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Consolidation and Legacy of Foreign Currency
Household Lending in Central and Eastern
Europe: The Case of Hungary

Pal Péter Kolozsi' and Csaba Lentner?

ABSTRACT

KEY WORDS:

JEL Classification:

During the first decade of the 21st century, household FX loans spread in numerous countries in
Central and Eastern Europe, where they caused serious macroeconomic and social problems with
the spillover of the global financial crisis. Disregarding countries that joined the euro area, Hungary
was the only state where household FX loans were completely phased out. The aim of the paper
is to provide a structured presentation of the circumstances of the FX loan conversion in Hungary
and to assess the potential risks related to the post FX loan period. The paper reviews the relevant
international literature about the causes and the impact of unsecured FX lending in the house-
hold sector and analyses the phasing-out of the household FX loans in Hungary from the point of
view of the legal considerations, the interest rate environment, the macroeconomic stability, the
elbowroom in FX reserves and the timing of the process. The paper concludes that the conversion
happened at the first date which was legally allowed and economically properly underpinned. The
paper also presents that the central bank reacted to the new challenges of the phasing-out process
with new macroprudential tools to prevent excessive indebtedness and over-lending, to reduce
households' interest rate risks, and to ensure that customers have appropriate income reserves, in
order to improve the quality and sustainability of lending to households in the future.

mortgage loans, financial stability, monetary policy, debt consolidation,conversion, CEE,
macroprudential policy
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1. Introduction

Borrowing above one’s creditworthiness, over-indebt-
edness and the resulting debt trap have been among
the most serious recurring fundamental problems in
the world economy since the 1970s. Relative to global
gross domestic product (GDP), a massive increase is
seen in debts, which was given fresh momentum in
the decade after the turn of the millennium. In the
case of emerging countries, the problems arising from
the general indebtedness was further increased by the
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high level of indebtedness in foreign currency to for-
eign investors, as when the domestic currency weak-
ens, even if debts stagnate, debt service increases and
becomes practically non- financeable (concerning the
impacts of the presence in residents' portfolio of for-
eign currency assets and liabilities see: Basso, Calvo-
Gonzalez, & Jurgilas, 2007; Basso, Calvo-Gonzalez,
& Jurgilas, 2011; Brown & De Haas, 2012; Brown, De
Haas, & Sokolov, 2013).

Household lending in FX, which is in the focus of
this paper, spread in numerous Central and Eastern
European states already in the early 2000s (concern-
ing the performance of the Central European Banking
Industry see: Jackowicz, Kowalewski, & Kozlowski,
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2011). This paper tackles households foreign curren-
cy loans in the Central and Eastern European Region,
from introduction and fast growth to consolidation
and phasing-out, including the challenges that fol-
lowed that period and the regulatory responses given
to them. Being a case study, this paper describes the
example of Hungary, a country significantly affected
by the foreign currency lending problem, and the only
one in the region that completely phased out these
loans of the household sector.

2. Spread Of Household Foreign
Currency Loans In Central And
Eastern Europe

In Central and Eastern Europe, households’ loans
granted in FX spread in the 2000s. According to
Csajbok, Hudecz and Tamasi (2010), at the end of
that decade in Estonia and Latvia the FX shares in
household debt was 80-90 percent, in Lithuania,
Hungary and Romania around 50 percent, while in
Poland and Bulgaria less than 40 percent. In the Czech
Republic and Slovakia household FX borrowing was
quasi non-existent (concerning the determinants
of foreign currency loans see: Cuaresma, Fidrmuc,
& Hake, 2011; Eichengreen & Hausmann, 2010;
Jeanne, 2003; Ranciere, Tornell, & Vamvakidis, 2010;
Zettelmeyer, Nagy, & Jeffrey, 2010).

Geographically, the individual countries were
affected to various extents:

- Due to the resolute supervisory and regulatory
action, and partly to the relatively low interest
margins, in Slovakia, Slovenia and the Czech Republic,
household foreign currency lending practically did not
spread, or accession to the euro area eliminated the
problem.

- In the Baltic states (Estonia, Latvia and
Lithuania), foreign currency lending had already been
characteristic before 2000, and loans were primarily
denominated in euro, meaning that the adoption of the
euro solved this problem.

- In Poland, Hungary and Romania, household
foreign currency lending evolved into a considerable
risk in the first half of the 2000s. All in all, euro-based
lending was the most wide-spread in the region, but in
Poland and Hungary, loans denominated in Swiss franc
were more typical.

- Household foreign currency lending spread in
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Bulgaria, but as the country adopted a currency board
regime, the exchange rate of the Bulgarian currency
vis-a-vis the euro was fix, then Bulgaria was not facing
any macroeconomic problem from that point of view.

Taking into consideration of the impact of these FX
loans on the balance sheet of the banking sector and
the households, the affected countries may be divided
into two groups.

(1) In certain countries foreign currency items
appeared on both the asset side (credit) and the liability
side (deposit) of the banking sector.

(2) In other countries a significant part of loans
was denominated in foreign currency, but deposits
were still made in local currency, meaning that the
open balance sheet position of banks was hedged by
off-balance sheet items.

According to Geng, Scutaru and Wiegand (2018)
these are two fundamentally different situations with
disparate causes and consequences. In the case of group
(1), the phenomenon can practically be considered as
a deposit-driven euroization. A high deposit portfolio
in foreign currency accumulated due to distrust in the
local economy and local currency, with the consequence
that banks granted foreign currency loans in order to
reduce or close their FX position. In contrast, in the
case of group (2), no foreign currency deposits are seen
on the liability side of banking books, and households
typically accumulated deposits in local currency. In
this case, foreign currency loans put households in a
kind of speculative FX position, enabling them to make
a temporary profit of the margin between the local
and the foreign currency interest rates, as they were
typically paid higher interests on their deposits than the
cost of their loans, with the accentuated presumption
that the exchange rate would not devalue (“carry-trade
euroization”). In this situation, banks get into an open
foreign currency position, which requires hedging and
thus represents a substantial risk to financial stability
(concerning the carry trade behaviour of households
and the euroization of bank deposits in Eastern Europe
see: Beer, Ongena, & Peter, 2010; Brown & Stix, 2015;
De Nicold, Honohan, & Ize, 2005).

Lending in foreign currency with simultaneous
accumulation of foreign currency deposits characterized
countries where — for some reason - confidence in the
local currency dropped considerably. In the Central
and Eastern European Region, causes included, for
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Table 1. Household FX debt/GDP in certain countries of the Central and Eastern European Region at the end of 2010

Household FX debt/GDP

Deposit-driven euroization

Carry-trade euroization

more than 20 per cent

10-20 per cent

5-10 per cent

less than 5 per cent

Croatia, Latvia

Romania, Poland

Bulgaria

Slovakia, Czech Republic

Hungary, Lithuania, Estonia

example, former experiences of hyperinflation in
the period of transition from a socialist to a market
economy, faced by both households and the business
sector, which resulted in the fast devaluation of savings.
This was the case among others in Croatia, Bulgaria
and, to some extent, in Latvia. This kind of euroization
can be extremely difficult to handle, as households
act on their personal adverse experiences, and a
fundamental change is required in their own personal
perception. It is not a simple coincidence that in this
country group, the challenges related to household
foreign currency lending were in most cases brought to
an end by a complete giving up of the monetary policy
independence and accession to the euro area.

Foreign currency lending based on carry-trade was
characteristic in Hungary, Romania and Slovenia,
while in the Baltic region, Lithuania and Estonia. What
needs to be changed during the management of such
cases is not the lack of confidence in the local currency
on the part of households and the business sector,
as there is no crisis of confidence. Rather, economic
policy and regulatory actions need to be taken to
prevent the affected economic sectors, essentially
households from taking risky and speculative open FX

positions with their loan transactions.

3. Unsecured Household Foreign Cur-
rency Lending As A Systemic Risk Fac-
tor

There are several factors that may facilitate indebt-
edness in foreign currency among households, but
according to Kolozsi, Banai and Vonnak (2015) the

www.ce.vizja.pl

following were the most relevant in the affected Cen-
tral and Eastern European countries:

- lax fiscal policy, high sovereign debt and high
risk premium with high inflation, which resulted in
high nominal interest rates relative to those in devel-
oped economies;

- due to the relatively underdeveloped financial
and securities markets, schemes with low premiums
or fixed interest rates are unavailable;

- in addition to the interest margin, economic
stakeholders underestimated the exchange rate risk
involved in foreign currency lending, especially if the
exchange rate was relatively stable in a given period;

- lower foreign currency interest rates resulted in
higher borrowing caps, the assessment of the bor-
rower’s creditworthiness “virtually” improved;

- moral hazard phenomenon (see the model by
Schneider & Tornell, 2004);

- expecting a relatively fast adoption of the euro;

- risk-based competition in the banking sector,
i.e. the pretension and desire to obtain larger market
shares frequently resulted in excessive risk taking by
banks;

- desire for “fast enrichment’, characteristic of
certain social groups, and the related “promise of
convergence’, lax and deficient regulation, and the
low level of financial literacy as institutional inad-
equacies.

Even if reasonable explanations can be given for
household indebtedness in foreign currency (see
Ize, 2005), it may carry significant risks in the case
of households. To a major extent this arises from the

This work is licensed under a Creative Commons Attribution 4.0 International License.
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fact that the majority of borrowers choose indebt-
edness in a foreign currency exactly because they
can borrow larger amounts than in local currency.
Thus they are not prepared for the adverse impacts
of the long-term increase in exchange rate volatility,
and foreign currency lending essentially “facilitates”
over-indebtedness.

However, it is important to underline that the re-
lationship evolving in lending is fundamentally mar-
ket-based. Demand arises from potential borrowers,
and banks grant loans. Credit market includes banks
representing supply, and households with other bor-
rowers, representing — increasing - demand. The
state has options: regulating and controlling loan
supply and the process of lending through its au-
thorities, or interfering with market developments to
a very slight extent or not at all. Responsibility for
such a “non-interference”, and moreover, for a le-
nient toleration of “maverick” banking practices also
lies with the state. This means that the government
is accountable both for regulation and the lack of
regulation. In addition to the government’s respon-
sibility for regulation and control, banks and, on the
demand side, households that have taken loans and
have assumed redemption above their reasonably ex-
pected income expectations also share liability. Thus
there is a tripartite accountability for the evolution
of the household debt problem (for further details
see: Kolozsi, Lentner, & Téth, 2010), but it is also true
that the relative answerability of those in a borrowing
position is lower, as they are less capable of having a
comprehensive view concerning the functioning of
the financial system and have a moderate financial
and banking knowledge, while higher responsibility
should be assigned to state authorities for their “le-
nient conduct” and to banks for their aggressive loan
expansion and inappropriate communication.

The responsibility issue is even more relevant as
FX lending has a significant subprime characteris-
tic, with creditors easing households’ liquidity con-
straints by several means, which at the same time
meant considerable subprime lending as well (Beth-
lendi, 2015). It means that a considerable part of the
borrowing households was at least partly uncredit-
worthy — simply because there is no technical solu-
tion for restoring the creditworthiness of credit-im-
paired customers through changing the currency of

CONTEMPORARY ECONOMICS
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lending. This discrepancy was “successfully” bridged
by loan brokers’ massive campaigns, use of obsolete
credit solvency indicators, “leniency” of banks, cus-
tomers’ superficial judgment of their own solvency,
and governments — being interested in the tempo-
rary enrichment of banks and their customers — re-
fusing to regulate the market of FX loans.

It has to be taken into consideration that house-
holds’ financial literacy could not be considered as
developed (Kolozsi et al., 2015). The euro, and even
more the Swiss Franc was considered as a safe-haven
currency, and as banks failed to raise awareness and
due to households’ eagerness to borrow, foreign cur-
rency lending became endemic. Although FX loans
were granted for 10-30 years, but the banks did not
have sufficient FX funds to cover them for that ma-
turity, making consequently that these loan positions
continuously demanded hedging (typically involving
renewal risk in the short-term foreign currency swap
market).

Bethlendi (2011) analysed changes in the regula-
tion of 12 Central and Eastern European countries
(Bulgaria, the Czech Republic, Estonia, Croatia,
Hungary, Latvia, Lithuania, Poland, Romania, Ser-
bia, Slovakia and Slovenia) in the years preceding
the crisis. The paper concludes that half of the ana-
lysed states adopted measures, managed to limit the
spread of foreign currency lending and prevent them
from gaining preponderance. The Czech Repub-
lic and Slovakia managed to completely avoid this
trend, most essentially thanks to their stable mac-
roeconomic environment and highly developed and
improving domestic property financing market. Bul-
garia used administrative measures to keep the ratio
of foreign currency lending low, and Croatia was also
successful in reducing this ratio. The example of Slo-
venia shows that not even the adoption of the euro
was sufficient to completely manage the problems
encountered as a result of foreign currency lending,
and the example of Poland illustrates that monetary
policy means (primarily easing monetary policy
conditions) are also suitable for checking the spread
of loans denominated in foreign currency. The ac-
tions taken in Estonia, Latvia, Lithuania, Romania
and Serbia basically failed to bring the expected
result, and so the ratio of foreign currency loans in-

creased considerably. However, Hungary does not fit

DOI: 10.5709/ce.1897-9254.410
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even this group, as uniquely in the region, before the
crisis the Hungarian authorities did not take any no-
table action whatsoever to prevent the indebtedness
of households in foreign currency, thus assuming a
huge exchange rate risk. Bethlendi (2011) concluded
that the international examples clearly evidence that
the “we cannot do anything” approach, especially
characteristic of Hungary, was more harmful than
the “let us try to do something despite the difficul-
ties” attitude.

4. Phasing Out Household For-
eign Currency Loans - The Case Of
Hungary

The economic crisis considerably changed foreign
currency lending, as the high volatility and the
weakening of local currencies in the emerging re-
gion showed the downsides of these loans, other-
wise favourable in terms of the interest rates. The
impact of the crisis was different and depended on
the characteristics of the loans and the regulatory
environment. In countries where a significant por-
tion of loans were real variable-rate FX loans - Po-

land, Romania and the Baltic states — the decreased
interest rate more or less counterbalanced the nega-
tive FX impact, therefore the increase in monthly
instalment was limited. In Hungary however both
repayment instalments and principal debts in-
creased considerably while real property collateral
devalued - the explanation is that in Hungary the
features of the FX loan products were unfair, so
debtors were exposed to an interest rate shock in
addition to the exchange rate shock (Bethlendi,
2015). It is because of these factors that Hungary
was hit especially hard by the consequences of the
crisis, and the ratio of defaulting debtors and non-
performing loans rose to levels close to causing a
financial stability problem.

The elbowroom of monetary policy considerably
decreased, and exchange rate sensitivity was espe-
cially high in the economy, and as a result, instead
of inflationary developments, the interest rate pol-
icy was compelled to focus more and more on the
increasingly volatile exchange rate movements and
their impact on financial stability. As the problems
encountered in the banking system and by house-
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Figure 1. Exchange rates of certain CEE currencies to CHF.
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holds — with other stakeholders also heavily indebt-
ed in FX as central and local government and SMEs
- carried potentially the menace of putting the gov-
ernment under serious financial pressure over time
about the solvency of the country, ultimately the
state had to consider seriously the increasing risks
arising from foreign currency loans.

Hungary’s example is a clear rendering of the sig-
nificant macroeconomic and social harm caused by
the materialization of the risks involved in house-
hold foreign currency lending. As the overwhelm-
ing majority of households have revenues in the
local currency (forint, HUF) and a limited capac-
ity to manage exchange rate risks, developments
in the exchange rate had a particular significance.
In March 2009 and in the second half of 2011, the
HUF fell considerably against the EUR, and in ad-
dition, in summer 2010, the previously fairly stable
EUR-CHF exchange rate started to make a consid-
erable shift (Figure 1). The forint devalued against
the Swiss franc by 60-70 per cent between 2008 and
2011, and this hit Hungarian borrowers especially
hard, as foreign currency loans were overwhelm-
ingly denominated in CHE

According to Dancsik et al. (2015) in nearly all
countries of Central and Eastern Europe, responses
to the crisis included some kind of an “action pack-
age” related to foreign currency loans. In addition
to Slovenia and the Baltic states, which adopted the
euro, initiatives have been taken to handle the prob-
lem of household foreign currency loans in several
countries in the region (in addition to Hungary es-
pecially in Poland and in Croatia, where court deci-
sions might lead to the reassessment of household
FX loan agreements), but to date Hungary has been
the only country of the region to completely phase
out foreign currency loans. For this reason, Hunga-
ry’s example is described as a scheme that might be
followed by other states currently facing the prob-
lems posed by foreign currency lending.

By the autumn of 2008, the debts of households,
the government and local governments had become
unmanageable (on the creditworthiness of munici-
pal enterprises, see: Zéman, Hegedus, & Molnar,
2018), due partly to the high amount of debts, and
partly to their denomination in foreign currency. In

the period following the political changes in 2010,
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policy actions were focused on fending off the col-
lapse of the central budget and then that of the so-
cial security system. Fiscal consolidation had been
completed by 2013, and Hungary was released from
the European Union’s Excessive Deficit Procedure,
started in 2004 (the EDP had been applied to Hun-
gary from the beginning of the Hungarian mem-
bership in the EU).

The crisis management actions taken after the
feed-through of the crisis proved to be unsuccess-
ful in finding a final solution for foreign currency
lending to households. The complete phasing-out
of household loans denominated in or based on
foreign currency, started in the autumn of 2014.
Based on the following assessment, FX loans were
converted into HUF at the first date legally allowed
and economically properly underpinned (Kolozsi
et al., 2015).

4.1. Legal Considerations

In Hungary the comprehensive government ac-
tion related to household foreign currency loans
were preceded by the clarification of legal aspects.
This was done by the legislative alignment resolu-
tion of the Curia — the highest judicial authority in
Hungary - promulgated in June 2014. The Curia’s
decision subsequently served as a guidance for the
courts and for the legislator. For more on judicial
legislation, see: Kecskés (2015).

The consequence of the Curia’s decision was that
banks must settle accounts with any overcharges
paid by customers due to unilateral increases in the
interest rates and charges and to the application of
the exchange rate margin as a charge, however, it
was also made clear that conversion can be allowed
at the current market rate.

In September 2014, the National Assembly
passed Act XXXVIII of 2014, which stipulated that
overcharges to debtors must be taken into con-
sideration as principal prepayment with retroac-
tive effect in all all consumer FX mortgage loans,
not included subsidised loans, granted after 1 May
2004 and not cancelled before 26 July 2009. In addi-
tion, the “fair banking” regulation was also adopted
which requires the application of fixed or reference-
based interests on all consumer loans (“transparent

pricing” principle).
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Table 1. Main Propositions in the Curia’s 2014 Legislative Alignment Resolution

Exchange rate risk Unilateral interest rate hikes Exchange rate margin

Allocating the exchange rate risk A unilateral interest rate hike is un- The application of the exchange rate

to debtors is unfair if the exchange  fair and unlawful if the impact of the margin as a charge is unfair and void

rate risk specified in the contractis  individual conditions on payment li- in every case and under any circum-

incomprehensible for the average
debtor, and in this case the contract
may be declared null and void.

abilities is unclear and not transpar-
ent for the debtor.

stances.

4.2. Interest Rate Environment And Macroeconomic
Stability

The Central Bank of Hungary (MNB) started to cut
the interest rates in 2012 which was a precondition
to the conversion of foreign currency loans to fo-
rint loans. By the summer of 2014, the base rate had
fallen from 7 to 2.1 per cent, thus preventing the
conversion from causing a sharp rise in the interest
rates and the monthly instalments.

In order to phase out household foreign currency
loans smoothly, Hungary’s macroeconomic stability
had to be raised to a level where phasing-out could
be implemented without any major risks. This was
granted by the consolidation of the central budget,
the reduction of sovereign debt carried out after
2010, the simultaneous achievement of equilibrium
and growth and the monetary policy turnaround
launched in 2013 (see: Matolcsy, 2015; Matolcsy &
Palotai, 2018).

4.3. Elbowroom in Foreign Currency Reserves

The phasing-out of foreign currency loans triggers
demand for foreign currency liquidity on the banks’
part, which could have put the HUF exchange rate
under considerable pressure. For this reason, as
an indispensable precondition of a well-organized
conversion of foreign currency loans to forint loans,
the MNB had to dispose the amount of foreign
currency required for the hedging transactions of
banks and to be able to give banks access to that
FX liquidity. The central bank had to have the re-
quired elbowroom in foreign currency reserves, i.e.
FX reserves had to exceed the short-term external
debt, being the most important indicator determin-

www.ce.vizja.pl

ing the optimum level of FX reserves (see: Csavas
& Csom-Biro, 2017). By 2014, the MNB’s reserve
adequacy had reached the level that enabled the
safe conversion of the FX loans, with a view to the
fact that as a result of a ban on granting foreign cur-
rency loans, early final prepayment and the repay-
ment of the outstanding loans (amortization), the
amount of FX mortgage loans waiting for conver-
sion had fallen to EUR 9 billion from the previous
EUR 19 billion peak.

4.4. Conversion Programme of the Central Bank
At the end of September 2014, the portfolio of con-
sumer mortgage loans denominated in or based
on foreign currency amounted to HUF 3350 bil-
lion (EUR 10.8 billion), which decreased by more
than HUF 500 billion (EUR 1.7 billion) after the
settlements emerging from the Curias legislative
alignment resolution. This means that the conver-
sion of foreign currency mortgage loans affected a
portfolio of EUR 9 billion. However, an impairment
of EUR 1.56 billion (HUF 480 billion) had already
been initiated for the above-mentioned loan port-
folio, from which -according to the MNB'’s calcula-
tions - EUR 0.4-0.6 billion (HUF 120-180 billion)
had probably been released. Consequently, banks’
hedging demand related to the conversion of for-
eign currency loans may have been around EUR 8
billion. Thus, the EUR 7.83 billion allocated at the
MNB’s tenders means that banks nearly completely
hedged their conversion via the instruments of the
central bank.

The MNB’s programme was designed to hedge
banks’ foreign currency demand without jeopardiz-

This work is licensed under a Creative Commons Attribution 4.0 International License.
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Figure 2. MNB's foreign currency reserve and the short term external debt.

ing the optimum level of the central bank’s reserve
even if the banking limits are completely used.
With preference to conservative provisioning, the
Guidotti-Greenspan rule is guiding: in 2015 Ql,
the foreign currency reserve amounted to EUR 37
billion, while the short-term external debt, on a
constant decrease since 2011, was EUR 22 billion
at the same time. The reserve adequacy was guar-
anteed by the fact that the FX liquidity provided by
the central bank moderated the external debt and
consequently, the central bank’s demand for foreign
currency reserves, and through the proper disper-
sion and gradual use of FX reserves in 2014-2017,
these assets also covered the amount of foreign cur-
rency that banks required for the conversion of FX
loans to forint loans.

Concerning the banking accounts of the house-
holds, the formal conversion of foreign currency
loans to forint loans took place in the spring of
2015. Through euro purchases, commercial banks
hedged their exchange rate risks arising from the
conversion, an action indispensable for prudent
bank operation. Banks were required to convert
foreign currency loans to forint loans at the more
favourable for the borrower between the two fol-

CONTEMPORARY ECONOMICS

lowing rates: the official daily MNB exchange rate
valid on 7 November 2014 or the most favourable
exchange rate for the borrower applied in the period
since the 16 June 2014 adoption of the Curia’s deci-
sion. Based on these considerations, the exchange
rate was set at HUF 308.97 for the euro and HUF
256.6 for the Swiss franc, meaning that at the time
of the phasing-out, the exchange rates were higher
(HUF was weaker) than between 2002 and 2008. As
in addition to rescuing households from the trap of
foreign currency loans, a simultaneous and inevi-
table purpose of the government and of the central
bank was to restore a consolidated financial posi-
tion for the banks, the Hungarian public authorities
had to carry out a complex consolidation process
underpinned by the fair bank act and the manda-
tory compensation of the damages caused by banks’
unjustified unilateral contract amendments.

As an integral outgrowth of the procedure
launched in the autumn of 2014, the households’
foreign currency loans remaining after the conver-
sion of mortgages were eliminated in 2015. The
borrowers of car and personal loans indebted in
foreign currency (representing app. 250 000 con-
tracts) were handled by the decision made by the
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Figure 3. Ratio of household foreign currency loans to GDP in certain countries of the Central and Eastern European Region.

MNB and the government in the summer of 2015.
The MNB organized the related tenders in August
and September 2015. During these tenders the cen-
tral bank sold CHF 650 million to banks, thus prac-
tically completely cleaned the financial system of
household FX loans - a financial product that had
carried a very high risk concerning the exchange
rate and consequently social stability.

4.5. Timing

On 15 January 2015, the Swiss National Bank un-
pegged the Swiss franc vis-a-vis the Euro, abandon-
ing protection against exchange rate fluctuations.
The global financial and capital markets respond-
ed with significant exchange rate movements.
Within a few minutes, the Swiss franc soared from
1.2 to 0.8052 to the euro, and rocketing from the
HUF250-260 to almost HUF 380. Thus the aban-
donment of the peg strengthened the Swiss Franc,
weakened the Euro and considerably hit the Forint,
which could have had serious consequences for the
households indebted in Swiss franc if consolidation
had not been performed a few months earlier. The
abandonment of the Swiss exchange rate cap would
have hit the Hungarian lending market hard if the
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approximately CHF 20 billion exposure had still
been in place (including business loans denomi-
nated in foreign currency). As however, the govern-
ment and the central bank had eliminated the ex-
posure of households, local governments and some
part of the corporate sector (essentially SMEs), the
majority of the stakeholders were no longer affected
by the decision of the swiss central bank. Hungar-
ian authorities had made conscious efforts at reduc-
ing the exposure of public finances, businesses and
households to foreign currency.

The phasing-out of household foreign currency
loans stabilized Hungarian families’ financial po-
sition: the net worth and disposable income of a
household are no longer affected by exchange rate
fluctuations, the burden of repayment has reduced,
and this can improve also consumer and invest-
ment dynamics. In addition, it had a favourable
impact on the stability of the banking system, as
credit risk considerably decreased and banks’ loan
portfolios significantly improved. Strengthening
the banking system reduces Hungary’s sovereign
risk, which in turn, lowers interest rates and boosts
economic activity.

This work is licensed under a Creative Commons Attribution 4.0 International License.
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5. Challenges to Financial Stability
after the Phasing-out of Household
Foreign Currency Loans

The crisis shed light on the significance of responsible
lending. The purpose of the related regulations is the
early identification and prevention of risks, in addi-
tion to strengthening international cooperation. The
purpose of the changing requirements is to prevent
excessive indebtedness and over-lending, to reduce
households’ interest rate risks and to ensure that the
customers more exposed to interest rate risks have
appropriate income reserves, in order to improve the
quality and sustainability of lending to households in
the future.

One of the typical actions was the creation of
macroprudential powers, as during the crisis micro-
prudential interventions responding to case-by-case
banking problems and risks were insufficient to pre-
vent systemic financial disorders (about the effective-
ness and transmission of macroprudential tools see:
Akinci & Olmstead-Rumsey, 2018; Boar, Gambacorta,
Lombardo, & Pereira da Silva, 2017; Carreras, Davis,
& Piggott, 2016; Cerutti, Claessens, & Laeven, 2017).
In addition, it became clear that simultaneously with
the active reduction of systemic risks, the financial ac-
tors” shock-tolerance needs to be improved.

The fundamental goal of macroprudential policy
is to moderate financial risks threatening with exces-
sive systemic disorder, i.e. the financial intermediary
system’s disorder that causes significant damage to the
entire economy. Thus, efforts must be made at the pre-
vention of major financial crises, on the one hand, and
at reducing the losses caused by any evolving financial
crises to the real economy, on the other. In practice,
this includes the following intermediate targets (Mag-
yar Nemzeti Bank, 2016):

- prevention and moderation of excessive increase
in lending and capital leverage

- prevention and reduction of excessive maturity
mismatch and market liquidity shortage

- limiting the concentration of direct and indirect
exposures

- mitigation of the adverse incentives increasing
systemic risk, especially moral hazard

- reinforcement of the adaptability of the financial
infrastructure

All this means that macroprudential actions should
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endeavour to achieve the following strategic goals:

(1) Encouragement of prudent risk assump-
tion. Systemic financial risks increase and financial
crises evolve primarily as a result of excessive risk
assumption, and so their control and limitation is a
priority task. As excessive risk assumption is in many
cases caused by market frictions and failures, it is im-
portant to carefully manage these latter ones.

(2) Improvement of the shock-absorbing ca-
pacity. As a shock hitting the financial system may
evolve into a financial crisis, it is important to make ef-
forts at improving the shock resistance of the financial
intermediary system as much as possible so that it can
overcome financial stresses in the best possible condi-
tion. Thus hitches may be mitigated in the financial
system, while the risk that they feed through to the
real economy and multiple crisis effects can also be re-
duced. This presumes appropriate capital and liquid-
ity reserves and a banking sector structure resistant to
epidemic effects.

(3) A financial system sustainably supporting
economic growth. Irrespective of its cyclical position,
the financial system as a whole has to promote the
functioning of the entire economy in the most sus-
tainable manner.

In respect of household lending, the most impor-
tant macro-prudential actions include debt cap rules
- a wide-spread regulatory solution in Europe, and
more specifically in Eastern and Central Europe, once
highly exposed in the field of household lending. The
debt cap rules applied in the majority of the countries
include the loan-to-value indicator (LTV), giving the
ratio of a loan to the collateral provided to secure it,
and the indicator showing debtor repayment capac-
ity. The latter group typically includes two kinds of
indicators: (1) indicators specifying the ratio of repay-
ment instalment to income (PTI), which cap monthly
repayment instalments according to debtor incomes,
and (2) loan-to-income (LTT) indicators, specifying
the maximum loan amount that can be borrowed on
the basis of debtor incomes.

Based on the 2018 data, among Central and East-
ern European countries in the focus of this study,
Hungary and Slovakia apply mandatory loan-to-value
indicators and loan-to-income repayment instalment
limits, while the other countries in the region (Czech
Republic, Poland, Slovenia and Croatia) only give rec-
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ommendations or have mandatory regulations only in
respect of the loan-to-value ratio, and provide recom-
mendations for loan-to-income repayment instalment
limits in addition to mandatory LT'Vs.

Several differences are identifiable in the regula-
tory environment used in the different countries. In
Hungary regulation applies to a wide range of insti-
tutions, including credit institutions and non-bank
lenders, thus reducing the opportunity to circumvent
the regulation. In addition to Hungary, only Estonia
and Slovakia have adopted requirements that regulate
the prudent evidencing of incomes after taxes, the
other countries with mandatory regulations leave the
determination of creditable incomes to the banks. Dif-
ferentiation according to risk dimensions, especially
by denomination, is characteristic of several coun-
tries (Hungary, Romania). This means that foreign
currency loans are subject to more stringent limits.
Several states apply exceptions to the debt brake rules:
the Czech Republic and Slovakia for less risky groups
of borrowers, and Estonia and Lithuania provide an
opportunity for the disbursement of loans above the
maximum allowed LTV and LTL.

In Hungary, which can serve as a regional model in
phasing-out household foreign currency loans, it was
an emphatic question if a potential monetary policy
normalization could cause a problem similar to the
one related to foreign currency loans in the event of
floating rates (as if interest rates rise in the case of fo-
rint loans with short interest rate periods, repayment
instalments may increase over the short term, and
this places customers under extra pressure). In this
context the following structural differences should be
highlighted:

- In case of foreign currency loans the exchange
rate risk had an impact in both the payable amount
of interest and the principal, and consequently, repay-
ment instalments could rise faster and for a longer
time.

- The interest rate risk involved in loans with
shorter interest rate periods gradually decreases due
to the regular principal repayment, i.e. loan amortiza-
tion. Thus, over time, even if interest rates rise, they
have less impact on repayment instalments.

- While on the part of households, practically no
one benefitted from the exchange rate weakening in
balance-sheet terms, as deposits were denominated in
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the domestic currency, the case is different if interest
rates rise, as interest incomes may increase for house-
holds in a net saving position.

- The ratio of loans with short interest fixation pe-
riods in new disbursements is on the decline, and their
ratio to the total loan portfolio is lower than that of
foreign currency loans before the crisis.

- In contrast to the previous period, the regulatory
authority’s activity has increased considerably and the
central bank uses several instruments to promote the
spread of loans with longer interest fixation periods,
including the MNB’s mortgage bond purchase pro-
gramme in 2018, the interest rate swap (IRS) tenders,
the targeted recommendations of the central bank,
and the adoption of the mortgage financing adequacy
ratio(Magyar Nemzeti Bank, 2018).

Prior to the crisis, beside of the denomination of
loans it was also a challenge that households assumed
loans far beyond their income positions. Today this is
limited by debt cap rules. The MNB was among the
first in Europe to adopt mandatory and comprehen-
sive debt cap rules (see: Faykiss, Palicz, Szakacs, &
Zsigo, 2018). The rules that entered into force on Jan-
uary 2015 limit the “stretch” of both debtor incomes
and collateral values. The regulation requires that the
amount of newly granted household loans may not ex-
ceed 80 per cent of the collateral (LTV), and as a rule
of thumb, a debtor’s aggregate repayment instalments
may only reach 50 per cent of his regular and legal
income (LTT). In order to offset the various risks, the
Hungarian regulation sets tighter limits in the event
of foreign currency loans and more lenient ones for
borrowers with higher incomes.

With due consideration to financial stability and
consumer protection, in June 2017 the MNB adopt-
ed the Qualified Consumer-Friendly Housing Loan
rating scheme. The rated loans have longer interest
fixation periods, typically between 5 and 10 years, are
favourably priced and standardized, and thus they
provide more efficient protection against interest rate
risk than loans with shorter interest fixation periods.
The extensive spread of these products may contribute
to further increase in the ratio of loans concluded for
longer interest fixation periods.

6. Conclusions
In Hungary the level of new loan placements has
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shown fast expansion since the beginning of 2013
which was the less active year post-GFC from the
point of view of lending. By 2017 H1, it had returned
to the levels recorded in early 2006. The fastest increase
was recorded for household mortgage loans, which
increased from HUF 85 billion in early 2016 to HUF
171 billion in 2017 Q2. In 2018 household credit grew
by HUF 424 billion over the whole year on account
of credit transactions, meaning an increase of 7.3 per
cent YoY. Housing loan disbursement amounted to
HUF 850 billion, reaching the 2008 level in nominal
terms (Magyar Nemzeti Bank, 2019). Nevertheless, in
contrast to the period before the crisis, the debt cap
rules in the present credit cycle prevent households
becoming over-indebted, so even the fast increase in
lending has not run the households into significant
indebtedness (Faykiss et al., 2018).

The disbursed home loans are denominated in
forint, and in comparison to the 19-20 years maturity
generally contracted before the crisis, their terms
shortened (app. 16 years), at a considerably lower LTV,
and a significant ratio of the individual transactions
are not concentrated close to the LTI limits. One
fifth of the loans are disbursed to more indebted
customers with 40-60 per cent LTI, however, the ratio
recorded in 2015 was still exceeded by altogether
5 percentage points only. Higher increase in real
wages may decelerate or even halt further increase.
In comparison to the years preceding the crisis, the
risk involved in both home and consumer loans is
far lower (typically due to denomination in forint,
lower LTV levels etc.). For this reason, fast increase in
lending serves the purpose of achieving equilibrium
lending and it is not to be considered as excessive. The
probability of future debt problems related to housing
market developments is decreased by the facts
that no more than half of the housing transactions
include borrowing, and that real property collateral
are provided for home loans at low, although slowly
increasing, charge levels. In 2018 Q4 more than 90 per
cent of the new housing loans were disbursed with an
interest rate fixation of over one year, while the share
of loans fixed for over 5 years was almost two-third
(Magyar Nemzeti Bank, 2019).

In June 2018 the MNB amended the parameters
of the debt cap rules, and the new regulation favours
loans with longer interest fixation periods. Concerning
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LTI rules, higher incomes allow the assumption of
relatively higher repayment instalments. In view of
the increase seen in nominal and real wages during
the past few years, the decree allows the assumption
of higher repayment instalments for those earning
HUF 500,000 instead of the prior income limit of
HUF 400,000. In a forward-looking perspective it will
be of particular importance to closely monitor and
assess the lending dynamics, essentially concerning
the impact of the evolution of the macroeconomic
environment, especially property prices and wages,
and the contribution of the new child support and
interest-subsidised loans provided under the family
housing benefit scheme and the family protection
action plan of the government, offered to young
married couples (preferential housing ‘csok’ loans,
baby expecting support, optional reduction of
the mortgage debts of families with three or more
children).
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