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The MNB delivered on its promise: IRS and
mortgage-bond buying programme starts in 2018

At its previous two meetings the MNB underlined that:

e since the last Inflation Report in September, the MNB sees even stronger downside
risks to inflation and its view was supported by the lower-than-expected inflation data in
October. This is in line with our long-held forecast that inflation next year could easily
surprise to the downside.

o the appreciating HUF is considered by the MNB as undesirable tightening of monetary
conditions via lower imported inflation, which should be counterbalanced by lower rates

o therefore short-term rates could be around zero or even in the negative territory for at
least two years, which is already priced in

e to reach this the outstanding amount of FX swaps will be increasing (it grew from HUF
900 billion to HUF 1,400 billion in the past two months)

e most importantly: the MNB would prefer to see an increase in the share of loans
with long periods of interest rate fixation, which could be aided by lower longer-
term yields.

Before the meeting, the market expected the MNB to do something extraordinary — this was
reflected by the fact that short-term yields stayed around zero, the two-year forward for the
short-term yield fell 40 bps and the 10-year bond yield dropped 50 bps in the past two months.

The MNB did not fail to deliver, it even surpassed these expectations. The MNB’s Monetary
Council introduced a new, unconditional interest rate swap (IRS) and a mortgage-bond
buying programme, to control the long end of the yield curve. The short end is already
controlled by the O/N interest rate and the FX swaps.

Unconditional IRS:

e Amount: HUF 300 billion in 2018Q1, but every three months, the Monetary Council will
review this amount for the next three months, much in the same way as it does in the
case of the 3M central bank deposit.

e The overall amount for 2018 could be HUF 1,000-1,500 bn, the Deputy Governor said.

e Maturity will be five and ten years and could be used for hedging the interest rate risk
of government bonds or of corporate and household loans as well.

o The programme will run for one year but it could be extended further if the Monetary
Council deems it desirable.

Mortgage-bond-buying programme:

e Amount: on average, 50% of the mortgage-bond market, around HUF 500 bn

e Maturity: three years or longer

e Wil run for one year and due to its huge size relative to the market, we assume that it
will not be extended further

Finally, the last sentence of the press release changed, to indicate that no new monetary policy
tool is in the pipeline at this point.

The above mentioned tools are aiming to lower the longer-term yields, which will help facilitate
the spreading of fixed-interest-rate loans, which the MNB sees desirable, Deputy Governor ) i
Marton Nagy added. In 2018 HUF 1,180 bn worth of government bonds will mature and the | Chief Economist
banking sector is holding around HUF 7,000 bn worth of government bonds, so the IRS | Gergely Tardos
programme seems powerful in its amount to reduce longer-term yields. +36 1374 7273

In the case of the mortgage-bond market the current outstanding amount is HUF 951 bn, but tardosg@otpbank.hu

next year it could reach or even surpass HUF 1,000 bn because under the current MNB decree
every HUF 100 worth of mortgage loans must be financed with HUF 15 worth of mortgage | Analyst
bond. This rate will increase to 20% from 2018 October, effectively increasing the size of the

Daniel M6dos
market.

+36 1 301 2810
ModosD@otpbank.hu
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The transmission mechanism of the new tools:

1. The MNB wants to see an increase in the share of the loans with long period of interest
rate fixation. For this to happen, longer-term yields must be lowered.

2. With the new IRS programme, the longer-term swap yields are lowered, which will also
have an effect on government bond yields

3. Because the IRS is unconditional, the spread between the swap and bond yield could
increase.

4. These will reduce the yields on government and mortgage bonds, which will facilitate
the increase of the loans with longer period interest rate fixation.

Chart 1: Liquidity inflow and Chart 2: Inflation forecast, (YoY,
volume of the 3M deposit (HUF bn) %, NSA)
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In the coming quarters, the MNB will use the available and the newly introduced tools to
manage the shape of the yield curve and the HUF exchange rate. These monetary policy tools
help longer-term yields drop further, and we think that the share of loans with long periods of
interest rate fixation will increase.

It is worth noting that the ECB started to taper off its QE programme this year and it could
completely phase it out in the end of 2018. Besides, other CEE countries (the Czech Republic
and Romania) also started to gradually normalize their monetary conditions. In Romania, the
tightening is due to the high real-wage dynamic and the high business-cycle-adjusted fiscal
balance, while the Czech Republic wants to prevent the overheating of its economy.

Even though Hungary is in the same stage of the business cycle as the other CEE countries,
and there are sectors in the economy that are close to full capacity, the MNB deemed it
desirable to loosen the monetary conditions further and pledged that interest rates could be
staying at the current low levels for the next two years (until 2019). It is a risky strategy, but if
inflation remains below expectations after 2019 as well, it could pay off.
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Disclaimer

OTP Bank Plc (in Hungarian: OTP Bank Nyrt.) (“OTP Bank”) does not intend to present this document as an
objective or independent explanation of the matters contained therein. This document (a) has not been prepared
in accordance with legal requirements designed to promote the independence of investment research, and (b) is
not subject to any prohibition on dealing ahead of the dissemination of investment research. OTP Bank may hold
a position or act as market maker in the financial instrument of any issuer discussed herein or act as advisor or
lender to such issuer.

Although the information in this document has been prepared in good faith from sources, which OTP Bank reasonably
believes to be reliable, we do not represent or warrant its accuracy and such information may be incomplete or
condensed. Opinions and estimates constitute our judgment only and are subject to change without notice.

This communication does not contain a comprehensive analysis of the described issues. This material is for informational
purposes only. This document is not intended to provide the basis for any evaluation of the financial instruments
discussed herein. In particular, information in this document regarding any issue of new financial instruments should be
regarded as indicative, preliminary and for illustrative purposes only, and evaluation of any such financial instruments is
made solely on the basis of information contained in the relevant offering circular and pricing supplement when available.
OTP Bank does not act as a fiduciary for or an advisor to any prospective purchaser of the financial instruments discussed
herein and is not responsible for determining the legality or suitability of an investment in the financial instruments by any
prospective purchaser. This communication is not intended as investment advice, an offer or solicitation for the purchase
or sale of any financial instrument, and it does not constitute legal, tax or accounting advice.

Information herein reflects the market situation at the time of writing. It provides only momentary information and may
change as market conditions and circumstances develop. Additional information may be available on request. Where a
figure relates to a period on or before the date of communication, the figure relates to the past and indicates a historic
data. Past performance is not a reliable indicator of future results and shall be not treated as such. OTP Bank makes no
representation or warranty, express or implied, is made regarding future performance of any financial instrument
mentioned in this communication. OTP Bank shall have no liability for the information contained in this for any loss or
damage whether direct, indirect, financial, economic, or consequential, whether or not caused by the negligent act or
omission of OTP Bank, provided that such limitation of liability shall not apply to any liability which cannot be excluded or
limited under the applicable law.

Before purchasing or selling financial instruments or engaging investment services, please examine the prospectuses,
regulations, terms, agreements, notices, fee letters, and any other relevant documents regarding financial instruments or
investment services described herein in order to be capable of making a well-advised investment decision. Please also
speak to a competent financial adviser for advice on the risks, fees, taxes, potential losses and any other relevant
conditions before you make your investment decision regarding financial instruments or investment services described
herein. The financial instruments mentioned in this communication may not be suitable for all types of investors. This
communication does not take into account the investment objectives, financial situation or specific needs of any specific
client. This communication and any of the financial instruments and information contained herein are not intended for the
use of private investors in the UK. Any individual decision or investment made based on this publication is made solely at
the risk of the client and OTP Bank shall not be held responsible for the success of the investment decisions or for
attaining the Client's target.

OTP Bank Plc. (registered seat: Nador utca 16., Budapest H-1051, Hungary; regulated and authorised by the Hungarian
Financial Supervisory Authority (Pénziigyi Szervezetek Allami Feliigyelete, H-1013 Budapest, Krisztina krt. 39.) (the
“PSZAF”), with PSZAF licence numbers: 11/41.003-22/2002 and E-I11/456/2008. For more information, please refer to the
website: https://www.otpbank.hu/portal/hu/Megtakaritas/Ertekpapir/MIFID). All rights reserved. The copyright of this
publication is exclusively owned by OTP Bank Plc and no part of this material can be reproduced, re-used or disseminated
without the prior written consent of OTP Bank Plc. The terms and conditions of this disclaimer shall be governed by and
construed in accordance with English law.

If you received this document from OTP Bank Plc, then it was sent to you with your previous consent. You may withdraw

this permission by sending an e-mail to research@otpbank.hu or writing a letter addressed to "Research Center”, Hungary
1051, Budapest Nador utca 21. Please refer to your name and e-mail address in both cases.
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