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Introduction: An Analytical Framework

The Hungarian economy and society have been going through a profound transformation for 12–13 years. After decades of relative isolation and a “top down” bureaucratic regime of tutelage rather than governance, Hungarian companies still learn how to live and operate under competitive global market conditions. Beside corporate knowledge, they are in dire need of fresh capital, new technologies, of an efficient network of financial intermediation and new markets.


Revolutionary changes occurred in the Hungarian economy during the past 13 years. The formerly state-owned enterprises (SOEs) and banks have been turned into private hands. Private ownership accounts for about 80 per cent of Hungarian productive assets. Foreign owners acquired or created “green field” around 30 per cent of Hungary’s total assets. The basic institutions of a mature market economy are in place. The economy is liberalized and it is directly exposed to the world market. The Hungarian currency is convertible on the current account. The country is waiting to join the European Union in two years. Institutional changes of this magnitude occurred during centuries rather than decades in most of the advanced market economies. The speed of the Hungarian transformation has been very high. And still, we Hungarians have a long way to go until the Hungarian economy will stand on a sound and solid basis that is a natural given for most Western countries today.


This is an essay on a fairly narrow aspect of the very complex process of economic transition: on the firms’ preferences toward outside financing – especially toward bank loans –, and on how do banks rate and select from potential corporate borrowers. In the following sections I shall show that Hungarian companies refrain from extensive borrowing whenever they can afford it. Moreover, the smaller a company in size the larger the probability would be that it avoids external borrowing. This is more so for domestic than for foreign-owned smaller firms. This loan-avoiding behavior is, however, not a sign of prudent financial discipline, but a defense mechanism against the unexpected turns of an unstable domestic financial market and against a strict bankruptcy law.


While domestic firms try to avoid borrowing from banks, in the group of companies that still borrow, the burden of financing their debt in relation to their revenues or assets, let alone profits is much larger for small than for big firms.  In addition, I shall present that Hungarian corporate borrowers prefer short-term loans to long-term financing, which is not just a sign of risk aversion, but it is frequently a rational way of financing longer-term development projects. Hence, the firms’ preferences toward outside financial resources in general, and toward loans of different maturity in particular, reveal an  “adverse self-selection.” Notably, the more a company would need external financing in order to expand and develop, the less probable it is that it actually will borrow from banks. Moreover, if a company still draws loans from the domestic money market, it prefers a short-term to a long-term loan, even if this loan is used for financing a long-term project.


I shall show that domestic companies have been handicapped in obtaining bank loans compared to foreign-owned firms. Foreign companies have had a much easier access to the international money markets than domestic firms, or they could use the channels of “internal borrowing” from their headquarters, which domestic firms could not. Moreover, interest rates on domestic loans have been much higher than on foreign loans. The unequal access to, and the unequal terms of, borrowing bank loans largely contributed to the much slower restructuring of domestic firms than foreign companies during the transition.


Hungarian banks also actively contributed to the deterrence of smaller Hungarian firms from corporate borrowing. The newly created commercial banks favored large companies to small firms, for banks could earn easier profits on a few big than on a large number of small deals. As banks were privatized and competition on the money market enhanced, banks’ preferences started to shift toward medium-sized firms at the turn of the last decade. I shall outline the reasons for this curious change.


The structure of my paper is as follows: I briefly present the main economic trends of Hungary between 1989 and 2001 that are directly related to the companies’ demand for, and the banks’ supply of, corporate loans in the next section. Here also I discuss the main factors of the firms’ demand for loans and I present the altering structure of corporate loans between 1989 and 2001. Then I turn to the analysis of company efficiency and profitability that are the end, but also the means or conditions of corporate borrowing. I use the results of the efficiency and profitability analysis to explain why do companies favor short-term to long-term loans in section 3. I discuss the banks’ changing attitude toward firms of different size and I briefly outline the specific features of credit rating of the Hungarian banks in section 4. I conclude in section 5.

1.
Economic Transformation and Corporate Loans in Hungary

State-owned enterprises (SOEs) had been financed by the National Bank of Hungary (NBH) from the state budget in the former socialist economy. From 1987 on – when commercial banks had been created from the different departments of the NBH – companies and banks had to learn first what commercial banking, investment banking and capital markets are all about. When transformation began in 1989–90, the successive governments and the bankers insisted that Hungarian commercial banks – whose number was four at the start – should remain state-owned, for these banks kept the loans of the whole corporate sector on their accounts. And in case of privatization foreign banks and companies could have gained control over the whole Hungarian economy through the acquisition of Hungarian banks.


Hungary adopted the German and Japanese rather than the Anglo-Saxon model of banking. Thus, Hungarian commercial banks have been general banks, incorporating the traditional functions of commercial banking, investment banking and venture capital institutions. While the number of banks and other financial companies increased after 1990, privatization of the Hungarian banks started only in 1996. Since then, German, Dutch, US, French, Italian, Irish, Belgian and South Korean financial companies have acquired majority shares in the largest Hungarian banks or created their subsidiaries green field.


Hungary was hardly hit by a “transformation recession”
 between 1990 and 1993. Many of the former SOEs lost their markets with the collapse of the CMEA. SOEs awaited privatization in perplexity. Their production fell back and their investments plummeted to a dramatic extent. Hungary’s GDP declined by approximately 20 per cent between 1990 and 1993. A slow recovery started in 1996, after the government’s financial stabilization program. Economic growth accelerated in 1997. The country has remained on a sustainable growth path since then. I sum up some of Hungary’s macroeconomic indicators between 1989 and 2001 in Table 1 below.

Table 1. Macroeconomic indicators of Hungary between 1989 and 2001

(rounded figures)

	Year
	GDP

growth
	Export

growth
	Import

growth
	Growth of investments 

	1989
	1
	0
	1
	4

	1990
	–3
	–4
	–5
	–10

	1991
	–12
	–5
	6
	–12

	1992
	–3
	1
	–8
	–1

	1993
	–1
	–13
	21
	2

	1994
	3
	17
	15
	12

	1995
	1
	8
	–4
	–5

	1996
	1
	5
	6
	5

	1997
	5
	30
	26
	9

	1998
	5
	22
	25
	13

	1999
	4
	16
	14
	5

	2000
	5
	22
	21
	7

	2001
	4
	6
	10
	3

	
	
	
	
	


Sources: Annual Reports of the NBH, 1992–2001.

As can be seen from the table, Hungarian macroeconomic indicators follow a “J-curve,” hitting the bottom at 1991–92 and showing an accelerating growth after 1995. It is not surprising that corporate loans declined until 1992–3, then they increased with an accelerating rate, following the trend of the macroeconomic indicators.

Table 2. Corporate loans and deposits in Hungary between 1989 and 2001

(billion Forints or per cent)

	Year
	Corporate loans,

total
	Growth rate

of corporate

loans
	Foreign loans/

Corporate loans total
	Corporate deposits, total
	Corporate loans/GDP

	1989
	473,9
	14
	2
	179,9
	11

	1990
	592,1
	19
	5
	277,7
	17

	1991
	703,9
	9
	7
	324,5
	28

	1992
	635,4
	7
	9
	395,5
	22

	1993
	676,2
	8
	10
	499,7
	19

	1994
	780,5
	15
	12
	518,3
	18

	1995
	925,0
	2
	24
	624,0
	16

	1996
	1 195,5
	37
	29
	768,2
	17

	1997
	1 704,7
	44
	30
	973,1
	20

	1998
	1 979,3
	26
	32
	1 035,6
	20

	1999
	2 329,2
	25
	34
	1 204,2
	20

	2000
	3 040,5
	23
	39
	1 409,9
	24

	2001
	3 486,5
	19
	33
	1 783,0
	24

	
	
	
	
	
	


Sources: Annual Reports of the NBH, 1992–2001.

As shown in Table 2, corporate loans amounted to 11–17 per cent of GDP between 1989 and 1996, while their share increased to almost 25 per cent by 2001. A jump can be observed in 1991–92 which was the result of the reallocation of company liabilities from the NBH’s to the banks’ account, and it also reflected the dramatic decline of GDP, rather than a growth in accumulated loans.


It is interesting to note that the share of foreign loans in total corporate loans rapidly increased during the past 12 years. A part of the increase was “real,” but a substantial share of it seemed to be artificial. As privatization and foreign direct investment expanded, foreign-owned companies preferred to draw credits on the international rather than on the domestic money market. As to the artificial part: it  stemmed from the new accounting principles of the NBH that redistributed a substantial share of the country’s foreign debt among the companies.


Interest rates can play a crucial role in fostering or hindering corporate borrowing. I summed up the real rate of interest on short-term and on long-term loans and on short-term and long-term deposit of the firms in Table 3 below.

Table 3. Real interest rates* in per cent between 1989 and 2001 (rounded figures)

	Year
	Real interest rate of short-term loans
	Real interest rate of long-term

loans
	Real interest rate of short-term deposits
	Real interest rate of long-term deposits

	1989
	6
	3
	3
	4

	1990
	0
	–4
	–5
	–3

	1991
	11
	10
	8
	9

	1992
	8
	6
	–1
	1

	1993
	14
	14
	6
	8

	1994
	13
	10
	8
	7

	1995
	2
	1
	–3
	–3

	1996
	2
	3
	–1
	–1

	1997
	0
	1
	–2
	–2

	1998
	7
	7
	4
	3

	1999
	10
	10
	7
	8

	2000
	1
	2
	–2
	–2

	2001
	4
	4
	1
	1

	
	
	
	
	


Sources: Annual Reports of the NBH, 1992–2001.


*Real interest rates have been calculated by using the industrial producers’ price index in Hungary.

As is clear from the table, banks worked with a fairly large margin most of the time during the past 12 years. They applied discouraging interest rates in lending, and they this not encourage company deposits either. It is also important to note that real interest rates on short-term loans have usually been the same or even lower than on long-term loans. Hence, interest rates facilitated short-term rather than long-term corporate borrowing. We can observe from the data that real interest rates fluctuated with an extreme magnitude which rendered it impossible to the companies to prepare long-term development plans based on external domestic financing.



I stated in the introduction that the majority of domestic corporate borrowers favored short-term to long-term loans. Part of the explanation is outlined above. But the firms’ preference is also strongly affected by their profit earning ability, for low or negative profits render it very dangerous for companies to extensively rely on external financial resources. I shall discuss some aspects of the Hungarian companies’ profitability that are related to their borrowing behavior in the next section.

2.
Efficiency and Profitability of the Hungarian Corporate Sector

Despite the fact that profits and profitability are widely debated concepts, I shall assume that companies intend to maximize their profits. Hungarian companies had been “value-distractors”
 during communist times and they remained loss-makers in the early 1990s. Several economists argued that negative profits may reflect factors others than the low level of productive efficiency of the Hungarian companies. One such factor could be that it has been in the firms’ interest to hide profits behind costs and avoid paying corporate taxes. This strive has been fairly robust among Hungarian companies.


Another factor could be that Hungarian SOEs – waiting for their privatization – stripped their assets and used the revenues from asset sales for flow expenses. The assumption has been shared by the majority of the Hungarian economists. But facts do not support it. As I showed before, SOEs may have sold their fixed assets, but they reinvested the revenues from sales in state bonds and other securities.
 Thus, a low level of profitability should be somehow connected to the productive efficiency of the companies. I try to prove this assumption on the following pages.


I shall present the profitability indicators of two company groups in Table 4 below. One group consists of all companies with double-entry book-keeping (CDEs) that operate in Hungary. The other group incorporates the small and medium-sized companies (SMEs) that employ less than 250 people and earn no more than HUF 4 billion ($16 million) a year in sales revenues.

Table 4. The number and average profitability (ROA) of all Hungarian CDEs and the Hungarian SMEs between 1992 and 2000

	All Hungarian CDEs
	1992
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Number of companies
	57 865
	79 793
	90 224
	104 017
	117 373
	130 835
	138 086
	137 330

	ROA*. %
	–2.57
	0.56
	0.90
	2.01
	3.82
	3.33
	3.89
	3.75

	Weighted variance
	15.67
	19.93
	28.17
	5.27
	20.02
	10.61
	17.78
	7.40

	Hungarian SMEs
	
	
	
	
	
	
	
	

	Number of companies
	3 742
	4 676
	4 898
	5 506
	6 160
	6 880
	7 294
	7 930

	ROA*. %
	–30.29
	–16.0
	–18.69
	–8.75
	–12.49
	–16.69
	–9.00
	4.42

	Weighted variance
	40.28
	62.04
	297.72
	246.86
	0.72
	333.23
	68.08
	143.98


*ROA = „Return on Assets” (Profits before taxation/Total assets).

As shown in the table the number of the Hungarian CDEs and SMEs more than doubled between 1992 and 2000. While profits relative to total assets – or profit rates – have been above zero in average in the group of CDEs, the average profit rate of the SMEs remained negative until the year 2000. What have been the factors behind the low profit rates? I attempted to answer this question by separating allocation efficiency and cost efficiency of the companies and by measuring the impact of both upon profits.


I used the balance sheet data of all CDEs that operated in Hungary between 1990 and 2000. (This is the last year we have data from so far.) I could obtain data only for company groups, not for individual companies, because of confidentiality rules. Balance sheet data were grouped by four criteria: the firms’ branch affiliation, their regional location, the share of private and of foreign ownership in the shareholders’ equity and by their company form.
 


I estimated frontier production functions (FPF)
 for all Hungarian CDEs first, in order to measure their efficiency gap with regard to allocation efficiency. The idea behind FPF is simple: by theory, companies produce the largest feasible amount of output with a given level of factor endowments. The estimator I used was as follows:
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where Y is the amount of output (value added deflated by the GDP deflator), L and K the are the amounts of labour and capital in real terms, respectively, and v is the regular, while u is the one sided disturbance term. The values of u can be only zero or negative. We can use u to measure the individual firms’ distance from their production frontier. I call the weighted average of the individual u values the average efficiency gap.
 I present the estimated parameters of the FPFs in Table A.1 in the Annex and the average efficiency indicators in Table 5. below.

Table 5. Average efficiency gap of the Hungarian CDEs in per cent, between 1990 and 2000
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	49.7
	48.4
	25.3
	21.3
	17.2
	18.3
	17.0
	14.7
	21.6
	20.7
	19.6


As is shown in the table, the allocation efficiency of the Hungarian CDEs considerably improved between 1990 and 1997. Then we can observe a retreat that indicates a slowdown in company restructuring and a change in the companies’ economic environment. A more detailed analysis would show how do different factors – such as, for instance, the companies’ ownership structure, their size, their branch affiliation and market environment – affect the efficiency of domestic and foreign firms, small and large companies, and the efficiency of companies operating in different industries.


The next step was to define a frontier profit function for the companies. Frontier profit function reflects a similar idea as the FPF. If firms are maximising profits, the proper estimator for the profit function is a frontier rather than an average function. The estimator for the frontier profit function reads:
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where Z is the level of output (value added), W is the amount of wage costs, D is depreciation, H is total overhead costs, and ( is profits, all in current prices, and r and s are the regular and the one sided error terms, respectively. The frontier profit function incorporated factors others than technical efficiency that affect the companies’ profit levels. I sum up the average profit gap
 of the Hungarian CDEs in Table 6.
Table 6. Average profit gap of the Hungarian CDEs in per cent, between 1990 and 2000
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	167.5
	84.0
	105.9
	102.8
	92.1
	83.0
	122.0
	58.3
	60.9
	57.3
	53.0


As data in Table 6 show, the average profit gap of the Hungarian CDEs diminished to a considerable extent after 1996. Before that year, the profit gap had been very high, reflecting not only the large number of loss-making companies, but their inability to economize with costs. It is important to note that Hungarian CDEs operated with a diminishing return to scale until 1999 as shown in Table A.1. This fact alone explains that the majority of the Hungarian companies remained loss-makers until recently.


The poor performance of the Hungarian companies is an important part of the explanation why have banks been reluctant to finance those companies until recently, and why have firms attempted to borrow from banks. Firms in urgent need of external financial resources looked for all other sources before trying to borrow from banks. And in case if they have drawn bank loans they preferred to get short-term rather than long-term loans. I shall discuss why did companies favor short-term loans in the next section.

3.
Why Are Short-term Loans Attractive to Hungarian Companies?

Let us begin with the facts. As can be seen from Table 7 below, the share of short-term loans in total corporate loans has been above 60 per cent since 1990 and it stabilized around 75 per cent between 1996 and 2000. Consequently, the ratio of long-term loans to total corporate loans fluctuated between 14 and 37 per cent. As Horváth (2001) showed the share of long-term loans in corporate loans has been around 45–50 per cent in advanced market economies. Thus, Hungarian CDEs relied much more extensively on short-term financing than their Western counterparts.

Table 7. Short-term loans relative to total corporate loans in per cent, between 1990 and 2000

	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	84.7
	86.2
	64.7
	62.7
	81.0
	63.0
	77.5
	77.6
	75.7
	75.3
	75.7


Source: Own calculations from the database on Hungarian CDEs between 1988 and 2000.

An important consequence of the above fact is that the liquidity ratio of Hungarian companies – that is, the ratio of liquid assets to short-term liabilities – is much lower than in Western firms. This indicator is above 2 in average in the advanced market economies, while it has been between 1.2 and 1.4 among the Hungarian CDEs. Why did Hungarian companies prefer short-term to long-term loans? I outlined a few reasons of their preference before. Hence, firms believed that borrowing was a risky enterprise because of the volatility of the Hungarian financial markets. I should mention here, that it had not been so from the start. Several Hungarian companies borrowed from banks, then they stopped paying their dues and  vanished in the early 1990s. Banks secured themselves by increasing interest rates as is indicated by the figures in Table 3. Thus, banks punished the prudent borrowers for the sins of the infamy of others.
 High interest rates worked as a signal that firms should either abandon banks or they should be in debt the shorter the better.


I also mentioned before that companies could finance their long-term development projects from roll-over short-term loans cheaper than from long-term loans. The real interest rates of short-term and long-term loans support this argument as shown in Table 3. But was it exclusively the firms’ free choice whether they used short-term rather than long-term external financing? Or were they forced to do so? I shall show that they were.


I outlined before that Hungarian CDEs have been far away from the frontier profit level in average, that is, from the profit level of the “best practice firms.” I used a simple linear model to find the main factors that explain the gap between the companies’ frontier and actual profit levels. I found that short-term debt and financial assets – beside the efficiency gap of the firms – have been responsible for the magnitude of the profit gap. The profit gap increased with the efficiency gap and with short-term debt, and it decreased with financial assets. Each of the three findings tells an interesting story about the behavior of the Hungarian CDEs. The impact of the efficiency gap on profits is fairly straightforward: if we assume factor and product prices to be given, the further away a company from its production frontier, the smaller its mark-up can be. As to the relationship between short-term debt and profits: the more indebted a company in the short run, the less probable it is that it can use resources in order to generate profits in longer term. But the most interesting connection can be found between profitability and financial assets. The firms’ profitability gap declines with larger financial assets, as can be seen from the data in Table 3. This result tells us that even companies with a low production level compared to the amount of factors used could make large profits with financial investments in Hungary. And this is exactly what happened to the majority of firms. They converted productive assets into financial investments, for state bonds and other safe securities paid higher returns than risky productive investments.


I also analyzed if the connection between a firm’s profit gap and its short-term debt is a one-way or a simultaneous relationship. It turned out that profit gap and short-term debt are interrelated. That is, the bigger a firm’s profit gap the larger its short-term debt – the bulk of which is short-term loans and the rest is payables for purchased goods and services – would be. I conducted an OLS estimation to find the main explanatory factors of short-term debt. 


The results of the estimations are shown in Table A.2 in the Annex. I also made the Hausman-Wu test to prove that the profit gap is endogenous to short-term debt, which tells us that the two variables are simultaneously interrelated. The results of the Hausman-Wu test are summed up in Table A.3 in the Annex. As can be seen in Table A.2, the further away a company from its profit frontier the larger its short-term debt tended to be. In addition, short-term debt diminished with a larger factor endowment (PHYS, HCAP, MONEY, MATCO, EMPLO) and with a higher market share (MSHARE). On the other hand, neither allocation efficiency nor the firms’ ownership structure had a significant impact on the companies’ short-term debt.


The results are fairly interesting. While allocation efficiency is closely related to a firm’s profitability, it does not have a direct relationship to the company’s financial standing, but profitability does. In addition, ownership is an important explanatory variable of the firms’ efficiency, but it influences profitability to a much smaller extent. And most importantly, from the simultaneous relationship between profitability and short-term liquidity follows that less profitable or loss-making companies have been in a vicious circle in Hungary. Short-term indebtedness prevented them from achieving a reasonable profit level, and the lack of sufficient profits pushed them further down in short-term indebtedness.


The first Hungarian government after the elections of 1990 experimented with different types of cheap loans to new Hungarian private companies. The purpose of these loans was twofold. One aim of the government was to help Hungarian entrepreneurs in acquiring state-owned property. The other goal served political endeavors. The government aimed at creating a new middle class by helping Hungarian businessmen with subsidized loans. But the plan did not work. Hungarian private businesses were unable to make profits that would have been sufficient to service the subsidized loans. When the government withdrew from the credit market, the non-subsidized interest rates became even more deterring to most Hungarian businesses. And those companies that still needed external financing, wanted to depend on banks the shortest period possible.

4.
From “Big Is Beautiful” to “We Love Medium:” Banks’ Rating and Lending to the Corporate Sector

Hungarian state-owned commercial banks favored large clients for a long time. Banks were afraid of the information asymmetry and they assumed that large corporations could be controlled easier that small private firms. The assumption was supported by several factors. The most important of them seemed to be that the national tax administration closely monitored the largest firms and one could believe that their books reflect the real business figures more or less properly.


I already mentioned the other factor: state-owned banks found it much more comfortable to earn profits on a few large than a great number of smaller businesses. It seemed to be safer, too, to lend money to large customers, because banks expected that the government would bail out the largest firms first. This expectation was further strengthened by the government’s so-called “credit and loan consolidation program of 1993–95,” when the state budget cleaned the banks’ portfolio from bad loans in an amount of HUF 350 billion (USD 4 billion).


The number of “large” Hungarian companies – firms that earned more than HUF 100 million ($1.6 million in current dollars) in 1990, and more than HUF 500 million ($2 million in current dollars) in the year 2000 – was about 19 200, or 95 per cent of all companies in 1990. Their number increased to 129 thousand, or 97 per cent of all companies until the year 2000. Large firms received 98.5 and 99 per cent of all corporate loans respectively. Thus, “small” firms – their number was 1880 (9 per cent) in 1990 and 3 900 (3 per cent) in the year 2000 – could borrow no more than 1.5 per cent and 1 per cent of all corporate loans in 1990 and in 2000, respectively.


The number of foreign firms, whose owners acquired no less than 25 per cent of the shares, amounted to 2 600 in 1990 (12.3 per cent of all companies), and it increased to almost 62 thousand (46.2 per cent) until the year 2000. Foreign-owned companies borrowed 7.4 per cent, while domestic firms 92.6 per cent of the loans in 1990, and foreign-owned companies borrowed 87 per cent, while domestic firms 13 per cent of the loans in 2000. I summed up the companies’ short-term liquidity position and their “repayment velocity,” that is the length of time they would have needed to repay all their loans from value added net of wages by ownership groups in Table 7 below.

Table 7. Liquiditya and repayment abilityb of CDEs by ownership group between 1990 and 2000

	CDEs by ownership
	1990
	1993
	1997
	2000

	
	Liquidity

a
	Repayment velocity b
	Liquidity

a
	Repayment velocity b,c
	Liquidity

a
	Repayment velocity b
	Liquidity

a
	Repayment velocity b

	Domestic

private
	1,33
	11,6
	1,17
	∞
	1,27
	9,2
	1,33
	8,4

	Foreign private
	1,61
	9,3
	1,19
	∞
	1,34
	5,2
	1,21
	12,1

	SOE
	1,72
	4,7
	1,66
	∞
	1,35
	8,7
	1,20
	12,0


a Liquidity = Short-term assets/Short-term liabilities;

b Repayment velocity (in years) = (Net profits + Depreciation)/(Short-term + Long-term liabilities);

c Net profits + Depreciation < 0.


It is clear from the table that the SOEs’ short-term liquidity deteriorated between 1990 and 2000, as we would expect it. But strangely enough, foreign-owned firms followed a similar trend, while domestic private firms – after a setback in during the transformation recession – improved their liquidity position. The higher liquidity indicator of the domestic private firms can be explained in part by the low level of their external resources. But it is also connected to the high level of indebtedness of the foreign-owned companies. Foreign-owned firms preferred loans to investments into equity, although larger equity shares would have reaped larger profits. The high debt-equity ratio reflects the cautiousness and risk aversion of most foreign investors.


We could observe a similar trend with regard to repayment velocity as in the case of liquidity. SOEs’ repayment velocity perpetually declined over the past 12 years. The loan repayment time of the foreign-owned companies diminished until the mid-1990s, but it increased again after 1997. The minimum repayment time of the foreign-owned firms surpassed the repayment time of the domestic private firms by the end of the last decade. Thus, repayment velocity was higher in the group of domestic than in the group of foreign-owned companies.


I have built a simple model of extended static Cobb-Douglas production function to analyze the connection between production and the share of corporate loans in the companies’ total financial means. The model estimates are summed up in Table A.4 in the Annex. The results show that the firms’ revenues from sales grow with the share of external finances (LOANR). Sales revenues also grow with the increase of the private share in the shareholders’ equity of the companies. Since sales revenues and the ratio of corporate loans to total financial assets are simultaneously interrelated, we found that the larger the share of loans in a firm’s financial resources the higher its revenues tend to be, and the opposite also holds. That is, the larger a company in size – size is measured by sales revenues – the higher the ratio of its bank loans to own financial resources will be.


We may sum up the above results: a vast majority of corporate loans was allocated to larger companies during the whole period of the transition. The use of, and the access to, corporate loans have gone along with the size of the firms. As foreign direct investment and foreign acquisitions expanded the share of the foreign-owned companies in corporate loans increased rapidly and it became dominant by the second half of the 1990s. While foreign-owned companies slowly overtook SOEs and domestic private firms in efficiency and in profitability, as regards short-term liquidity and repayment velocity, foreign firms could not gain a substantial advantage over the domestic companies in average.


When foreign banks acquired majority shares of Hungarian commercial banks they also implemented their own risk and credit rating regimes. Foreign bankers were astonished by the fact that almost each Hungarian company was out of bound. The usual indicators of rating procedures did not work. Based on the objective criteria, only a few Hungarian firms could have qualified for bank loans. The solution most banks adopted was that the screening commissions of the banks were entitled to readjust the bands of acceptance. The commissions left the rating rules unchanged but they upgraded the companies. “Craft-work” in rating companies required a lot of extra time and additional expenses from banks. In addition, Hungarian banks did not have a very high-level information system before privatization. But foreign investors found it too early to implant their home IT-solutions in their acquired Hungarian subsidiaries, for they knew that an “automated” rating regime would not work.
 They used a hybrid information network instead that incorporated the former Hungarian procedures and parts of a high-tech solution. The result was disappointing in most cases. The information system remained the weakest point of the operation of most Hungarian banks.


An obvious consequence of the weak information system of the banks was that privatized Hungarian banks maintained former practices: they focussed on big corporate clients and on personal banking. Since the screening and rating procedure
 of the banks incurred almost the same costs at the smaller and at the largest companies, it has been in the banks’ interest, too, to make deals with a few large corporations rather than with a great number of smaller firms. In addition, banks could charge much larger commission fees on big than on small lending transactions. Moreover, multinational firms or mighty foreign owners acquired the majority of the large Hungarian companies that rendered these companies first class borrowers. Lending banks have been satisfied by getting a “negative pledge” (a “covenant”) or a “pari passu” from the largest companies, or a “comfort letter” from the home bank of the company’s headquarters, while they required tangible assurances from smaller firms.


Rating – or scoring – of potential borrowers used the applicant’s balance sheet data of the latest three years. Banks usually define 6 or 7 categories of the applicants, starting from the very best and ending with the non-acceptable ones. But banks could not rely on a long-term credit history of the companies. An “inter-bank system of debtors’ files”
 has existed in Hungary, and it contained reliable data on private debtors, but not on companies. Consequently, a “hit and run” corporate borrower could return to a bank for a new loan in every fourth year.


Loan rates reflected banks’ preferences. Horváth (2001) made a distinction among the largest, the “medium large”, the medium-sized and the small companies by the value of their annual sales. By definition, the annual turnover of the largest companies was more than HUF 100 billion (USD 400 million), and the annual turnover of the medium large firms was 2 billion (USD 8 million). Medium-sized firms earned more than HUF 200 million (USD 800 thousand), but less than HUF 2 billion. The annual sales of small firms amounted to maximum HUF 200 million. The largest companies could borrow for a rate of LIBOR (or BUBOR)
 + 20–40 base point (0.2–0.4 per cent), while a medium large firm could borrow for LIBOR (or BUBOR) + 50–80 base point (0.5–0.8 per cent). Medium-sized firms had to pay LIBOR (or BUBOR) + 200–300 base point (2–3 per cent). Small companies paid LIBOR (or BUBOR) + 900–1000 base point (9–10 per cent).


Times started to change in the late 1990s. Competition among banks turned fierce. They all fought for the largest corporate clients that reduced profits close to zero. Banks had to look for new clients. They gradually turned to medium-sized companies as a promising market segment for corporate loans. Is not this a contradiction to what we have said before? Namely, that Hungarian SMEs remained loss-makers until very recently? Or did banks under-price their loans in order to increase their market share? It looks that way. The share of medium-sized companies
 in total sales was 6.4 per cent in 1990, while these companies had drawn 7.9 per cent of all corporate loans. Their share in total sales declined to 5.7 per cent, while their share in all corporate loans increased to 10.1 per cent by 1999. Why did banks disbursed loans to not the best clients?


After a painful period of company restructuring and fiscal stabilization – and along with the recovery of the Hungarian economy – the firms’ financial discipline considerably improved in the second half of the 1990s.
 Consequently, banks could enhance their customer base to company groups that they had avoided before.
 But there has been another factor that played an even more crucial role in the banks’ changing preferences. Notably, banks attempted to reverse the former information asymmetry to their own benefit. They found medium-sized companies large enough to be controllable. But medium-sized firms were not resourceful enough to create large and professional finance departments. Thus, banks could charge higher rates for corporate loans to medium-sized firms than to large companies, for the former ones were not prepared to negotiate about the terms of the loan efficiently.


I may conclude that a special blend of trust, calculation and benefits from the information asymmetry formed the banks’ policy toward their corporate customers in Hungary in the late 1990s and early 2000s.

5.
Conclusions

I discussed some specific features of corporate borrowing and lending in the transforming Hungarian economy. I intended to test four hypotheses on the previous pages:

(1) The disbursement of corporate loans is biased toward larger companies in Hungary. As a consequence the new and typically smaller start-up Hungarian companies are usually deprived of attainable resources of external financing.

(2) An “adverse self-selection” exists among smaller Hungarian companies. That is, smaller firms try to survive without extensive borrowing from banks.

(3) Those Hungarian companies that borrow from banks favor short-term to long-term loans. But short-term indebtedness and the lack of sufficient profits simultaneously reinforce each other.

(4) Banks preferred large companies to smaller firms in loan disbursement until very recently. Banks’ preference started to change in the late 1990s and they have turned to medium-sized firms since then.


I started with presenting the basic facts about the Hungarian banking system after 1987, and about the flows and stocks of Hungarian corporate loans. I showed that the ratio of corporate loans to GDP increased in Hungary after the economic recovery of 1996–97. Real interest rates on borrowing remained high until the late 1990s. High interest rates encouraged companies – especially foreign-owned firms – to borrow on the international financial markets. Lending rates on short-term loans have not been higher than the interest rates of long-term loans, fostering short-term borrowing of the companies.


Then I used FPFs and frontier profit functions to measure the allocation efficiency and the profit gap of the Hungarian companies. I showed that the profit gap increases with short-term liabilities while it declines with financial assets. I also proved that the firms’ profit gap and their short-term indebtedness are simultaneously interrelated. Thus, a large profit gap and an extensive short-term debt drag most companies into a vicious circle. A firm with large short-term debt is unable to earn enough profits to finance the debt. And a firm with low profits will accumulate a large amount of short-term liabilities. The smaller a company the larger the probability would be that it is trapped in the vicious circle.


I summed up the basic data outlining that only a minuscule part of corporate loans have been disbursed to smaller domestic companies in Hungary since 1990. The vast majority of the loans went to the group of large companies and to larger foreign-owned firms. I have shown that the companies’ revenues from sales and their access to external financing are interrelated. The more a company can borrow from the banks the larger it tends to be and vice versa. The above trends have been maintained by demand side and by supply side factors. On the demand side, domestic companies tried to avoid borrowing from banks, for they found it very risky because of the unstable state of the financial market. Foreign-owned firms have not been exposed to the volatility of the Hungarian financial markets to the same extent as domestic firms. They went to the international markets instead. On the supply side, banks have also been careful not to lend to smaller companies, for they considered the necessary rating and monitoring activities too expensive and the recovery of the loans and interest too risky. Banks favored larger companies, for they hoped to reduce the information asymmetry between their clients and themselves by relying on the monitoring and controlling mechanisms of other – mainly government – institutions. Banks also assumed that they can earn profits much easier and with smaller costs in the case of larger companies than with small firms.


The banks’ preference that had favored the largest corporations started to shift in the late 1990s. Banks turned to the medium-sized companies as a promising market for loans. Instead of lessening the information asymmetry in favor of the borrowers rather than lenders, banks exploited the asymmetry for their own benefit. Notably, they started lending to medium-sized firms, for these companies were large enough not to “hit and run” so easily. On the other hand, medium-sized firms have not been sufficiently large to establish an efficient and competent finance department. Thus, banks could earn a monopoly rent on the insufficient knowledge and information of the medium-sized firms. As competition on the Hungarian financial markets enhances, and after the country joins the European Union, we can expect a more stable and efficient financial market to unfold.
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Annex
Table A.1. Frontier production functions of the Hungarian CDEs, 1990–2000

	Dependent var.:

logGDP
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Constant (a1)
	12.3***
	10.6***
	7.63***
	7.55***
	7.51***
	7.22***
	7.25***
	7.24***
	7.26***
	7.21***
	7.16***

	LogL (a2)
	.249**
	.292**
	.399***
	.471***
	.467***
	.464***
	.460***
	.457***
	.464***
	.471***
	.473***

	LogK (a3)
	.407***
	.417***
	.475***
	.442***
	.476***
	.502***
	.510***
	.528***
	.522***
	.530***
	.528***

	a2+a3
	0.656
	0.709
	.874
	.913
	.943
	.966
	.970
	.985
	.986
	1.01
	1.01

	Sigma
	3.17***
	4.51***
	1.26***
	1.25***
	1.24***
	1.17***
	1.10***
	1.12***
	1.07***
	1.15***
	.987***

	Lambda
	1.83***
	2.56***
	2.66***
	2.19***
	2.70***
	2.41***
	2.45***
	2.88***
	1.83***
	2.07***
	1.90***

	Log likelihood
	–5130
	–6490
	–4770
	–5130
	–4290
	–3810
	–3540
	–2990
	–3670
	–3740
	–1840

	Number of obs.
	2310
	2601
	3966
	4121
	3619
	3316
	3263
	2793
	3235
	3192
	1762


*** significant at 0.01 level; ** significant at 0.05 level; * significant at 0.10 level

logGDP = the natural logarithm of value added; logL = the natural logarithm of the number of employed; logK = the natural logarithm of total assets.

Table A.2. OLS estimations for short-term loans, 1990–2000

	Dependent var.: SHRATIO
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	C
	3.39***
	–3.01***
	–1.14
	–0.799
	4.79***
	–0.797
	–3.18
	2.0
	2.44
	–6.07
	–6.55***

	EU
	1.37**
	–0.498
	–1.19
	–1.80
	–6.46***
	–6.26
	2.94
	5.17*
	9.52*
	6.83
	2.63*

	DPROF
	1.02***
	.863***
	.387***
	.790***
	.714***
	.239***
	.047**
	.012
	–.495***
	.465***
	.263

	SOA
	–2.15
	–6.47
	–0.827
	–3.62
	–15.60*
	–2.67**
	1.35
	–3.64***
	–5.67**
	–8.73***
	–8.03

	PRA
	4.37
	7.01
	9.86*
	–3.15
	–5.42
	–1.95
	12.70
	–4.28***
	–2.56
	–3.90*
	3.70***

	FORA
	–0.553
	2.55
	6.45**
	–6.37
	–0.698
	–1.71
	–1.12
	–1.97
	1.39
	2.63
	4.47***

	MSHARE
	9.25
	5.31**
	–4.72
	–1.02***
	–0.978**
	–3.01***
	–1.07**
	1.21
	–6.30***
	–6.42***
	–4.90

	EXPSH
	.819*
	–.405
	–.462
	.898
	–.835
	–.208*
	.305***
	.171
	–.287
	–.532***
	–.885

	HHI
	–1.40
	1.58
	2.92**
	–4.58**
	–11.00***
	9.89
	3.95**
	4.55
	8.07
	–14.3**
	3.61*

	LDEBT
	–.135***
	.322***
	.386***
	.062***
	.138***
	–.126***
	–.039***
	.133***
	.191***
	.058***
	.335***

	SHASS
	.790***
	.867***
	.736***
	.826***
	.784***
	.701***
	.842***
	.515***
	.390***
	.304***
	.692***

	PHYS
	–.039***
	–.153***
	–.111***
	–.093***
	–.043***
	–.021***
	.070***
	–.109***
	.002
	–.014**
	–.041***

	HCAP
	.813***
	–.386***
	.628***
	.197**
	1.70***
	1.16***
	1.14***
	–.473***
	.247***
	.424***
	–.131***

	MONEY
	–1.02***
	.256**
	–.622***
	–.215**
	–1.71***
	–.934***
	–1.18***
	.114
	–.286***
	–.464***
	1.10***

	MATCO
	.002
	–.035***
	–.002
	.025***
	–.012***
	.066***
	.047***
	.140***
	.091***
	.082***
	–.035***

	EMPLO
	–5.94***
	1.34**
	2.19***
	4.32***
	1.23***
	1.02***
	–4.06***
	–0.614**
	5.33***
	6.96***
	3.70

	LM het, test
	55.7***
	144***
	70.2***
	24.3***
	7.25***
	46.0***
	15.0
	50.0***
	94.1***
	112***
	81.2

	Durbin-Watson
	1.38***
	1.81***
	1.60***
	1.68***
	1.54***
	1.67***
	1.74***
	1.59***
	1.85***
	1.70***
	1.89**

	Jarque-Bera test
	1 780***
	9 190***
	2 430***
	2 640***
	5 670***
	11 400***
	77 800***
	48 600***
	73 800***
	51 700***
	12 300***

	Ramsey’s RESET2
	13.9***
	93.8***
	3.23*
	23.0***
	5.48**
	5.73***
	3.33***
	1.14
	13.9***
	24.1***
	30.0***

	 S. E. of regression
	3.94
	5.56
	5.81
	7.09
	9.09
	12.80
	11.00
	11.8
	24.2
	20.7
	49.4

	F-test
	204***
	308***
	462***
	1 160***
	1 050***
	1 640***
	9 140***
	3 170***
	1 800***
	3 780***
	1 170***

	Adjusted R2
	.935
	.951
	.952
	.980
	.980
	.988
	.998
	.949
	.900
	.951
	.999

	Log likelihood
	–3 250
	–3 720
	–5 530
	–5 730
	–5 290
	–4 960
	–4 770
	–4 210
	–5 180
	–5 020
	–2 930

	Number of obs.
	2 271
	2 540
	3 767
	3 851
	3497
	3 206
	3 115
	2 734
	3 211
	3 148
	1 740


*** significant at 0.01 level; ** significant at 0.05 level; * significant at 0.10 level

SHDEBT = current (short-term) liabilities;

exp(u) = the firm’s efficiency gap; DPROF = the distance between the firm’s frontier and actual profit level;

SOA = the share of state-owned assets in shareholders’ equity; PRA = the share of domestic private assets in shareholders’ equity;

FORA = the share of foreign-owned assets in shareholders’ equity;

MARSH = market share; EXPSH = export share (export/sales); HHI = Hirschman-Herfindahl Index (industry concentration index);

LDEBT = long-term liabilities; SHASS = current assets;

PHYS = physical assets; HCAP = intangible assets; MONEY = financial assets; MATCO = raw materials and energy supply; EMPLO = the number of employees.
Table A.3. Hausman-Wu test for simultaneity between SHDEBT and DPROF

	Dependent var.: SHDEBT
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	DPR
	2.49***
	5.41***
	7.50***
	1.11***
	.297***
	.334***
	–.217***
	–.140***
	–1.67***
	1.53***
	–.250***

	Number of obs.
	2 278
	2 558
	3 729
	3 859
	3 499
	3 208
	3 126
	2 738
	3 215
	3 157
	1 746


*** significant at 0.01 level; ** significant at 0.05 level; * significant at 0.10 level

Table A.4. Loglinear OLS estimation of extended production functions of all CDEs, 1990–2000

	Dependent var.: LogSales
	1990
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	LOANR
	,056***
	,055***
	,072***
	,08***
	,086***
	,089***
	,09***
	,073***
	,07***
	,070***
	,025***

	HHI
	–,031***
	,006
	,035***
	,03***
	,022**
	,005
	–,014*
	–,042***
	,019
	,055***
	,048***

	PRA
	0,160*
	,057***
	,105***
	,097***
	,112***
	,119***
	,120***
	,125***
	,127***
	,092***
	,063***

	FORA
	–,10***
	–,005
	,033***
	,052***
	,064***
	,057***
	,072***
	,085***
	,089***
	,067***
	,043***

	LogK
	,775***
	,609***
	,549***
	,444***
	,45***
	,513***
	,505***
	,522***
	,501***
	,531***
	,577***

	LogL
	,178***
	,379***
	,431***
	,528***
	,516***
	,462***
	,465***
	,442***
	,465***
	,435***
	,401***

	Adjusted R2
	,842
	,809
	,809
	,825
	,831
	,849
	,862
	,87
	,871
	,871
	,909***

	F-statistics
	1 880***
	2 327***
	2 438***
	2 726***
	2 578***
	2 803***
	3 048***
	2 881***
	3 443***
	3 422***
	2 674***

	Durbin-Watson
	1,471
	1,43
	1,5
	1,49
	1,503
	1,5
	1,5
	1,49
	1,49
	1,53
	1,41

	Number of obs.
	2 471
	2 641
	4 017
	4 041
	3 678
	3 487
	3 420
	3 006
	3 556
	3 546
	1 868


*** significant at 0.01 level; ** significant at 0.05 level; * significant at 0.10 level

LOANR = (short-term + long-term loans)/ (short-term + long-term loans + financial assets).

� Várhegyi (1998).


� Kornai (1993).


� McKinnon (1993).


� Major (1999b).


� Balance-sheet data on these two groups were provided by the Research Institute of the Hungarian Statistical Office, and by a Hungarian colleague of mine, Kálmán Kőhegyi, with whom we do a joint research on the reasons of moderate success of the Hungarian SMEs, respectively.


� Companies have been distinguished by 78 industries (the so-called “double-digit” industries), by 6 regions, by 10 ownership groups and by 13 company forms, see Major (1999a).


� Frontier production functions (FPF) were defined by Aginer et al. (1997). FPFs were used to analyse the economic performance of British companies by Nickell (1996). Halpern and Kőrösi (2001) applied FPFs to the analysis of the Hungarian firms’ efficiency.


� The average efficiency gap was calculated with the following formula:� EMBED Equation.3  ���, where Yi is the ith company’s value added in real terms.


� Halpern and Kőrösi (2001) conducted such an analysis.


�  The average profit gap looks very similar to the average efficiency gap:� EMBED Equation.3  ���.


� Banks carried a huge baggage of bad corporate loans from communist times, too. Its magnitude was much larger than the amount not repaid by corporate borrowers.


� See Bonin and Schaffer (1996), Ábel and Szakadát (1995) and Várhegyi (1998).


� The only Western bank that introduced its home IT-system in its Hungarian subsidiary has been US Citibank so far.


� Bank rating was replaced by scoring in the case of smaller firms.


� The system is called BAR in Hungarian for „Bankközi Adósnyilvántartó Rendszer” (Inter-Bank Debtors’ Files System).


� LIBOR = London International Borrowing Rate, BUBOR = Budapest Borrowing Rate.


� I call medium-sized company a firm whose total turnover had been between HUF 100 and 800 million (between USD 1.6 and 12.8 million) in 1990, and whose revenues from sales were between HUF 500 million and 4 billion (USD 2 and 16 million) in the year 2000.


� Tóth I. J. (1998).


� Political pressure also interfered sometimes, beside rational calculation of the banks. The history of the „Széchenyi credit card” is an example of political interference. It was the idea of the past Hungarian government of 1998–2002 – along with the chamber of small firms – that small businesses could apply once and one time only for a subsidized loan of HUF 1 million ($4,000). The amount looks ridiculously small, but let us not jump to conclusions too early. Three large Hungarian banks – Hungarian Foreign Trade Bank, the National Savings Bank and the Post Bank – had been entitled to disburse such loans. But the banks have not built a unified system of debtors’ administration. Consequently, a small company or a private businessman can apply once for the loan at each bank. And the number of the potential applicants is over 1 million. If each of them applies for the loan only once, the total amount of cheap loans will add up to HUF 1,000 billion (USD 4 billion).


� Personal information from financial experts in Hungary.
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