of the Treaty
on the Functioning of the European Union. On the basis of
central bank independence, the MNB and the members of
its bodies shall be independent in carrying out their tasks
and meeting their obligations conferred upon them by
the MNB Act, and shall neither seek nor take instructions
from the Government, the institutions, bodies and offices

ANNUAL REPORT e 2018

of the European Union, the governments of its Member
States or any other organisations or political parties, except
from the European Central Bank and as required based
on its membership in the European System of Financial
Supervision. The Government or any other organisation
shall adhere to this principle, and shall not attempt to
influence the MNB or any member of its bodies in the
course of performance of their tasks.

The basic tasks of the MNB are as follows:
— it defines and implements the monetary policy;

— it has the exclusive right to issue banknotes and coins,
including commemorative banknotes and coins, which
shall be the legal tender of Hungary;

—it has the exclusive right to hold and manage official
foreign exchange and gold reserves, in order to preserve
the external stability of the Hungarian economy;

— it has the exclusive right to conduct foreign exchange
operations in relation to the management of foreign
exchange reserves and the implementation of the
exchange rate policy;

— it has the exclusive right to oversee payment and securities
settlement systems, including overseeing the operation
of the system and the operation of the organisation
performing central counterparty activities in order to
ensure the sound and efficient operation of these systems
and the smooth circulation of money. Within the scope
of its powers set forth in the MNB Act, it participates in
the development of payment and securities settlement
systems;

—it collects and publishes the statistical information
required for carrying out its tasks and fulfilling its
statistical reporting obligations toward the European
Central Bank as defined in Article 5 of Protocol (No. 4) on
the Statute of the European System of Central Banks and
of the European Central Bank attached to the Treaty on
the Functioning of the European Union;

— it establishes the macroprudential policy for the stability
of the entire system of financial intermediation, with
the objective to enhance the resilience of the system
of financial intermediation and to ensure its sustainable
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contribution to economic growth. To that end and within
the limits specified in the MNB Act, the MNB explores
the business and economic risks threatening the system
of financial intermediation as a whole, promotes the
prevention of the development of systemic risks and
the reduction or elimination of evolving systemic risks;
furthermore, in the event of disturbances to the credit
market it contributes to the balanced functioning of the
system of intermediation in financing the economy by
stimulating lending and — in the event of excessive credit
outflow — by restraining lending.

Above and beyond its basic responsibilities, the tasks of the
MNB are the following:

— it acts as a resolution authority;

— it acts as the sole supervisor of the financial intermediary
system, in order to

a) ensure the smooth, transparent and efficient
functioning of the system of financial intermediation;

b) facilitate the prudent operation of the persons and
organisations comprising the system of financial
intermediation and supervise the prudent exercise of
owners’ rights;

c¢) discover undesirable business and economic