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1. NATIONAL ENVIRONMENT

After the political changes, the numbermicro and small enterprisesstarted to increase rapidly at
the beginning of the nineties in Hungary, mainly due to the Fedtd lot of people who had been
made redundant as a result of the closing down of factories areezifto set up their own enterprises.
Since after the change-over from the controlled plan type econoadelrto market economy these
enterprises had to form the backbone of the national economy, the Hangare&xnments that came
into power after the political changes aimedtméngthening this sector Due to their high number
and ability to provide employmentt is indeed an important interest from a national economy
point of view.

Number of operating enterprises according to the nober of staff employed (2000—

Year 200( 2001 200z 200 200¢
Number of staff
employed number ratio number ratio number ratio number ratio number ratio

0 person 17 66¢ 3% 18 72: 3% 22 83¢ 3% 16 414 2% 15 97( 2%
1 person 408 06¢ 65% 424 78:. 66% 465 00! 67% 464 15( 66% 464 09¢ 66%
2 persons 78 50¢ 13% 8052( 12% 82554 12% 90204 13% 92 37t 13%
3— 4 people 54 001 9% 54 113 8% 55 08¢ 8% 58 827 8% 61 473 9%
5- 9 people 34 62( 6%  3520: 5% 35 46¢ 5% 37504 5% 3961 6%
10-19 people 16 40° 3% 16 65¢ 3% 16 91( 2% 1753( 3% 18 17( 3%
20-49 people 9 447 2% 9 501 1% 9 91¢ 1% 10251 1% 10 63¢ 2%
50-249 people 5 35( 1% 5 337 1% 5 00¢ 1% 501 1% 5 02¢ 1%
250 people or more 1 08¢ 0% 1 04¢ 0% 1 00z 0% 95¢ 0% 94¢ 0%
Enterprises in total 625 14 100% 64588] 100% 69378 100% 700 854100% 708301 100%
Micro enterprises in

total 592 860 95% 613 341 95% 660 950 95% 667 100] 95% 673 527 95%]

Source: Central Statistical Office 2007

The development and efficient operation of the enterprises (andapt®ir survival) belonging to
the sector were significantly hindered by the fact that thvene no real entrepreneurial traditions in
the country and the people did not have entrepreneurial experience or knowledgesait¢hene the
lack of capital in the sector posed a serious problem. The couotries European Community (and
later the European Union) provided great help to Hungary in ordeckte tdhe problems. The first
entrepreneurship development projects were started at this iime the framework of the Phare
programme.

Group 24 of the developed industrial countries made a decision for thevigsn 1989 to support the
process of economic and political transformation in the formeialsiccountries of Central and
Eastern Europe. The Phare programme was started in 1990 in Poladdrayady (this is where the
PHARE abbreviation comes from: Poland-Hungary Assistance for Réeonstruction of the
Economy, in other words Aid-programme for the Economic Transtowmaf Poland and Hungary)
within the scope of this support.

Following the historical changes taking place in the region, thebauwof the countries receiving the
benefits increased gradually. The purpose of the aid-programme&viasilitate the change-over to
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market economy in the countries of the region, which among othesled privatization and the full
liberalization of the economy, too. This step provided funds from wihiehndividual governments
could finance the transformation managed by themselves.

Recognizing that small and medium-size enterprises play a desstmrole in furthering the
economy, the government of the Hungarian Republic worked out an entrephgmel@gelopment
programme. As an important element of this, the government initia¢eestablishment of an agency
aiming at supporting and motivating the enterprises. Various filanwéitutions and bodies
representing interest joined this initiative, and the 16 foundergpsiteHungarian Foundation for
Enterprise Promotion (HFEP) on 27 March 1990 with a starting capital of HUF 4.24 billion.

Since the objectives of the PHARE programme launched in Hungamhamdjectives of HFEP were
the same, the HFEP was entrusted with the handling of the aid-programme oi@1 BGIU reserved

for the development of small and medium-sized enterprises in the 1990t nfd¢fee Phare
programme. The Phare required the setting up of Local Enterpriseiags (LEA) network, where

the previously mentioned target group is supported in the form ofgsfof@al counselling and
business services. Thus, since 1991 the main activity of HFEP bashee creation of the national
network of the Local Enterprise Agenciesi{erprise agencies operating in the counties and the capital
®).

At the outset six pilote LEA’s were set um-the form of a foundation— (Enterprise Agency of Jasz-Nagykun-Szolnok
County 5zolnol, Enterprise Centre of Tolna Count$zekszarf] Enterprise Agency of Borsod-Abauj-Zemplén County
IMiskolc/, Enterprise Centre of Somogy Countgaposvaf, Fejér Enterprise AgencySzékesfehérvdr PRIMOM
Enterprise Agency of Szabolcs-Szatmar-Bereg Coliyiregyhazd), then the network was expanded to the whole
territory of the country.

Meanwhile— mainly also owing to the above-mentioned programmése-situation has changed
greatly. A ‘self-purification’ process has gone through in theoseof small and medium-sized
enterprises, as a result of which, considering its operation, a stalde micro and small
entrepreneurial layer has emerged. At the same time theflaelpital in the sector is still a problem,
which has been confirmed by several national and foreign studies as well.

The reason for this, on the one hand, lies with the fact that thegetnentrepreneurial layer does not
have such enterprising past going back several generations thathaweldhade the accumulation of
capital possible. On the other hand, the profit orientated participatite 6hancial market have been
reluctant to finance this entrepreneurial group so far.

The root cause of this is as follows:

* Thelow incomeowing to the generally small amount of loan requirement of thel amal
medium-sized entrepreneurial sector, line profitability resulting from thehigh costs of
their advisory and after-care demandnd the significantijigher risk resulting from the
expected major failure ratio cannot be accepted by them.

e It is an additional risk for them that they cannot evaluate tiiee@reneurial past of the
majority of the enterprise¢This, on the one hand, arises from their book-keeping habits,
and the fact that according to the international experience, this entrepral sector
mainly supports itself from activities performed in the fieltgody economy’. As a result
of this, with regard to their book-keeping figures the enterprises shgemmganent deficit
are also capable of operating at an appropriate level. This, however, cannot batedal
by the banking sector.)

* The negative experience gained during the crisis leading to the bas&lidation of the
nineties withheld the granting of credits for the sector for a long time.
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After the initial difficulties regarding the operation of timarket economy and two-tier bank system
emerging as a result of the social changes of the ninettescompetition has been created among the
participants of the financial market by today that signifigaaffects the operation of the micro-

financing sector, too.

According to the ‘flash report’ of the Hungarian Financial Supeny Authority regarding the year of
2006, the profit orientated financial sector is characterizednbgeasing competition, growing
profiteering, greater assumption of risk, deteriorating loan portfolio, deatey business growth,
growing competition for the sources and the weakening asset profitability

The greatness of the emerged competition is also indicated by the number of tigapéstic

37 banks, 8 specialized credit institutions, 156 savings co-operativesjibsurcieties, 238 financial
enterprises, and 321 credit institutions providing services beyond the borders impdratgary.

The activity of 22,598 agents of credit institutions and 8,669 agentsegpirgy financial enterprises

connects to this.

As a result of the growing competition, these organizations turhetanbre risky micro and small
entrepreneurial crediting with their entrepreneurial credit pradudtich overlaps the declared target
group of the‘official’ microfinance programmes in Hungary. Apart from the fact thast can be
considered favourable in view of the financing of the micro-entreprextesgctor, knowing the
operating characteristics it also carries significant risks fofitia@cial sector in the longer run.

Bank credits of the banking sector granted to micro, small and medium-sized enterprises in the first quarter of 2007, and credits outstanding on 31 March 2007
(number and billion HUF)

Description

Microenterprises

Small enterprises

Medium-sized enterprises

T

otal

number grossvalue number | grossvalue | number grossvalue number | gross value

Credits lended in the reference

period in total (accumulated as of 1 31 306 266,602 17 672 233,451 9344 285,3p7 58 322 785,450

Jan)

Credits beyond one year in total 3008 100,661 a 33 74,304 722 76,926 5063 251,891
HUF credits beyond one year: 1268 41,351 686 20,31 425 39,523 2374 111,185
Out of this investment credit 297 16,774 178 9,215 192 17,386 647 43,374
Foreign exchange credits 1740 59,311 652 43,991 297 37,404 2 689 140,706

beyond one year

Credits within one year in total 28 303 165,940 33@ 159,147 8 622 208,471 53 25p 533,558
HUF credits within one year: 26 058 100,114 14543 126,143 7 685 156,717 48 28 382,975

ch;itt of this:export prefinancin 5 0,344 4 0,072 2 0,143 11 0,559
Foreign exchange credits i o o
within one year 2 245 65,826 1791 33,004 93 51,794 4973 150,584

Credits lended (atthe endof the | 155 091 | 1005,197| 29 616 961,98 12580  1237,J94 50197 |  3204,373

reference period)

Source: Hungarian Financial Supervisory Authority

It is important to note here that in Hungarydue to the processes to be described latéhe
‘development’ of microfinancing has taken such a direction that today estepreneurial loan
lending is understood by the microcrediting activity of the microfinancimgtitutions performing
microcrediting on the basis of the authorization of the law, andottmef social goals and aspects
have nearly completely disappeared from the official central programmes.
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Several experts are concerned about this, since the wideninggdpheetween the rich and the poor
generates significant social tension.

(Dr Antal Szab6 writes in his study called Micratits in the World: ‘In Hungary, according to somaneeys, 2.7 million
people live under the poverty line. 100 peopleZee® death annually, and the number of homelespl@exceeds 100
thousand. Approximately half a million people, ofitwhich are 300 thousand children, do not get gmotood! The
number of unemployed people reached 312 thousatfteagnd of 2006, the unemployment rate was 7.9%¢hvwmeans
that there were 16 000 more unemployed people timenyear earlier.” ‘This raises the collective resgibility of the
governing party and the parties of the oppositidhis problem is distressing because the formeriti@atal welfare
system has become worn-out in the meantime, aridex wnd wider segment of the society is consiggetiteir situation
unstable due to the reduction of the expenditunethé budget and the tightening of the expenditamghe cost of
unemployment. Also, the savings of the people asisdily become eroded as a result of inflationg &imere is no money
for self-employment. In addition to this, the logavernments have no funds to get the economidtgaiff the ground in
the bankrupt factories, closed down mine premised anderdeveloped rural areas. This is not just anghrian
phenomenon.’In the self-employing unemployed entrepreneur gate preparing for new life (Note by me: to which
today there is no suitable legal business form imghry as opposed to the United Kingdom, and foickvonly the
individual Local Microcredit Programmes and the loaln Centres provide insufficient funds — as desailkater) in many
cases the family savings or credits received freemdls mean the only source of money to launchramssiness.’
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2. THE HISTORY OF MICROFINANCING IN HUNGARY

The launching of the National Microcredit Scheme — (MCS)

The concept of launching the National Microcredit Scheme was alitihéhe beginning of 1992.
Within the framework of the Phare programme, the CommittéleeoEuropean Community wanted to
lighten the concern also well-known to developed economies, ifemibst of the micro and small
enterprises are not credit-worthy for the profit orientateditnestitutions, with this initiative. This is
such a market failure where the market mechanism does natt@peitably {there is no adequate
supply to the demand being present permanentig)solving of whose is in the interest of the national
economy, and makes the intervention by the government justified and necessary.

In reply to these demands, the Committee of the European Commepésased 1.15 million ECU
from the 21-million-ECU subsidy directed to the sector of Simadl Medium-sized Enterprises in the
1990-budget of the Phare programme in order to finance the programme to be launched.

After this, theenterprise agencies operating in the counties and the caystarted to operate the first
microfinancing construction launched as microfinancing programnitngary - under the name of
Microcredit Scheme (today National Microcredit Programme)in-1992 under the financial
interposition and professional co-ordination of HFEP. At the outsetdinees for the programme
were provided by Pharghen the Hungarian government as a co-finanaerthe form of earmarked
subsidy subject to condition§he manual as well as the terms and conditions of the progman
were worked out by a British specialist company with the co-afien of Hungarian professionals
in view of the domestic characteristics and legal background.

It is important to note that the microfinancing programmesridest here refer to the microfinancing
of the participants, considered as entrepreneurs/enterprises fiemal point of view, of the sector in
accordance with the Hungarian rules of law. The target groupdejas the potential customer base
of the microcredits is not defined exactly in the EU. For examfiie legal notion of ‘social
enterprise’ or ‘self-employing enterprise’ known in the Unitedgdom is unknown in Hungary. That
is why it is practical to differentiate betwe&ocial microcredit’and‘entrepreneurial microcreditof
entrepreneurship development purpose, the objectives of whose areffezent] since they indicate
two branches of microfinancing showing significant differences.

At the moment in addition to the National Microcredit Programmaith a financing proportion
varying in ratio and significance per countiesthere ard_ocal Microcredit Programmes as well,
which will be described in chapter 4.
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3. THE MAIN PARTICIPANTS OF THE MICROFINANCING SECTOR

3.1. The government sector

3.1.1. Ministry of Economy and Transport (GKM) — government body

http://en.gkm.gov.hu/

In accordance with Government Regulation No. 2163/2004 (VII. 5.), the mifostehe economics
and transport exercises the ownership rights relating to the&fedit Funds owned by the state, and
supervises the National Microcredit Programme.

The Ministry of Economy and Transport delegates the PresidertheofNational Microcredit

Committee, too. This committee is the advisory body of the HFERB@gvboard. It does not have
any operative authority in connection with the operation and regulaiforthe microcredit

programmes.

3.1.2. Labour Centres — administrative organs

The (regional, county and local) Labour Centres are administratgan®rbelonging to thBublic
Employment Servicghttp://en.afsz.hu/Engine.aspworking under the supervision of the Ministry of
Social Affairs and Labourhtp://www.szmm.gov.hu/main.php?folderiD=13318&langchangedreng
They deal with the registration of unemployed people and co-ordinatpeaftim services provided
by the state for the unemployebhey are not considered as microfinancing organizationsgt the
same time they can belong to the microfinancing category dhe timount provided by them and the
target system of thestibsidy facilitating the transformation of unemployed people into entrepgeneur
in accordance with Decree No. 6/1996 (VII.16.) of the MinistryLabour, thus they are also
mentioned for the sake of completeness. These subsidies are proyities lbabour Centres from
state sources.

Short description:

The subsidy facilitating the transformation of unenployed people into entrepreneursnay be provided for those persons seeking employmieo:

. have been registered at the Labour Centre as ampsegking employment for at least three months, an

. provide employment for themselves as a primarycadjtiral producer — with an activity outside empt@nt — within the form of
individual enterprise, or as a personally co-opegatember of a partnership (by setting up partriprer joining an already existing
enterprise), in accordance with Section 3 (18) cif 8XVII of 1995 on Income Tax.

The forms of the subsidy facilitating the launchafdghe enterprise:
a) interest free capital allocation up to HUF 3limil, which either has to be reimbursed or doeshaot to be reimbursed, and
b) subsidy that does not have to be reimbursed tipetamount of thiswest compulsory salarydrovided monthly for at least six months.

In case of providing interest free capital allooatthat has to be or does not have to be reimbuasknither condition of the subsidy is:

. the existence of own sources up to at least 20fteofiross cost of the investment, and

. the reimbursement of the subsidy — in case of grarsubsidy to be reimbursed — or the provisiofirancial security in the event
the subsidy has to be reimbursed due to the violaf the obligations.


http://en.gkm.gov.hu/
http://en.afsz.hu/Engine.aspx
http://www.szmm.gov.hu/main.php?folderID=13318&langchanged=eng
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The subsidies that can be provided with regarcetmining an entrepreneur — on the basis of a terglprocedure — may be granted jointly
and separately as well.

The subsidy specified in point b) may be estabtiskeof the date of becoming an entrepreneur.ttfeusommencing date of the payment of
the subsidy is:

a) in case of setting up an individual enterphiaeing a duty of registration the entrepreneurtsifoigate, or if another provision of law
stipulates the issuance of another document agditimm for pursuing the entrepreneurial activitye date of acquiring the document,

b) in case of pursuing primary producer’s actititg date of issuance of the primary producer’sfaete,

c) incase of any other enterprises the registratinade in the company register, or the date aftexqhg any change.

* Salaries, emoluments (minimum wage, guarante@ihmim wage)

Between 1 January 2007 and 31 December 2007 Monthly salary Weekly wage Daily wage Hourly rate
Government Decree No. 316/2005 (XII. 25.) HUF/month HUF/week HUF/day HUF/hour
Minimum wage Section 2 of the Government Decree 5065, 15,080 3,020 377

3.2. Non-Profit sector

3.2.1. Hungarian Enterprise Agency — non-profit organization

The circumstances of the establishment of the Hungarian EnéeAgency (HEA) were described in
item 1. This organization operating in the form of an agency hasgaging an important role in
microfinancing in Hungary since the beginning, and has achieved significaesswa results in this
field.

http://www.mva.hu/

At the moment, due to the international contracts, it is the natmmakdinator of the National

Microcredit Programme, and also manages the National Microcredit Fucilespan these contracts.

In accordance with Section 2 (1) (h) of Act CXIl of 1996 on Creddtifutions and Financial

Enterprises the credit granting activity of the organizatiomfthe National Microcredit Fund does
not fall under the effect of the Act. In compliance with this, aspacialized non-profit micro-
financing organization is entitled to grant credits within tlemiework of the National Microcredit
Programme.

The HFEP does not deal with the entities applying for the credittti. This is done by the members
of the Hungarian Microfinance Network® made up of thesnterprise agencies operating in the
counties and the capital @®eing in a contractual relationship with it. The whole crediessnent
procedure takes place at these organizations.

The operating model of the National Microcredit Programme is described irecdapt

The HFEP considers the safeguarding of the National Micrdcfedind, in other words the

minimizing of credit losses, as its most important roledilie the National Microcredit Programme.
For this purpose several financial lawyers work on the preliminantrol of loan granting and on

checking the legal securities (primarily properties) regufrem the clients. In order to increase the
efficiency of the return, the collection of problematic credétsdone by a specialized collecting
company.


http://www.mva.hu/
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3.2.2. The Hungarian Microfinance Network ® made up of the enterprise agencies
operating in the counties and the capital ® — non-profit network of non-profit
organizations

Themost important participants of the Hungarian microfinancing sector are ¢hésrprise agencies
operating in the counties and the capital @naking up thedungarian Microfinance Networ®.
http://www.hungarian-microfinance.org.hu/

The members of the Network, thaterprise agencies operating in the counties and the capit® -
the first in Hungary —began their microfinancing activity in 1992 as a contractual pattnéhe
Hungarian Enterprise Agency. As the entities managing theomatiMicrocredit Programme in
practice, only these organizations have microcrediting practiceriempe and knowledge of more
than a decade in Hungary.

In accordance with Section 2 (1) (h) of Act CXII of 1996 on (&dit Institutions and Financial
Enterprises only these organizations may perform independentlfull microcrediting activity
falling outside the effect of the act.

Considering their legal form, these organizations are non-profit ftonda(agencies). They are
independent organizations having legal personality. The working bode aigencies is run by the
managing directors. The managing directors are appointed by thsodwoard elected by the
founders. The advisory boards are the main supervisory boards of theeagehich are managed by
the president elected by the advisory board from its members.

The majority of the 20 independent enterprise agencies were fommiedhe comprehensive co-
operation of the local communities and with the support of the Europeam@uoty. When the
microfinancing activity began in Hungary at the beginning of theetrés, the Delegates of the
European Community to Hungary as well as the HFEP selected dhgseizations by means of
tenders or in certain cases established these organizations Ittesmie order to handle the
entrepreneurial Phare programmes in Hungary.

Due to the political, structural and personal changes described these organizations found it
necessary to set up a mutual interest representing network in the forrnsoaticim — with voluntary
accession — and its working body having legal personality, therdtEnterprise Network Non-
Profit Company. (Only the HFEP did not join the Network.) The Nédtwander the name of
Hungarian Microfinance Network ® became a member ofEbeopean Microfinance Network
(EMN).

Owing to the co-operation and the intervention of the consortium, the mewibie network have

managed to achieve that their microcrediting activity doesatiotifider the effect of the act on credit
institutions and financial enterprises, thus they are entitle¢p@mdiently to perform microcrediting

without the participation of commercial banks adding extra cost to the process.

They have an advanced, Internet-based internal communication andecediing system, to which

an up-to-date, Internet-based provider is connected for the cliemtg.mvfportal.hu

As a result of the continuous development, in addition to the credit cdrstrwf the National
Microcredit Programme, there are numerous microcredit constructions on offe


http://www.hungarian-microfinance.org.hu/
http://www.mvfportal.hu/
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The management of the Network is made up of the presidium considtisgven members, the
members of whose are elected by the managing directors dOthadfiliated organizations from
themselves. The presidium of the Consortium elects the Presidetiite o€onsortium from its
members.

With regard to microfinancing, in order to perform the professiamak, the Consortium has set up
two bodies. These are:

- The National Microcredit Professional Council — a professional body that consists of the
financing directors of the county and has great practical experience.

- National Microcredit Professional Committee— a body that has the greatest microcrediting
experience and expertise in Hungary. Its members are appointduk qyrdsidium of the
Consortium from the members of the National Microcredit Prasassi Committee. The
President of the Committee is elected by the members of the Committedé&msetves.

The procedures of théocal Microcredit Programmes operated in accordance with the own
regulation of the Network have been worked out by the specialiste donsortium on the basis of

their microfinancing experience of more than 15 years in suchhaenghat it can serve the needs of
micro entrepreneurs with the least difficulty as quickly assibbs The majority of the specialists

earned their microfinancing certificate in Western European gear({in the majority of the cases the

Dutch Small Enterprise Network made the exchange of experience possible).

In May 1998, the European Economic Committee of the UN organized tbeodviditing Best
Practice Specialists’ Meeting together with USAID witktve framework of Southeast European Co-
operation Initiative (SECI), in which 12 countriegeluding Greece and Turkey participated from
Central and East Europe. According to the survey conducted by tieh BBénnock Consulting, the
then existing Hungarian practice was the best microcrediprogramme in the region. This means
the significant recognition of the microcrediting activity of the agencies

It must also be mentioned that one of the members of the NetworButtepest Enterprise Public
Funds, won the Innovative Urban Strategy award of the EUROCITIEShimegi@n congregating
European cities with its Budapest Small Entrepreneurial Credit constructZ®01.
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3.3. Profit orientated sector

The participants of the profit orientated money market operating under thieoéffeat CXII of 1996
on Credit Institutions and Financial Enterprises are:

the banks,

specialized credit institutions,

co-operative credit institutions: savings co-operatives and credit societies
financial enterprises.

Although these enterprises cannot be considered as microfinancimgzatgas, they are mentioned
because due to the growing competition among theey turn to the micro and small
entrepreneurial sector more often assuming greater and gager risk with their credit products
offered to enterprises,and some of their participants represent significant lobbying power.

The great majority of banks and financial groups are in forergmecship. The registered offices of
the parent companies with the exception of one are abroad (maititye iBEuropean Union). The
strategy of the parent companies is based on the fact thaemil east European region grows
rapidly. It can be characterized by expanding demand and havimgifiha loan, deposit, investment
— markets. The business of financial brokers has increased rapidlyhandusiness of credit
institutions has increased at an outstanding pace in Hungary. In additen,ptofitability in
proportion to their assets and capital has reached exceptional paakgehr, however, while the
business was still growing at a relatively rapid pace, thetabdity slackened, the loss of value
increased greatlydue to the deterioration of the quality of the credits (In the whole of the EU the
processes taking place last year were to the contrary of this.)

The total portfolio of the banking sector at the end of March 2007 (in billion HUF)

Free of To be Unglen Falling under

Description ) observed Problematic* Dubious Bad classification obligation
problems average ;
separately in total
Items of the balance sheet in totdl 14,812,768 10066 428,308 144,308 112,581 171,419 16,507,086
Out of this: securities of trading
purpose 97,025 2,2p3 1,185 1,114 0,000 0,670 101,013
Securities of investment
purpose 693,582 1,1p1 0,000 0,00( 0,000 0,000 694,683
Investments by credit
institutions 1,938,614 182,564 0,168 0,007 0,00D 0,166 2,121,346
Entrepreneurial credits 4,902,99 751,04 207,94 66,154 56,18 85,591 5,861,97P
Household credits 4,074,466 263991 1244,88 34,664 37,131 53,089 4,463,341
Investments abroad 848,056 29,669 15,151 2,786 11,448 0,917 893,776
Other assets 376,452 8/492 70,075 31,749 7,614 30,712 455,019
Out of this: financial
interests 459,276 7,2P3 66,263 30,854 6,63P 28,776 532,762
Items outside the balance sheet |n
total 14,900,998 429,521 54,385 28,414 13,266 12,704 15,384,904
Pending liabilities 5,326,603 427,539 53)818 28,414 13,266 12,187 5,807,960
Future liabilities 9,574,385 1,982 0,567 0,00( 0,00D 0,567 9 576,944
Items falling under classification
obligation in total 29,713,76b 1,695,586 482,688 172,718 125,847 184,13 31,891,090

* Problematic: under average, dubious
and bad at the same time.

Source: Hungarian Financial Supervisory Authority
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The credits, primarily currency credits, increased at an reetierapid pace, whereas the deposits,
especially deposits by the population, practically stagnated. Im twdmunterbalance their balance
sheet, the banks relied @oreign currency sourcesto a greater extent. In the beginning, the prevalent
part of these was credits, mainly credits taken out from thepa@k. However, last year the ratio of
deposits taken out abroad increased significantly.

Bank credits provided by the banking sector to micoenterprises (number and in billion HUF

Dec 2001 audited Dec 2002 audited | Dec 2003 auditer Dec 2004 audite¢ Dec 2005 auditeiDec 2006 previeV,

Description
gross gross gross gross gross gross
number | Vvalue number value | number value number Vvalue |number value number| value

Credits granted in the reference
period in total (accumulated as of
1 Jan) 23724 382,81 34841 412,894 79|084 480,483 Tl 9474,78Y 55209 624,540115 (080 797(281

2
Credits beyond one year intotal | 10351 185065 16947 233,967 1868 244,055 $176 2QLIOG3¢ 245,995 14282 348,269
HUF credits beyond one year: 9982 137,450 16540 190,650 15436 161820 5141  93,200595 104,764 7436 139,495
3

Out of this: investment credit 1988 31,75 3532 45822 2233 38434 1251 27,926 [1193,8582 1574 50,298
Foreign currency credits beyond gne
year 369 47,615 407 43,417 2832 82/235 3035 107,863 |4 980,231 6846 208,7¥5
Credits within one year in total 13373 197,747 17894 178927 60816 236,428 683764 24342173 378,545100 798 449,012
HUF credits within one year: 12730 162,410 17497 152,312 60073 198,103 61 350 18435670 303307 00114 324,025
Out of this: export prefinancing
credit 3 0,26 70,247 16 0,186 17 0,358 10  0/152 8 0073
Foreign currency credits within onp
year 648 35377 3907 26,15 743 388325 2/414 109,666 [5501,23¢510 684 124,986
Lended credits (at the end of the
reference period) in total 4104y 416,84] 3624] 52581 .| 680,94 .| 747,321 67101 897,70104 82¢ 904,092

Source: Hungarian Financial Supervisory Authority

The banking balance sheet structure that had formed by the second half of teeineeases the risk
exposure of the banks, since the high volatility of the price ohskets not only affects the quality of
the credits negatively but at the same time it can detezidhe® degree of source supply as well,
adding to the difficulties of the banks caused by the deterioratiimegdortfolio. The tension hiding
in the balance sheets of the banks has to be expected in the futusndeohesides the expected
slowing down of the credit expansion, there will be significant iffee in the growth rate of credits
and client (population) deposits.

The slowing down economic growth, the temporarily decreasingimeames, and the slackening
consumer demand naturally hold back the demand for the services ohdheidl organizations,
especially the demand for credits. However, essentially thegonotd not caused by the decreasing
demand for credits, though its profitability risk is not to be @aakd, buthe further deterioration

of the quality of the outstanding credits. This risk exist$oth in case of companies (mainly small
and medium-sized enterprises) and credits lended to the populati.

Theincome coverage of credits is expected to further decrease2007 too,whereas in view of the
GDP and the gross income the population still cannot be considered asdalded on an
international levelHowever, the proportion of the instalments can be consideredigh compared

to the available incomes.This situation is further aggravated by the fact that the ptiopoof
personal savings compared to the available income and GDP dklirbthe second half of last year,
thus thesolvency of households further declined

With regard to the coverage of credits it must be noted that thetainte concerning the assessment
of the properties, flats, commercial or industrial propertiesctyfyi serving as the collateral for the
credits is quite big at the moment.
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If the crediting risks are considered from the side of the chestitutions, the signs of a certain kind
of change could have been observed since the middle of ROO® first half of 2006 the sectoral
and functional structure of the credits clearly moved towardsthe more risky directions: the
proportion of credits lended to the population, within thisthe proportion of credits having low
or no collateral at all increased. Within company crediting, theproportion of credits lended to
small and medium-sized enterpriseswithin this to microenterprisesincreased.Within the total
crediting the proportion of credits denominated in curreng considerably increased. It reached
fifty percent towards the middle of the year.These, in addition to the risks of the credi#tsdedin
HUF, include further market risks as well.

In the second half of the year, however, within company cngdihe big companies moved forward
again, within the creditendedto the population the ratio of personal credits having no coveragle at a
and purchase loans slightly fell back, and th#o of personal credits covered with mortgage
increased. According to the Hungarian Financial Supervisory Authority, thee mortgage loans of
free disposition may have very high risks in the long run, sie they realize a kind of capital
consumption.

The Hungarian Financial Supervisory Authority also established tyaiGal domestic manifestation
of thegrowing competition is the increasing sale of credit products posing more risks thaa tfos
the earlier credits. This includes among othersciieglit card loans, the mortgage loans of free
disposition, credits lended to clients not providing all the necessary documents or hawna
negative credit history (being on the BAR list), cash creditvithout security, mortgage loans
lendedon high credit / collateral ratio.

3.3.1. Savings co-operatives and credit societies — profit orientated co-operagiai cr
institutions dealing with deposits as well

The savings co-operativésip://www.iakarekszoveikezeiek.muerform their activities in accordance
with the permit issued by and under the regular control of the Hiang&mnancial Supervisory

Authority. They are not considered as microfinancing organizationg heir activity is more like the

activity of the commercial banks, at the same time they do ipohaao lending credits of small
amounts. This, however, is done by them as a profit orientated zajaniin order to increase their
incomes and profit.

The co-operative savings bank — unlike the financial institutions havtifferent form — is not only
an economic organization, but the community of the members as wellcliehés are often the
members or owners of the savings co-operatives themselves, hdscdeveral advantages: they can
participate in the activities of the co-operative, they canveaeishare of the profit, in the event they
are elected, they can fill in a position in the bodies, and can take advantageesiibes provided for
the members — usually under more favourable conditions.

Their activity has always been characterized by exercisiedgasic principles of co-operation: self-
help, taking responsibility for ourselves; voluntary membersbipe vote per member and
democratic self-governing.

The savings co-operatives strive to satisfy the needs ofrttegitbers and business partners with their

product range in every respect. In their branches in addition toaidonal savings book they offer
depositing opportunities, securities and keeping current accounts for huotte ppeople and
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companies. They grant among others personal, consumer, housing and esurggreredits. They
like dealing with credits of small amounts. They do not establish soieditions that would exclude
clients that need only some ten thousand or one hundred thousand forints. ibn addibe basic
services, the savings co-operatives also offer housing pre-sawngance and leasing products. The
clients can choose from five different types of bank cards at the moment.

The savings co-operatives declared as a mutual central organization traiehae:

- the National Association of Savings Co-operatives representing their is{@&$2)

- in addition to performing full commercial banking activities, the Magyar Takaigkszezeti
Bank Rt Takarékbank Rt) performing the functions of a central bank arising from the
financial-economic co-operation

- and the National Savings Co-operative Institutional Representative ©0mdA ) to be
established as an independent legal entity in order to ensure stability, anddoatrdiéing
and crisis management.

The National Association of Savings Co-operatives (OTSZ)nigtianal, professional organization of
the savings co-operatives to protect their interest. It was established imXg8@ri to strengthen their
market position and harmonize their national interests.

The Savings Co-operatives Integration established in 1993 created dper prganizational
framework and possibility for the co-operation on group-level, harmdrdegelopment and the full-
scale servicing of the rurpbpulation corporatecustomersandlocal governments

With the Savings Co-operatives’ network of nearly 1,600 branch offinesSavings Co-operatives
are present in every second settlement of Hungarypamdde financial services to more than 1
million clients. The network is served by more than 550 ATM macHithessecond biggest network
in the country), eBanking and Internet banking.

Since their establishment, the savings co-operatives haveh®ebartks of the rural areas, since 90%
of the branches making up the network can be found in villagesvosktops wherdéinancial services
are only provided by the savings co-operatives.

Bank credits granted to microenterprises by the savings co-operatives (number, and in million HUF)

_ Dec 2003 audited Dec 2004 audited Dec 2005 audited Dec 2006 preview
Description
number gross value | number | grossvalue number  gross value number gross value
Credits lended in the reference period in total 3572] 92,586,481 49468 102,787,910 91868 115,762,816 146 063159,841,018
(accumulated as of 1 January)
Credits beyond one year in total 8 69( 48,562,13'4 80716 55,548,966 3622 33,827,368 4 165 47991
HUF credits beyond one year: 8679 48,476,734 8012 55,197,462 3554 31,420,241 4049 43963
Out of this: investment credit 2997 21,573,26D 2473 19,812,138 1536 14,916,572 | 668 58962
yearF"re'g” ourrency credits beyond one 11 8540 I 351,504 68 2,407,127 116 4,378|408
Credits within one year in total 27 031 44,024,34f 41392 47,238,944 88 R46 81,934,448 141 898 2,699,219
HUF credits within one year: 27029 44,011,34f 41391 47,062,173 8844 81,903,421 140 227 2,371,421
Out of this: export prefinancing credit 14 36,76(|) D 13,360 30 86,8P0 314 1,396,696
Foreign Currency credits within one year 2 13,00(h L 176,711 2 32,0p7 71 321,798
Len'ded'Credlts (at the end of the referenc 2200f 14583511 33511 169,120,266
period) in total

.. the structure of data supply changed
as of the first quarter of 2005

Source: Hungarian Financial Supervisory Authority
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3.3.2. Mikrohitel Rt. — profit orientated financial enterprise not dealing with dej®s
sponsored by non-profit organizations

This profit orientated financial enterprise having a modestefin market economy levgts equity

in 2005: HUF 50,784,000; Credits outstanding: HUF140,318,000 — source Hungarian Financial
Supervisory Authority, more informatiohttp://www.pszaf.hu/engine.aspx?page=pszafthu_idosprok
is also present in the market offering microcredit.

The direct owner of the enterprise is an economic organization, the ofwwhose are a foundation
and a private person. The subscribed capital of HUF 50 milliorhefidint stock company was

provided by the Open Society Institute having a registered seat in New York.
(http://www.pszaf.hu/hatarozatok/2004/200409/200480i92071-2004.htrhn

The company offers the following credit productshvithe following conditions:

Credit for small enterprises Credit lended to non-profit Collective (not corporate) credit
organizations
Credit amount HUF 500,000 — HUF 3,000,000 HUF 500,000 — HUF 3,000 HUF 500,000 — HUF 3,000,000
Duration 3 - 12 months 3 - 12 months 3 - 12 months
Interest rate fixed, at present 19% per annun fixed, at pres8# per annum fixed, at present 19% per annum
Handling cost 2 % per annum 1 % per annum 2 % per annum

Note: According to our information that has not beenfirored the prevalent part of the credit portfokomade up of non-profit credits.
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4. THE OPERATING MODEL OF THE INDIVIDUAL MICROFINANCING
PROGRAMMES

4.1. The operation of the National Microcredit Programme

THE SUCCESSFUL DECENTRALIZED PERIOD BETWEEN 1992 AND 2000

It has already been described how the programme began. Dbisngeriod the construction was
considered as one of the best PFARE constructions and the best arglogessful programme in
Hungary. As it has already been mentioned, in 1998 a British sqonadified the programme as the
best practice in the region.

The operation of the programme is as follows:

The capitalization of non-profit microfinancing organizations setton the basis of a tender and
supported by the EU as well began in the countries belonging to thpelam Community within the
framework of the Phare programme. HEA acted as a financial baokeit was also the co-ordinator
in Hungary. In the first year the individual agencies separidtedources of the microcredit funds
from the subsidies received for the realization of their business ph the following years they
received the sources — expressly for filling up tmeicrocredit funds — in the form of earmarked
subsidy subject to conditions.

The funds were operated irdacentralized manner.Each enterprise agency operating in the counties
performed their activities from their own funds managed separately from theirfohds.

In order to run the programme, each agency set up itsnorocredit division and appointed a
microcredit manager to run this division These microcredit managers obtained their entitlement to
manage the funds on qualifying courses run by Western Europeanlisfgeditawas compulsory to
exchange experience in Western Europe, which primarily includedegsiohal visits to and
consultations in the Netherlands, Germany, Belgium, the United Kingdom and Ireland.

The agencies set up thsub-office network, which created more thdb0 contact pointsall over the
country. In addition to the possibility of submitting their micemtit applications, the potential clients
received information and professional advice in these regional ammalc®ffices. The whole
assessment and portfolio management of microcrediting was ntahggbhe microcredit division of
the agencies. It was tidicrocredit Committee — set up at each agency — that was entitled to assess
the credits. Economic specialists, lawyers, entrepreneurs amdattnegers of the individual agencies
participated in the work of these committees as a social ahkdegt The preparation of the
assessment included the examination of the businessyianitted on the application form of the
credit application and thesight visit made to the entrepreneur After this, on the basis of the
proposal of the division, the Microcredit Committee decided whetteectedit could be granted or
not.

In order to disburse and collect the credits - due to the regulaifahe time - each agency entered
into a contract separately with a branch of a bank selected yliheneans of tendering. The bank
disbursed the credits (concluded the contracts) from the locabereciit fund (deposit) placed at the
bank for an extra fee, collected the repayments and interesteellaas kept the credit records.
However, it was the task of the microcredit division of the agsna supervise the credit portfolio, to
conduct follow-up checks, and to manage legal procedures aiming at the collecv@ncafe debts.
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The procedures were conducted quickly and flexibly, and the agemoeg&d maximum tolerance
towards enterprises having insolvency problems.

In the first period the agencies were not allowed to requesbtiey legal security in addition to the
assets purchased from the credit so that the social objectwds$ be met. The auditors of Phare
checked the adherence to this regularly.

The HFEP had the financial settlements of the programmes chdpkenternational auditing
companies quarterly.

The tasks of central co-ordination were performed by a maragkan administrator at the national
co-ordinator, HFEP.

The programme was successful due to the fact that thereoméigsuous professional consultation
between the national co-ordinator and the specialists. Natiooi@spronal meetings were organized
guarterly, where they could exchange their experience and thes @ to how to improve the
programme. The proposals regarding the modification of the manuallilegdhe operation of the

programme only came into effect upon the approval received from Brussels.

Microcredit lended during the first decentralized period of the National Microcredit Programme between1992-2000
(informative figures prior to the closing audit)

Fund available Granted credits Size of the credit fund at Average = Growth ratio

the end of the period rotation | of the nominal
(HUF) (HUF) (HUF)
3,915,864,102 11,072,129,199 5,965,611,430 2.8 1.5

Note: The network was established continuously in sésgeps during this period, and the maximum cradibunt that could be granted increased from
HUF 300,000 to HUF 1,300,000 gradually.

The successful operation of the network came to a standstillodilie tintense competition, but the
supervision provided by the European Union protected the system until 1998.

CENTRALIZED PERIOD BETWEEN 2000 AND 2006

Following the 1998 elections, the intention to obtain the microcredit furadsri®emore intense. After
the changes had taken place in the management of HFEP, the zatiralof the local microcredit
funds began.

In order to implement the centralization, the HFEP prepared amaiional contract, against which
the enterprise agencies protested, however, the Hungarian delegatine EU was not informed
about this. The contract, which is considered to be legally wagrtgynmany, was signed in 2000 by
the representatives of HFEP, the Hungarian government and the Hungarian alelteghie EU.

This document provided the background to the National Microcredit Fund crdstethe
centralization.

The majority of the agencies handed over the right to managaitiecredit fund — being in their

ownership as per their legal viewpoint — to the HFEP. This is Wieperiod of centralized operation
of the microcredit programme began.
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We disregard the detailed description of the operation structiagedrby the unsuccessful and legally
worrying measures, only their consequences will be described briefly.

The operation of the programme became slow and inflexible, and tlkéveer as well as the annual
budget of the HFEP significantly increas@tie professional consultation between the specialists of
the network and theHFEP ceased to exist nearly completely.

A positive aspect, however, that the amount of the microcredit thmatbealended within the
framework of the programme was raised to first HUF 3 amllithen soon to HUF 6 million, and the
conditions of the credit construction were improved.

Granting microcredits from the National Microcredit Fund after the centralization broken down to sectos (HUF)

Industry Agriculture Tourism Services Trade Other
2000 282,801,848 78,072,436 60,859,000 505,805,106 606,394,078 52,161,185 1,586,095,652
2001 1,111,067,152 696,512,564 311,784,275 2,823191 1,993,532,443 155,115,000 6,596,977,876
2002 1,578,777,861 674,820,450 450,127,725 3,202490 3,268,701,297 215,147,000 9,390,483,805
2003 * 641,202,200 326,077,000 195,980,000 1,122080 1,213,846,113 41,095,000 3,610,604,346
2004 * 185,773,000 128,971,000 127,974,000 4880846 473,268,500 20,548,000 1,425,181,504
2 005 596,557,000 444,750,500 162,550,000 1,455089 1,182,349,805 92,718,000 3,931,116,815
2 006 563,738,653 608,677,500 188,342,000 1,40913@7 1,254,637,100 50,877,500 4,075,822,179
Total 4,959,917,714 2,957,881,450 1,497,617,000 58MA460,971 9,992,729,336 627,661,68530,616,282,177

Source: Hungarian Microfinance Network ®
* The drastic decline in the indicated years wag do the implementation of Government Decree N65/2003 (V11.15.) on the improvement of the
opportunities of micro, small and medium-sized gamiges to receive credit adopted in an amateuriginner.

It can be disputed from a professional point of view that the previdlesiyle collateral assessment
rules —despite the express objection of the ageneidsecame stricterAs a result of this, the
programme abandoned its original purpose, and excludes a large numbof the population most
in need not being able to offer adequate security from taking advantage of the enbcredit.

PERIOD LASTING FROM 2002 UNTIL TODAY

Although the change of the government in 2002 prevented the comp#tangement of the
microcredit funds, the emerged most significant problems were solveel. The lobbying activity
became stronger.

It is deemed to be a positive change that as a result of thé @ffeeveral years, the act on credit
institutions was amended in such a manner that the microcreddiivify of the agencies operating in
the counties and the capital ® does not fall under its effect. Taysthe participation of the banks,
which was rather expensive for small enterprises, could be excluded from thespsoce

In accordance with the decision of the minister for the economies,pteviously centralized
microcredit funds began to be decentralized again, though since theoadufptihe decision in 2005,
this has only taken place only in case of half of the agenciescdim&uded contracts have not
resolved the legal disputes regarding ownership. Presumably, hi&tey just postponed them
indefinitely.

At present, the national microcredit programme operates withqartecipating bank. The whole
assessment procedure takes place at the agencies. Aftesghenasnt has been completed, the whole
draft contract package and the value appraisal of the assetdadtecollateral prepared by an official
appraiser must be sent to the HEA in Budapest for prelimic@nyrol. Here, the material is checked
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by financial lawyers, and indicate whether the collateralthaccontracts are satisfactory or not. The
borrowing agreement may only be concluded with the client #ftey which is also done by the
agencies again. The contracts must be recorded in a notarial efttcuniront of a notary public so
that the debts can be collected faster. In the event the condifidesding the credit are met, the
whole document package must be sent to the HFEP in Budapest agein, itvs reviewed by the
financial lawyers again, who decide whether the credit can beedgrantnot. If the granting of the
credit is authorized, the HFEP transfers the credit amount to the bank account ofdivebsinortly.

(This procedure is still considered as slow and bureaucraticebgrad specialists, impairing the
efficiency of the agencies and the improvement of the entespesgiesting the credit. However, fast
improvement in this field cannot be forecast.)

4.2. The operation of the Local Microcredit Programmes

Certain members of thédungarian Microfinance Network® also operate Local Microcredit
Programmes next to the National Microcredit Programme, wiere emphasis is placed on creating
a client-friendly procedure.

The first microcredit programmes began in Fejér then Szal®hzmar- Bereg counties in Hungary.
The sources of the agencies received from various donors (in mib&t céises the funds returned by
the HFEP becoming decentralized again) constitute the sources of the funds.

The operation of the programmes is the same as the operatindg) shdlde decentralized National
Microcredit Programme. The only difference is that therenas need for the participation of
commercial banks. The conclusion of the borrowing agreements, thengrantl collection of the
credits as well as recording the credits are performed bgagéecies themselves. In order to improve
the quality of the services, they use the advanced Internet-basedling and service providing
system developed by one of the members of the network, Fejér Enterprise Agency

With its help credit applications can be submitted via the Intetine outstanding credit amount can
be checked by the clients, and the financial utilization of theaged credit funds can be tracked by
the donors. The crediting activity is accompanied with advisory cg=viThe clients can create a
‘microsite’, which is an Internet-based service provided freehafge, where they can present their
enterprises. They can also find business partners free of charge.

http://www.mvfportal.his http://www.microfinance.hu

Lended microcredits from the Local Microcredit Funds broken down to sectors (HUF)

Industry Agriculture Tourism SEIWEES Trade Other
2 000-2004 127,860,00( 20,497,971 37,500,000 16253 134,100,000 9,000,000 432,133,224
2 005 11,000,000 6,000,000 53,800,000 23,500,000 94,300,000
2 006 77,540,000 81,015,000 76,874,168 73,210,000 1,858,549 390,468,717
Until 12 Augus
2007 109,475,000 133,809,000 66,165,832 261,217,000 86051 4,578,279 772,105,562
In total: 325,875,000 241,321,971 180,540,000 492,253 436,320,000 13,578,279 1,689,037,503

Source: Hungarian Microfinance Network ®
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5. MICROFINANCING PROGRAMMES IN HUNGARY
(Target groups, financial terms and conditions)

5.1. General conditions

The entrepreneurs and their enterprises requesting the finamgpedrs of theNational Microcredit
Programme as well as theLocal Microcredit Programmes performed by theHungarian
Microfinancing Network® must meet the following general requirements:

CONDITIONS REGARDING ELIGIBILITY:

>

YV VYV

the enterprise has to be registered or authorized to register in the comgiater ror the
person has to have or be entitled to the entrepreneur’s certificate, or has adibanee
entitling him to other ventures;

the number of people employed by the enterprise may not eroexd

themaximum annual turnover of the enterprise iIUF 200 million;

the enterprise has to have its registered office in Hungary, and the proporti@aratefshe
foreign owners may not exceed 25%;

any enterprise that does not meet the eligibility criteria sjgelaifi this point cannot possess
25% or more of the capital or the right of vote of the enterprise applying for thg cre

the enterprise settles its tax paying liabilities towards the stdtéha local government, and it
does not have any overdue dues or social security contribution;

the enterprise may not have overdue credit debt towards any bank;

there are no bankruptcy, liquidation or full settlement proceedings against thargom

GENERAL OBJECTIVES:

to provide financial services in order to handle ‘incompletekatar (capital markets operating

insufficiently) that have formed as a result of market failures; in pdatic

- to provide suitable financial support, business advice and guidangecimenterprises by
taking into consideration the characteristics and special needs of the sector;

- the product should complete the services provided by the commernied basuch a
manner that it should provide financial support for enterprisesrnihading of whose is too
risky or unremunerative for the commercial banks, or which do not havedal securities
required by the banks;

to provide help for the target group in order to ensure the own resouecessary for

obtaining domestic and European Union subsidies;

to provide financial support for the layers of the society asaddantage (minorities, people

having a large family, women, young people, unemployed people, etpgriasf the battle

against impoverishment by supporting them to become entrepreneurs or selfezmplo

SPECIFIC OBJECTIVES:

to facilitate and motivate the setting up of micro and small enterprises;

to strengthen the small entrepreneurial sector, and toitdeeiltheir improvement and
expansion;

to stimulate the developments and investments of the small emeepial sector by means of
the influx of capital tending to the sector;
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- to expand the range of financial services provided for thel @m@kpreneurial sector and to

improve the quality of such services;

- to facilitate micro and small enterprises to become the supptif big and multinational

corporations;
- to facilitate and support the creation of corporate networks,

- to support economic innovation;
- to create new jobs.

5.2. Comparative table of the various credit conditions

National National HMN (01) HMN (02) basic HMN (03) basic HMN (04) basic HMN (05) basic Microcredit
Microcredit Microcredit basic construction construction construction (for | construction (for to women
(01) (02) construction (combined: for (combined: for current assets) current assets) entrepreneurs
(for (for current (for investment and investment and (VS/2006/042.
investment) assets) investment) current assets, current assets, -HU)
too) too)
(HMN-EMN
Credit construction/ pilot project)
Parameters
Purpose of the For Only for current Only for For investment For investment Only for current Only for current It can be used
credit investment, assets investment and current asse | and current asse | assets assets for
and for entrepreneurial
investment an purposes
current assets freely*
up to 50% of
the credit
Credit amount 6,350,000 6,350,000 6,350,000 6,350,000 6,350,000 6,350,000 6,350,000 5,000,000
Minimum duration 6 6 6 6 37 6 13 6
Maximum duration 96 36 96 36 96 12 36 96
Minimum grace 1 1 1 1 1 1 1 1
period
Maximum grace 6 6 9 9 9 6 6 6
period
Transaction interest | Variable, the Variable, the Variable, the Variable, the Variable, the Variable, the Variable, the Variable, the
prevailing prevailing bank prevailing prevailing bank prevailing bank prevailing bank prevailing bank prevailing
bank rate rate bank rate +1% | rate +1% rate +3% rate +1% rate +2% bank rate 1%
(7.75%) (7.75%) (8.75%) (8.75%) (10.75%) (8.75%) (9.75%) (6.75%)
(If the bank
rate falls under
6%, the
interest rate of
the credit is
5%)
Frequency of Monthly, on Monthly, on the Monthly, on Monthly, on the Monthly, on the Monthly, on the Monthly, on the Monthly, on
settling the interest | the outstandin | outstanding the outstandin | outstanding outstanding outstanding outstanding the outstanding
principal principal principal principal principal principal principal principal
Default interest on Transaction Transaction Transaction Transaction Transaction Transaction Transaction Transaction
overdue principal interest +6% interest +6% interest +6% interest +6% interest +6% interest +6% interest +6% interest +6%
Default interest on Transaction Transaction Transaction Transaction Transaction Transaction Transaction Transaction
overdue interest interest +6% interest +6% interest +6% interest +6% interest +6% interest +6% interest +6% interest +6%
Required own 20% of the 20% of the credit | 10% of the 10% of the credit | 10% of the credit | 10% of the credit | 10% of the credit | -
resources credit amount | amount credit amount | amount amount amount amount
Special regulation In case of an
economic
organization
the company is
owned by a
woman in at
least 50%, or
the managing
director of the
company is a
woman.

* The purpose of the credit must be indicated in theicagmplication. However, its use does not have to be prawtidinvoices and other documents. The LEC may check
whether the credit has been used for the indicated pugt@skater date.

Note: in accordance with the decision of the minister tlie economy and transport adopted in 2005, #wes#ction
interest rate of microcredits has been set at #mk bate_+3 %. Although the decision is only a recommendaficot a
provision of law), the operators of the programmesept it.
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6. FACILITATING THE INCLUSION OF OTHER FINANCIAL SOURCES

The members of thélungarian Microfinance Network ® have always paid a lot of attention to
providing the best possible service for micro entrepreneurs custbriozthe needs of the clients
despite the unfavourable controlling and regulating environment that can be ec@eiie Hungary.

For this purpose they have sought various innovative solutions for theanchisalternative financial
sources into microfinancing. The most significant ones are as follows.

Construction Developer Characteristics
Budapest Small Entrepreneurig_lpdapest Enterprise Public Funds Microcredit progree completed with sources
. provided by credit institutions.
Credit In 2001 it won thelnnovative Urban Strategy

award of the EUROCITIES organization
congregating European cities.

Fehérvar microcredit Fejér Enterprise Agency Microcredit programme segvithe purpose df
developing local enterprises financed by the
Local Government of Székesfehérvar.

|BM microcredit for restarting Fejér Enterprise Agency When IBM closed down its Székesfehérvar plant] it

donated HUF 300 million to the local enterprise agency
to set up a microcredit programme for restarting. Former
IBM employees wishing to set up an enterprise| or
microenterprises  employing such former IBM
employees could apply to this credit. The progranime
proved that microfinancing can be applied efficiently| in
order to tackle certain local employment crisis.

OTP-FEA microcredit Fejér Enterprise Agency The first microcredit peogme in Hungary
fully based on sources provided by commergial

banks. Due to the high interest rates it is [not
expected to be very popular.

idi1-Ri Budapest Enterprise Public Funds Credit programanadhed to the pattern of the
Hajdu-Bihar Smal
. . Budapest ~ Small Entrepreneurial Credit
Entrepreneurial Credit programme.
Programme
¢ ’ i it Bacs-Kiskun Enterprise Agency Microcredit programommpleted with sources
Aranyhomok microcredi

provided by credit institutions.

programme

7. GOVERNMENTAL SUPPORT

So far all the Hungarian governments have emphasized their ambitions to suppectdheHowever,

it must be noted that the Hungarian enterprise development systharacterized by fierce lobbying
activity. That is why the professional work of the Ministry @oBomy and Transport supervising the
field faces a lot of difficulties. Since the practical measiwalways appear as a consequence of certain
intention of action, the occurring contrasting intentions often suppeeds other. For an outsider it
can create the image of ‘standing in one place’. In this ®tudat is rather difficult to speak about
clear-cut governmental support.

Naturally, one can see changes or developments of professional, natyrevhich shows that the
microfinancing professional organizations are supported grddté/amendment of Act CXIl of 1996
on Credit Institutions and Financial Enterprises can be owedstowhich significantly improved the
legal background of microcrediting, and made way for several favoutetimical and financing
changes.
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(A counterexample of this is Government Decree 1M065/2003 (VII.15.) on the improvement of the opputies of
micro, small and medium-sized enterprises to receitedit adopted despite the strong protest of phafessional
organizations, which in a paradox manner made thgootunities of micro, small and medium-sized qumises to receive
credit significantly worse. The consequences ofithstic fall in the number of clients have beeaveh earlier.)

8. REGULATIONS REGARDING THE HANDLING OF FINANCES AND
MICROENTERPRISES

The most important relevant Hungarian ru

les of law and resolutions:

Law or Government Decree

Content

Note

Act XXXIV of 2004 on small and medium-
sized enterprises and the support of their
development

It provides the definition* of the
individual entrepreneurial
categories (micro, small and
medium-sized enterprise), as
well as the conditions of the
state subsidies and programm
that can be provided for them
and their harmonization. It
determines the constitution of
the Enterprise Development
Council.

hLaw.

Act IV of 2006 on economic organizations

It determines the forms of t
economic organizations that c:
be established and the legal
conditions regarding their
establishment.

neaw.
AN

Act CXII of 1996 on credit institutions and
financial enterprises

It determines the rules and

conditions of operation for the
profit orientated participants of
the money market.

Law. In accordance with
Section 2 (1) (h) of the
act, the lending of credi
from the National
Microcredit Fund by
HEA as well as the
microcrediting activity
of theenterprise
agencies operating in th
counties and the capita
® do not fall under the
effect of the act!

Government Decree No. 1167/2002 (X.10
on the tasks relating to the implementatior
the ‘Esélyt a joének’ (Let us give future a
chance) programme

A decision (among others) abd
1tbé need to increase the
(National) Microcredit Fund by
one billion forint.

(ttis not a law. It has not
been executed.

Government Decree No. 1065/2003 (VII.1
on the improvement of the opportunities o
micro, small and medium-sized enterprise
to receive credits

3) reduced the upper limit of thg
fcredit that can be lended withir
the framework of the National

3 million from HUF 6 million,
and it made the eligibility
conditions stricter.

Microcredit Programme to HUF,

nlt is not a law. It has
Zbeen adopted despite the
protest of the

| microfinancing
organizations. The
number of people
applying for the credit
has decreased
dramatically quite
contrary to the declared

objectives.
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Decree No. 80/2004 (V.18.) adopted by th
Ministry of Economy and Transport on the
participating organizations performing
partial tasks in the utilization and handling
certain allowances of the Ministry of
Economy and Transport

dt places the tasks relating to theaw. It has not been

handling of the Microcredit
construction under the effect o
tife Vallalkozoi
TamogataskozvetitZRt.

executed.

Government Decree No. 2163/2004 (VII.5
for returning regional and national credit
funds financed by PHARE, on the
arrangement of the rights relating to the
credit guarantee funds in connection with
them, and the operation of the Microcredit
Programme, Microcredit System
implemented with the utilization of the
Funds

Jt authorizes the minister for th
economics and transport to
exercise proprietary rights
relating to the state-owned
Microcredit Funds on behalf off
the Hungarian Republic.

gt is not a law. The
financial closure of the
funds with the EU had
not taken place until the
preparation of the study.

Directive No. 15/2006 (MK 94.) of the
Ministry of Economy and Transport on the
organizational and operational regulation
the Ministry of Economy and Transport

It places the ‘professional’
supervision of the (National)
piMicrocredit Programme under
the effect of the financing
department, and the
performance of the tasks of thg
President of the National
Microcredit Committee (the
advisory body of the advisory
board of the HFEP).

It is not a law.

v

L

Decree No. 6/1996 (VII. 16.) of the Ministr
of Social Affairs and Labour on subsidies

Wt determines the conditions of
granting the subsidies

facilitating employment, as well as subsidi
that can be granted from the Labour Mark
Fund to handle employment crisis situatio

dacilitating the unemployed
gheople to become entrepreney
ns

Law. It is under
execution.

IS.

* According to Section 3 (1) of Act XXXIV of 2004n enterprise is considered to be a small or mediaed enterprise

if
a) it employs fewer than 250 people, and

b) its net annual sales revenues do not exceedradibunt equalling to EUR 50 million, or the taahount of its
balance sheet does not exceed a HUF amount equellBUR 43 million.
(2) Within the SME category an enterprise is coas#d to be a small enterprise if

a) it employs fewer than 50 people, and

b) its net annual sales revenues or the total atrafiits balance sheet do not exceed a HUF amaprdliing to EUR 10

million.

(3) Within the SME category an enterprise is coasid to be anicroenterprise if

a) it employs fewer than 10 people, and

b) its net annual sales revenues or the total amotinf its balance sheet do not exceed a HUF amourdguelling to

EUR 2 million.

(4) An enterprise in which the direct or indiregtr@rship stake of the state or the local government the basis of its
capital or vote — exceeds 25% separately or collggtis not considered to be an SME.

Note:

There is no separate regulation regarding the kstiatient and operation of microenterprises. Thesp dhll under the
effect of the general economic and taxation lavie @ffective taxation laws have not been listed.
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Other requlation:

The National Microcredit Programme is (in principle) operateédcordance with the Microcredit
Manual in a manner specified in the international contract.

The members of the Network operate the mutual Local Microcredgtructions of thédungarian
Microfinance Network ® in accordance with the rules of procedure approved by the National
Microcredit Professional Committee created on the basis dflibefinancing Regulation approved

by the presidium of the network.

The single independent microfinancing organizations ofHhagarian Microfinance Network ®
operate their microcredit constructions financed from own sowrceurces received from other
donors in accordance with their own internal regulation.

9. FINANCIAL AND FUNCTIONAL SUSTAINABILITY

During the past 15 years since the microfinancing programmesheare present in Hungary, the
operators have gained great experience regarding the financial suitgiobthie programmes.

In the first eight years of the operation of the Nationalrbticedit Programme which according to
the reports of the EU delegation was a success story in the lifie #thare programmes operated in
Hungary —the financial sustainability was realized on a nationalllgu#e financial figures have
been presented above.) As | have already mentioned, the prograasrmmsidered to be the best
practice in the region according to an international survey.

During this period the microcredit funds handled in a decentralized mavere handled and
managed by the organizations placing out the creditsThe costs of central co-ordination were very
little, because the tasks could be attended to by a manager andnamstadtor. However, it is
important to see that the financial sustainability is in close connection wisizehef the handled fund
and the credit portfolio, the scale of the transaction inteagstof the credits, as well as the size of the
crediting loss. The scale of the risk undertaken at the time ahglaut the credits affects this latter
factor significantly. It is also affected by the scalehs legal securities required as the collateral of
the credits.

| find it important to highlight in this subject that we should not téileecategory measured with the
scale of the commercial banks as a starting point when estgrisiee possibility of self-sustaining
during the planning of the individual microfinance programmes. The Eurgpea&tice also shows
that when programmes financed from public funds serving national egomtenests are launched,
financial return and sustainability are not necessarily the mgsbrtant aspects. It is much more
important for the national economy to facilitate the progress anavaphe competitiveness of micro
and small enterprises with the various measures.

The microfinance programmes are like this, for example. Thessig of state intervention and
financing in case of these programmes can be deducted from tiretited tendency ofmarket

failures, which starts from the fact that the normal efficient opemattd the market has some
prerequisites. Since in the given case these conditions carhbestiict and incomplete, they are not
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satisfied completely in certain market segments. Thus, in thadeetrsegments the market will either
break down or result in inefficient supply or demand differing from the optimum.

There can be market failures where for some reason the opduatatigns of the market do not assert
themselves satisfactorily or at all.

Accordingly, those places are called market failures in the arket processes when government
intervention is required in order to maintain undisturbed operation.

‘Incomplete markets’, including, for example, the certain moneskets as well, are considered as
one type of the market failures. One of its typical typesi@afinancing, where there is no suitable
market supply for the continuously existing demand due to the reassasbdd in the previous
chapters. This situation can only be resolved with adequate financing and cokamdinat

At the same time it is important to be aware of the fat this in not only a financing issue in case of
microcrediting and it cannot be narrowed down to the implementatidmegbrofitable operation of
certain funds. Those ‘benefits’ that can be expected from the progga are much more important,
however it is not easy to transform these benefits into figures.

For example, in my opinion in case of microcredits facilitatimgemployed people to become
entrepreneurs the yield increasing factor of the funds should not bideredsto be a primary and
exclusive importance. It appears as a yield for the socieheifinemployed people do not queue up
for the unemployment benefit (which could as well be provided in fguiie months, if they can
keep themselves and probably their families, and last but nothegshave a possibility to avoid the
mental and psychic deterioration that is often provable in case afiployed people, and which
makes it more and more difficult for them to return to the laboarket. Not to mention its
consequence on health. By taking into consideration these aspect®itss easy to determine the
criteria of financial sustainability, thus, the centralizationth& microcredit programme in 2000 with
reference to financial sustainability considering the long-termtsftacthe economy was a mistake.

Naturally, the credit-like subsidies operated as a fund to benestuwork with a much better
efficiency compared to the one-off subsidies not to be returned, evke ftind is becoming less,
since the necessary replacement of the fund is of a much smeedller. In case of microcredit
programmes — should the nominal value of the funds decrease — in mgnottis replacement
financing has to be compared to the previously mentioned-financial ‘social benefit' and
considered by the political decision-makers.

| also find it important that the evaluation of this should take ptgctaking into consideration the
local national characteristics. The development of the given ecormmglbas the social and cultural
background are very important, which can show significant diffeseegen within the individual
countries.

(It cannot be accepted from a professional point of view, for exantipde certain microcredit
programmes operated in Asia or in the third world.g. the ‘beggar’s programme’ or the ‘latrine
programme’— can be adapted in Hungary under a system of conditions operatingnierprise
development criteria.)

-26 -



@ TIBOR SZEKFU: THE MICRO-CREDITING SECTOR IN HUNGARY 2007

10. CHALLENGES TO BE MET BY THE SECTOR

At the moment, the biggest challenge to be met by the micrafimgusector in Hungary since the
centralization of the National Microcredit Programme in 20080s to enforce the professional
aspectsin the central measuréetter, and toobtain alternative sourcesin order to operate the Local
Microcredit Programmes.

The centralization of the sources of the National Microcredigi&mme of the Hungarian Enterprise
Agency implemented in 2000 and the centralized operation of the programemagainst the
international practice and have lead to abandoning the original psargwadually. The created
‘National Microcredit Fund’ cannot work efficiently in its presdatm, and the alternative Local
Microcredit Funds are not enough to counterbalance the errors of the centrainpnegra

Dated: 14 August 2007, Székesfehérvar

TIBOR SZEKFU
Fejér Enterprise Agency
Deputy Managing Director, Financing Director
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