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NBH cuts base rate to 6.50% probably with 4-3 vote:
Inflation is not an anchor any longer

Yesterday the National Bank of Hungary cut the base rate by 25 basis points to 6.50%.
Analysts were divided whether the Council would cut the rates by 25 bps or would leave it
unchanged — we anticipated a close call, but with the base rate kept unchanged. As it was
expected, the Monetary Council discussed two proposals: to hold the rate or to cut it by 25
basis points. It decided to reduce the benchmark rate with ‘tight majority’, which probably
means 4-3 votes. In view of the MC members’ earlier interviews and comments, and taking
into account the members’ monetary policy attitudes and voting records, it is almost
certain that the four external members voted for rate cut and outvoted the three internal
members’ opinion again. The market reactions were muted in the first few hours.

With this decision the Monetary Council ‘de facto’ left the inflation targeting regime. The
staff’s assessment on the inflation is conflicting with the ultimate rate decision even more
than last month. According to the baseline scenario in the new Report on Inflation, the
consumer price index will be 5.0% in 2013, while the inflation target is 3.0%. The June
forecast was 3.5% — this high increase in the forecast is unprecedented and surprising,
considering that the Reuters poll consensus is only 4.2%. The 5.0% forecast was made by
assuming unchanged base rate from last month’s 6.75% level, thus with this rate cut it
could be even higher. Core inflation is expected to be 4.9% in 2013 — or at least it was, with
the base rate permanently at 6.75%.

The Council discussed two alternative scenarios as well. The first one calculated with higher
potential GDP growth, thus higher disinflation effect from the higher output gap. But even
with this scenario, the base rate should have been left unchanged at 6.75% for at least six
months in order to meet the inflation target in the second half of 2014. However, as we
emphasized in our former reports, due to structural reasons the output gap’s disinflation
effect is not as strong as it was expected earlier, thus this scenario does not seem too
realistic. The other alternative scenario was calculated with less anchored expectations,
which resulted in higher secondary effects and hence in the need for tighter monetary
policy (i.e. rate hike).

Thus it seems that the external members are willing to accept higher inflation and weaker
HUF — despite the official IT regime — in order to boost economic growth. That means that
the inflation parameter has changed in the MC’s reaction function, making this policy
change permanent, a regime shift. The problem with this (apart from that the Council’s
objective is to ensure price stability) is that with the structural problems causing lower
potential GDP growth, the rate cut is much less effective than it would be in a healthy
economy. First, without the interest rate transmission, the rate cut is simply ineffective (for
several reasons), and second, potential significant HUF weakening could actually contribute
to the GDP with a minus sign because of the high FX debt.
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From the aspect of real interest — which just declined by 175 bps automatically (150 bps ]
higher inflation expectation, and 25 bps rate cut) —, Hungarian assets will become much less FX/FI Strategist
attractive. The growing uncertainty of the future CPl path increases both the expected Levente Papa
inflation and its deviation. As last month’s decision was the beginning of a cycle, it is +36 1354 7490
predictable that real interest rates will decline further. papal@otpbank.hu

We warned about the dangers of this path in our commentary last month. Let us recap: MM Analyst
speculators could easily think that the NBH is willing to cut the rates without supporting  Balint Szaniszlé
macroeconomic fundamentals — from now on, they could be almost sure about it. From +36 1 374 7271
market logic, it could induce more significant rate cutting bet on the future base rate szaniszlob@otpbank.hu
through money market instruments. If the MC justifies this kind of market pricing again —
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which it just did — then it may reach the ‘point of no return’: when the market will think that
Hungary's monetary policy could not control the inflation expectations any more.

After yesterday’s decision, we have to say that the NBH’s credibility has eroded to a high
extent. This rate cut — as it confirms that last month’s decision was the beginning of a rate
cut cycle — has undesirable consequences in the middle run. The first and most obvious is
the growing uncertainty of the future CPI path. This could lead to growing long yields and
country risk premium. So, while there is a lot of liquidity on the market due to major central
banks' actions and there is strong emerging market bond inflow, these should not be great
problems. However, when the global market sentiment turns bad again, these could induce
huge and quick sell-off amongst Hungarian assets.

The future path of the base rate has become uncertain as well in the middle run. In the
short run, we expect more rate cuts — the easing bias at the end of the MC’s monetary
policy assessment (the Council will consider a further reduction in interest rates if the
improvement in financial market sentiment persists and medium-term upside risks to
inflation remain moderate) and the interview of one of the external members stating that
there is room for 100 bps rate cut before the EU/IMF agreement and for another 100 bps
after the agreement both suggest that.

We revised our forecast for this year and expect two more rate cuts — with the base rate at
6.00% at the end of this year. After that, it is highly dependent on the EU/IMF negotiations.
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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 Felligyelete, H-1013 Budapest, Krisztina krt. 39.) (the “PSZAF”), with PSZAF licence numbers: 111/41.003-22/2002 and E-
111/456/2008. 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 elemzes@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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