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Hungary's current account deficit exceeded 6% of GDP in Q1, external debt
rose faster than expected

Due to higher energy prices, strong domestic demand, and with the semiconductor shortage
being a drag on exports, the current account and the net financing capacity of the Hungarian
economy worsened fast, to around -6%/-6.5% of GDP. FX reserves just reach the level that
could be considered adequate because external debt, especially short-term external debt,
rose fast, partly due to hopefully one-off factors, like a rising-inventories-driven increase in
trade credits, and weak net FDI inflow in Q1.

We maintain our current account and net financing capacity forecast of -7% for this year,
which could moderate to around 4.5% next year as fiscal policy will be tightened, borrowing
will fall on higher interest rates, and we also expect energy prices and product chain
disruptions to ease. We expect external debt to follow a trajectory that rises this year and
then turns into stagnation in 2023, in line with smaller deficit, but risks are on the upside.

Indicators of external balance have deteriorated to around 6-6.5% of GDP (Charts 1and 2)

e In Q1 Hungary's C/A balance came in at EUR -2.3 bn, or a seasonally adjusted EUR -2.5 bn, which
amounts to 6.4% of GDP. The SA deficit widened further compared to 5% in Q4 2021 and
deteriorated sharply in comparison with Q1 2021, when the balance showed a modest surplus of
EUR 0.3 bn NSA, and 0.2 bn SA (0.5% of GDP). Past data have been also revised, so last year's deficit
reached 3.2% of GDP. The main factor behind the deteriorating trend is higher energy prices; net
energy balance worsened by nearly EUR 3 bn over a year, mainly driven by higher prices. The
lasting supply-side bottlenecks that increased inventories and dragged down exports also played
a role, just like the huge fiscal-spending-related consumption boom. But these factors were
dwarfed by the energy price effect. These factors have been partly counterbalanced by higher
service revenues and improvement in the income balance.

e EFC1(the sum of the C/A and the capital balances): EU fund absorption stagnated at EUR 1.8 bn in
quarterly and rose by EUR 1.2 bn in annual comparison, so the EFC1 deteriorated to -2.5% of GDP in
Q1(SA), and the balance of the past four quarters sank to -1.6%.

e EFC2 (EFCT plus net errors and omissions): the first best indicator of external imbalances (in our
view) showed a huge surplus until 2017, a balanced position until 2020, then it started to worsen
fast in 2021 to -5% of GDP in Q4 2021, and to -6% in Q1 2022. This deterioration went hand in hand
with the current account, as higher EU fund absorption was counterbalanced by higher net errors
and omissions - which usually means more hidden imports.

Capital flows: FDI inflow low, the deficit was mainly covered by debt (Charts 3 and 4)

e In Q1FDI inflow fell to zero (these are preliminary data, final figures will be available much later,
when corporate tax returns for 2022 will be incorporated into the balance of payment statistics),
while FDI outflow got stronger, so the net inflow was negative (EUR -1.5 bn) in Q1. This drove down
the four-quarter net FDI inflow to a mere EUR 1 bn, or to 0.6% of GDP (from 1.7% in Q4 2021). There
was also outflow in portfolio equities (EUR 1.2 bn in Q1). As the net financing requirement rose,
while non-debt generating inflows moderated, external financing became even more debt-based.
The netincurrence of external debt reached EUR 5 bnin Q1,and EUR 9.5 bn in the past four quarters
(without intercompany debt, which we consider as a non-debt generating item).

www.otpresearch.com

® otpbank

Chief Economist

Gergely Tardos
TardosG@otpbank.hu

Institutional Sales
Desk

Attila Preisz

Head of Department
+3612887526
Attila.Preisz@otpbank.hu

Zoltan Ballai
+361288 7545
Zoltan.Ballai@otpbank.hu

Kitti Palasthy
+361288 7574
Kitti.Palasthy@otpbank.hu

Péter Nagy
+361288 7551
Peter.Nagy.4@otpbank.hu

Judit Kornis
+361288 7548
Judit.Kornis@otpbank.hu

Corporate Sales Desk

Janos Imrei

Head of Department
+361288 7544
Janos.Imrei@otpbank.hu

Nora Ilona Gordos
+361288 7549
Nora.llona.Gordos@otpbank.hu

Borbala André

+361288 7541
Borbala.Sarolta.Andre@otpbank.
hu

Edit Kovacs Gyimoéti
+361288 7542
KovacsGyE@otpbank.hu

Istvan Fodor
+361288 7555
Istvan.Fodor.1@otpbank.hu

Rudolf Flérian Andorka

+36 12887558
Rudolf.Florian.Andorka.1@otpba
nk.hu

Péter Huck

OTP Trader

+361288 7543
Peter.Huck.2@otpbank


mailto:TardosG@otpbank.hu
mailto:Attila.Preisz@otpbank.hu
mailto:Zoltan.Ballai@otpbank.hu
mailto:Kitti.Palasthy@otpbank.hu
mailto:Peter.Nagy.4@otpbank.hu
mailto:Peter.Nagy.4@otpbank.hu
mailto:janos.imrei@otpbank.hu
mailto:Nora.Ilona.Gordos@otpbank.hu
mailto:KovacsGyE@otpbank.hu
mailto:Istvan.Fodor.1@otpbank.hu
mailto:Rudolf.Florian.Andorka.1@otpbank.hu
mailto:Rudolf.Florian.Andorka.1@otpbank.hu

FLASH REPORT — HUNGARIAN BOP @ Otpbank

Indebtedness and FX reserves: gross external debt rose further (Charts 5-7), the level of FX reserves could be seen as

just adequate

e InQ1grossexternal debt' reached EUR 97 bn, which is consistent with an increase of EUR 5bn in a quarter and EUR 16
bn over a year, so the gross-external-debt-to-GDP ratio reached 64% of GDP. The level could be seen as average in
regional comparison.

o Net external debt rose by EUR 2.5 bn in Q1, and by EUR 7 bn over the past 12 months, to EUR 19 bn or 11.5% of GDP,
which is still modest.

e More worrying is that short-term external debt rose by EUR 6bn in three months, and by EUR 10 bn in 12 months,
reaching EUR 33 bn, or 22% of GDP. This could be party explained by higher inventories and soaring energy prices,
which cause companies to borrow more in the form of short-term trade credits (their stock rose by EUR 2 bn).

e By the end of March, Hungary's FX reserves reached EUR 37 bn, from which EUR 1 bn was related to HUF liquidity
boosting FX swaps. Since then FX reserves have moderated to EUR 34 bn by May, while the volume related to swaps
fell to EUR 0.3 bn. These figures mean that the level of FX reserves could be considered just adequate, as the short-
term debt rule and the IMF rule (which combines external debt, monetary base, and import-related rules, and also
takes into account the exchange rate regime) would suggest at least EUR 33 bn. The import rule (which considers the
reserve level adequate if it covers three months of imports) would suggest EUR 37 bn, but we do not think that this
rule could be used for Hungary, where most of the imports are reexported in a few months.

In our previous BoP report in March, we argued that the temporary factors deteriorating Hungary's external position
(higher energy prices and supply chain disruptions) were likely to last longer, as we expect energy (particularly natural
gas and electricity) prices to remain at elevated levels, and to moderate only very gradually over the coming years.
Although the fiscal adjustment programme has been announced and monetary tightening is going on, and we also
expect higher tourism revenues and some improvement in product chain disruptions, these factors are unlikely to be
able to fully offset the energy bill effect. We maintain our current account balance forecast of -7% of GDP for 2022, and
-4.5% for 2023, which are well above the market consensus in the Focus Economics poll (up to -4.2% for 2022 and -2.5%
for 2023, from -1.9% for 2022, and -1% for 2023 in March). We maintain that the net financing requirement could be
equal to the current account deficit, as the NEO might offset EU fund absorption. Regarding financing, we would expect
some improvement in net FDI inflow due to weaker M&A activity of Hungarian companies, and more inflow due to
manufacturing investments like the BMW plant or battery factories. The main risks have not changed since the previous
quarter: EU funds and energy prices means huge negative risks. We assume a deal with the EU this autumn, which is far
from a done deal, and the lack of EU fund inflows could result in higher net financing capacity. Regarding energy prices,
we assumed gas prices of EUR 100, oil at USD 110, with a 30% Brent-Urals gap. According to our calculation, under these
conditions Hungary's external debt would exceed 70% of GDP by the end of 2022. However, external debt and especially
short-term debt rose faster in Q1than we had expected, which partly could be explained by temporary factors, like weak
FDI inflow, and a rise in trade credit financing inventories, so debt processes should be monitored closely.

1 We use the BoP and external debt figures without SPVs. In our view, the figures that contain special-purpose
vehicles are heavily distorted by entities that do not have too much to do with the Hungarian economy. We found
that data cleaned from SPVs are more consistent with the Hungarian macro trajectory, and provide more reliable
information on indebtedness and vulnerability. We also filtered out intercompany loans, which we consider to
be more FDI-like than debt.
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Chart 1: Main indicators of external balance
(as % of GDP, SA)
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Chart 4: Structure of (net) capital flows

(as % of GDP, four-quarter average)
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Chart 6: Indicators of external indebtedness (as % of

GDP)
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Chart 2: Net financing capacity of the main sectors and
the whole economy (as % of GDP, SA)
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Chart 5: Net FDI inflow (4Q sum; EUR bn)
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Chart 6: Gross external debt by sectors (as % of GDP)
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Chart 8: Gross external debt (w/o intercompany debt,
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Chart 9: Reserves and reserve adequacy rules (EUR

as % of GDP, data available till Q4 2021) bn)
140 - 40 - - 40
35 - 35
120
Hun 30 1 - 30
100 | y 25 - 25
, ~ L
80 | —Ro 20 / RAVENS 20
¢ 15 - £ - 15
60 1 \/\ © 0 X / e=FX reserves 0
—Svk 10 -=Short term debt 1
| 5 - 3 month of imports L
40 —PI —IMF rule
C O TTTTTTTTI I T I T T T I T T T T I T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T ITTTTTITTTT
20 B z A o o o o o
S R R I I 9999999999999 99999999
g5 828 c-cd23FIBLSEDS Qg 03838858820 IDEERTIRAN
S 33 5o o oS oo oo oo o oS SO0 0000000000000 O0O0O00O
A NN NN AN NN NN NN NN AN AN AN NN AN AN NN NN AN NN NN AN NN N
Sources: Datastream, OTP Research Source: MNB

Disclaimer

1.

The statements in this document shall not be considered as an objective or independent explanation of the matters. Please note that 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 or publication of investment research.

This communication does not contain a comprehensive analysis of the described issues. No part, chapter, or the entirety of this information shall be
considered as investment recommendation, an offer or solicitation for the purchase or sale of any financial instrument, inducement to invest,
financial or investment analysis, investment research or marketing communication, not even if any part of this document contains a description of
a certain financial instrument in terms of its possible price or yield development, and the related investment options; the data herein are for
informational purposes only. This document shall not be considered as investment recommendation falling under Directive 596/2014/EU of the
European Parliament and of the Council. This document does not take into account investors' individual interests, circumstances, or objectives;
therefore, in the absence of personal recommendation, it shall not be considered as investment advice. OTP Bank intends to make this document
available to its clients or to the public, or to make it accessible to other persons in such a way that allows this document to be disseminated to the
public.

Information herein reflects the market situation at the time of writing. However, it provides only momentary information and may change as market
conditions and circumstances develop. You may request more information from OTP Bank. Although the information in this document has been
prepared in good faith from sources that OTP Bank believes to be reliable, we do not represent or warrant its accuracy or completeness. This
document was prepared using data, facts and information from the following essential sources: Bloomberg, Reuters, KSH (Hungarian Central
Statistical Office), Eurostat, Magyar Nemzeti Bank (Hungary's central bank) AKK (Hungary's Government Debt Management Agency), and European
Central Bank (ECB). The opinions and estimates in this document are based on the opinion of OTP Research's analyst(s) at the time when the document
was prepared, and they may be subject to change at any time in the future without further notice. You may receive different recommendation from
the staff of OTP Bank, in particular if you are provided investment advice based on an investment advice agreement.

This publication contains generic presentation of information and knowledge, thus it does not take into account the individual clients' unique and
special interests, financial condition, or their ability and willingness to take risks. Therefore please contact our staff or contact your banking
consultant for advice before you make an investment decision. The assessment and the consideration of the individual circumstances is provided
by the suitability and appropriateness tests that assess clients' financial knowledge, experience, risk-taking abilities, as well as the examination of
the target market.

Before making an informed decision to invest and to use the services, please carefully read through all documents, including the documentation,
prospectus, regulations, terms and conditions, announcements and key information documents for that product/service, and carefully consider the
subject, the risk, the fees and costs of your investment, the possibility of any loss, and seek information about the tax regulations regarding the
product and the investment. The prices of financial instruments and securities are changing, outrights sales are realized at then current market
prices, which may involve losses.
The information and opinions in this document do not substitute or take the place of the issuance documentation for the given financial assets (e.g.
prospectus, fund management rules), or their brochures or announcements.

You assume total responsibility and risk for any specific decision or investment; OTP Bank shall not be held responsible for the effectiveness of
investment decisions or for reaching your purpose, nor for the individual investment decision made based on this document or any part thereof, or
for their consequences.

Investments in financial instruments carry a certain degree of risk, which may affect the effectiveness of the investment decision, and investors may
not receive the whole amount they expected the investment to yield in their investment targets; they may not preserve even the invested amount,
therefore the invested capital might even decrease, be wholly lost, or even lead to additional payment obligation.

Trading with leveraged products (such as foreign exchange contracts) or with shares and indices that have underlying products carries a
considerable amount of risk, and these products are not suitable for all investors. Trading with leveraged products carries the risk of losing all
capital, and it may incur losses that exceed the amount invested.

The figures and information described herein refer to yields or changes in the past. Past performance is not a reliable indicator of future yields,
changes, or performance.
The changes on money and capital markets, the fluctuation of prices, the development of investments and their yields are influenced by the
combined effect of multiple factors; one important factor of them is the change in investors' expectations. The development of prices, the future
yield of financial assets, indices or indicators, the examination of their changes, trends, and future performance is based on estimations and
forecasts, which forecasts do not allow reliable conclusions to be drawn about the future moves of prices, real future yields, changes, or
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performance. For each product and service, please assess their tax accounting implications, and other tax consequences, taking into account that
they cannot be precisely assessed without knowing the effective tax regulations or the client's individual circumstances; and these legislative
provisions as well as the circumstances may change over time.

9. This document shall not be a basis for any further analysis in relation to the financial instruments contained therein. Any reference in this document
to the future distribution of a financial instrument shall be construed as indicative, preliminary and informative, and any analysis of such financial
instrument is exclusively based on publicly available information listed in the respective prospectus or announcement. The content of this document
shall not imply that OTP Bank acts as an agent, a fiduciary, or an advisor to, or on behalf on, any prospective purchaser of the financial instruments
discussed herein.

10.  For certain persons, access to the products and/or services discussed in this document may not be granted, or it may be limited. The act of preparing
this document by OTP Bank, its uploading to the website, its publication may under no circumstances be considered as OTP Bank's intention to make
available the product and/or service information in the prospectus to persons whom any country or state prohibits from having or obtaining the
given product and/or service, including the promotion and the advertisement thereof.

1. OTP Bank maintains a conflict of interest policy and it keeps such records, and it also has requirements that regulate the transmission of bank secrets
and securities secrets, which requirements shall be considered as the effective internal organizational and management solutions as well as
information barriers to prevent or manage conflicts of interest.

OTP Bank has developed appropriate internal procedures for (i) the personal transactions and trading of financial analysts and other relevant
persons, (i) the physical separation of the financial analysts involved in the production of investment research and other relevant persons; moreover,
information barriers have been implemented, (iii) for accepting and managing incentives and remuneration.

Please be informed that OTP Bank is entitled to deal or trade as market maker, acting in good faith and in accordance with the usual way of market-
making, with the financial instruments distributed by the issuer(s) specified in this document, as well as to provide other investment activities or
ancillary (investment) services, and/or other financial or ancillary financial services to the issuer and other persons.

12.  Previous documents on investing in this asset or product are available on the website of OTP Research: www.otpresearch.com

13. OTP Bank (company registration number: 01-10-041-585; registered seat: Nador utca 16., Budapest H-1051, Hungary. Supervisory authority: Magyar
Nemzeti Bank (National Bank of Hungary - H-1054 Budapest, Szabadség tér 9); financial customer services: H-1013 Budapest, Krisztina krt. 39. PSZAF
licence numbers: 111/41.003-22/2002 and E-111/456/2008; further information:
https://www.otpbank.hu/portal/hu/Megtakaritas/Ertekpapir/MIFID).

All rights reserved. This document is solely owned by OTP Bank. No part of this material can be reproduced, re-used, disseminated, made available,
re-published, referenced to, or inserted in other websites or services without the prior written consent of OTP Bank.

14.  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 by writing a letter to 'Research Center', Hungary H-1057, Budapest, Nador utca 21. Please refer to your name
and e-mail address in both cases.

Data management registration number: NAIH-89457/2015

15.  The personal data in this investment research are processed by OTP Bank. The legal basis for processing the data is the legitimate interest of OTP

Bank. The detailed information about the processing of personal data and the related rights of data subjects is available here.

This document was prepared on 23 June 2022.
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