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CPI stagnated at 2.1% YoY in January, despite lower-
than-expected pass-through of VAT cuts

Inflation in Hungary was 2.1% YoY in January, the same as in the previous month, the KSH
statistical office said. The incoming data was in line with our forecast and market consensus
as well. Filtered inflation (inflation without volatile items and all government measures) held
steady at 3% YoY. Its annualized 3M/3M change (rolling QoQ) was 2.7%.

The main questions about the current data were the following: to which extent will the VAT
cuts (from 18% to 5% on internet providing services and on catering, and from 27% to 5% on
fish and animal offal) pass through, and will the re-pricing intentions of economic actors gain
impetus due to the robust domestic demand? The answers are mixed. Just like a year earlier,
internet service providers pass through the entire theoretical effect of the cut, but the price
reaction in catering services was muted: in our estimate, just a modest 30% of the theoretical
maximum effect was reflected in prices in January, while in the case of unprocessed foods it
was about 60% — compared to the previous year’s around-80% figure. Although these figures
do not mean that the cumulative pass-through will not be higher later, the first month’s effect is
weaker than a year ago. This suggests that demand is strong enough to provide room for not
giving the benefit to costumers.

Yet the price-setting behaviour does not show many signs of aggressive price hikes: in core
service items the January MoM index lags behind its 2017 January figure. However, it holds
uncertainty and field experience suggests that re-pricing may accelerate in the coming
months. In our view, with low overall inflation and stable regulated prices, price-setting across
services has become less coordinated. Previously, the January regulated price hikes (which
are an important cost item for several services and acted as a signal of overall inflation trends)
encouraged firms to change their prices at the beginning of the year. In recent years,
administrative price hikes practically vanished in Hungary, and re-pricing also appears to be
more evenly distributed throughout the year. So far, 3M on 3M annualized core services’ CPI
has dropped to 2.1% from 4.1% a year ago, while a similar measure of trend CPI was 0.8% in
January, a four-and-a-half-year low.

Besides, in January there was a downward surprise in unprocessed foods and in non-durable
goods prices. The first is related to core unprocessed foods (i.e. non-seasonal items such as
flour, meat and egg) as well as potato, while the latter was quite broad-based. The egg price
rally seems to be over and some normalization may come. On the other hand, processed food
inflation has not dropped as fast as we had forecasted, because of processed fruit and
vegetable prices, and sugar prices also show sign of some future increase.

Regarding fuel prices, our medium-term forecast assumed peaking prices at the turn of
2017/18, and some modest decline going forward. Taking into account the most recent
evolution of Brent crude's price, this assumption has been right so far.

In all, the 2.1% YoY CPI in January is generally in line with our medium-term forecast, while
our most recent subgroup trackers point to decelerating CPI in all the main fields of consumer
prices. We maintain our below-market consensus expectation of around 2% CPI for the
majority of 2018 (the February Focus Economics consensus forecast is 2.6%). CPI is not
expected to increase before the second half of 2018 and is unlikely to match the MNB’s 3%
target in a sustainable manner before the second half of 2019.

As a result, we maintain our expectation of a very loose monetary policy over the next several
quarters; even though the central bank seems to be less committed to keeping down the long
end of the curve (instead, it targeted stable spreads above international benchmarks). In any
case, short rates are likely to stick to zero and any form of tightening is very unlikely to come
before the second half of 2019.
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Chart 1: Summary chart of inflationary processes
(annual changes, %)

Chart 2: Core* and trend inflation*
(annual changes, %)
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Chart 3: Trend inflation* Chart 4: Non-durable goods inflation*
(annualized 3M/3M changes, %) (annual changes % and 2000 Jan=100)
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Chart 5: Durable goods inflation* Chart 6: Market services inflation*
(annual changes % and 2000 Jan=100) (annual changes, %)
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Chart 7: Core services inflation*
(annualized 3M/3M changes, %)

Chart 8: Intra-year price setting in core services*
(cumulated, over previous Dec, %, SA)
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Chart 9: : Evolution of our CPI forecast*
(annual changes, %)

Chart 10: Evolution of our trendCPI forecast*
(annual changes, %)
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Sources: HCSO, OTP Research
*Short-term forecast: our model-based short range forecast, updated
every month with the incoming data
Medium-term: our model-based forward looking forecast, updated
twice a year

Sources: HCSO, OTP Research

*: Filtered from indirect tax (including financial transaction tax) and
visit fee changes; Short-term forecast: our model-based short range
forecast, updated every month with the incoming data
Medium-term: our model-based forward looking forecast, updated
twice a year

Chart 11: Forecast of imported inflation*
(2005=100)

Chart 12: Evolution of our core-processed food inflation
forecast* (annual changes, %)
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Sources: HCSO, OTP Research
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Short-term forecast: our model-based short range forecast, updated
every month with the incoming data Medium-term: our model-based
forward looking forecast, updated twice a year

Sources: HCSO, EC, OTP Research

*Short-term forecast: our model-based short range forecast,
updated every month with the incoming data Medium-term: our
model-based forward looking forecast, updated twice a year
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Chart 11: Evolution of our core-unprocessed food Chart 12: Evolution of our fuel price forecast*
inflation forecast* (annual changes, %) (annual changes, %)
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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; authorised by the Hungarian Financial Supervisory Authority (Pénzigyi
Szervezetek Allami Feliigyelete, (the “PSZAF”), with PSZAF licence numbers: 11/41.003-22/2002 and E-l11/456/2008. Supervisory authority: Magyar
Nemzeti Bank (National Bank of Hungary — H-1013 Budapest, Krisztina krt. 39.sz. 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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