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2016 Q1 GDP surprised sharply on the downside with 0.9% YoY
growth, the main driver could have been the ending of the EU-
fund-related investments

e The Hungarian economy lost steam in Q1 as GDP growth decelerated to 0.9 % YoY from
3.2% in Q4, while the SWDA figure weakened to 0.5% from 2.6%. Our short-term forecast in
NSA terms was 1.8% YoY, Bloomberg consensus was 2.4% and local news portal
portfolio.hu’s poll was 2.0%. GDP contracted by -0.8% in quarterly comparison, the lowest
reading since 2012Q1. The HCSO said that market services contributed positively to growth,
while industry posted a minor, and construction a major fall.

e Inregional comparison the Hungarian economy suffered the most noticeable deceleration. In
Poland, Slovakia, and Bulgaria GDP grew by around 3.0% YoY, down from about 4.0% a
quarter ago, while Romania’s GDP accelerated to 4.3% YoY. The underperformance is
strongly related to the role of EU funding: as the forced absorption in 2015Q4 boosted the
economy, the stop of funding flow (Hungary’s current account statistics signifies that the flow
decreased to fifth of the amount seen a quarter ago) may have been a strong drag in
2016Q1. It is mirrored in the construction production data, which posted -26.2% annual fall in
Q1. Furthermore, industry also performed weak. Our calculation for Q1 GDP, made before
the publication of March industrial and construction data, showed that industrial value added
grew by just a very modest 1.4% YoY, besides construction value added may have fallen by
20.2%, YoY. We seem to have overestimated both items’ contribution to growth. We think as
the one-offs in Q1 (fall in construction production, poor performance of industry, lack of EU
funding) fade, GDP growth will accelerate. However, the recent data poses significant
downward risk to our recently updated, 2.1% forecast, lowered from 2.5%.

e Indeed, apart from those related to household consumption, short-term business cycle
indicators suggest deteriorating environment recently. It is clearly mirrored by our non-farm
private GDP tracker (see next page). Industrial production heads downward and new orders
stock also seems to be declining recently. Construction production fell sharply in January
2016 and dropped by 5% in March again. However, it is now somewhat below the historically
consistent level of orders stock so it may pick up. In March civil engineering orders jumped
higher. Besides, as the number of building permits takes off, residential construction is
expected to grow, although historical evidences suggest that the lag could last two, maybe
three, quarters. But construction value added will increase, in the second half of 2016 the
latest.

e Export growth decelerated in 2016Q1 while import accelerated. Despite the increase in
volume, trade balance surplus hit historical high, probably owing to the reduced import
energy bill and improving terms of trade. However, as the growth rate of imports exceeds
that of exports and energy prices have started to climb, the balance will narrow over time.
The pace of this narrowing depends on what will happen with exports: although the
assessment of order-book levels has deteriorated to three-year low, production expectations
over the next three months are not so discouraging.

e Turning to the household sector, although retail sales posted its weakest yearly gain in 2016
Q1 since 2014 Q3, abolishing the ban on Sunday shopping may provide a boost in Q2.
Passenger car sales accelerated recently, domestic holidays show strengthening demand
after some break at the turn of 2015 and 2016. Household consumption is supported by
strong, about 5-6% income growth and accelerating new business of loans.

e According to our recently updated medium-term forecast, which contains 2.1% GDP growth
for 2016 and 3.0% for the year after, household consumption will remain the main engine of
economic expansion, in line with the recent structural shift of GDP expansion. The growth of
household consumption reached 3.5% in Q4 2015, the highest figure since 2005 Q4 and we
expect that consumption can grow at a very similar pace in 2016 as a whole (3.6%). The
VAT reduction and renewed fall in oil prices at the beginning of this year keep inflation at
very low level (0.6% in 2016), and was coupled with accelerating nominal wage growth and
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the PIT reduction. These factors maintain the strong real disposable income growth rate in
2016 as well. From 2017, ahead of the 2018 parliamentary election, we anticipate on-going
fiscal loosening (we expect 6-ppt PIT reduction [to reach single-digit PIT rate, as
communicated by the government several times] in the second half of 2017), which will result
in 4.8% gain in household consumption expenditure in 2017. The government has the room
to support GDP growth, and we assume it will use it in the form of revenue reduction from
households and propelling investments. In a no-policy-change scenario, we estimate GDP
growth to be around 2.5%, which will be accelerated by government measures to 3.0% in
2017.

e Households’ investments can also revive in 2016, which will add to the bottoming out of
private investment rate. Our model-based forecast suggests that the number of completed
dwellings may reach 10,750 units this year and it can accelerate further to around 19,000 in
2017. Nevertheless, the expected 19,000 units in 2017 means that with the number of
population aged 25-34 (the most active cohort on real estate market) the normalized
completed dwelling number can be very close to its historical highs. Public investments will
also revive in 2017, thanks to emerging self-funded investments. Under the moderate levels
of funding cost, corporate investment is also likely to get impetus.

e We think the economy has entered a matured phase of recovery where GDP growth is
broad-based and will shortly be supported by strengthening lending activity, after years of
creditless recovery. We estimate that the negative output gap is closed and the positive
output gap will widen further on the forecast horizon. This means the spare capacity in the
economy is very limited now, which will constrain the effect of fiscal loosening: in 2017 and
beyond it will boost imports rather than GDP.

e As a consequence of the rising import demand and the reversing terms of trade effect, the
C/A surplus can decline significantly from 4.6% of GDP in 2016 to 2.7% of GDP in 2017.

Business cycle forecasting indicator for non-farm private GDP*
(normalized for comparison, quarterly data, YoY change)
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Sources: HCSO, OTP Research
*as the figures are normalized, they cannot be used for numerical assessment
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Summary table of main macroeconomic indicators

Key economic indicators oTP Focus Economics EC Spring 2016
2012 2013 2014 2015 2016F 2017F | 2016F 2017F | 2016F 2017F

Nominal GDP (at current prices, bn HUF) 28628 30065 32180 34200 | 35344 37633 33086 34727

Real GDP change -1,7%  1,9% 3,7% 2,9% 2,1% 3,0% 2,4% 2,6% 2,5% 2,8%

Household final consumption -2,3% 0,6% 1,5% 2,4% 3,0% 3,9% 2,8% 2,6% 3,2% 3,0%
Household consumption expenditure -2,3% 0,2% 1,8% 2,8% 3,6% 4,8%

Collective consumption -0,3% 3,0% 5,8% 2,2% 0,7% 0,4%

Gross fixed capital formation -4,4%  7,3% 11,2% 3,0% -2,1% 9,9% -0,9% 3,4% -1,7% 4,0%

Exports -1,8%  6,4% 7,6% 8,7% 5,2% 5,9% 6,2% 6,4%

Imports -3,5% 6,3% 8,5% 8,6% 6,5% 8,7% 6,0% 6,6%

General goverment balance (ESA'10 based, HUF bn) -662 -783 -739 -680 -641 -886

in percent of GDP -2,3% -2,6% -2,3% -2,0% -1,8% -2,4% | -2,1% -2,1% | -2,9% -2,5%

General goverment debt (in percent of GDP) 78,3% 76,8% 76,2% 75,3% 74,7% 73,5% | 74,3% 72,6% | 74,3% 73,0%

Current account (EUR bn)* 1,7 4,0 2,1 4,8 51 3,2 4,7 4,6

in percent of GDP 1,8%  4,0% 2,0% 4,4% 4,6% 2,7% 4,3% 4,0% 5,0% 4,5%

Gross nominal wages** 57%  3,6% 3,5% 4,4% 5,4% 5,2%

Gross real wages 0,0% 1,8% 3,7% 4,6% 4,8% 2,7%

Gross disposable income*** 2,0% 3,1% 5,1% 4,7% 5,4% 6,9%

Gross real disposable income -35% 1,3% 5,3% 4,8% 4,8% 4,4%

Employment (annual change) 1,8% 1,7% 5,3% 2,7% 2,3% 1,6% 0,9% 0,1%

Employment domestic concept w/o public workers -0,2% 0,5% 3,3% 1,5% 2,3% 1,8%

Unemployment rate (annual average) 11,0% 10,2% 7,7% 6,8% 5,4% 4,4% 6,4% 6,1% 6,4% 6,1%

Inflation (annual average) 57% 1,7% -0,2% -0,2% 0,6% 2,4% 0,5% 2,1% 0,4% 2,3%

Base rate (end of year) 575% 3,00%  2,10% 1,35% | 0,75% 0,75% | 0,79% 0,95%

1Y Treasury Bill (average) 70% 4,11% 2,28% 1,17% 0,87% 0,70%

Real interest rate (average, ex post) 1,3% 2,3% 2,5% 1,3% 0,3% -1,7%

EUR/HUF exchange rate (average) 289,3 297,0 308,6 309,9 314,5 317,4 314,0 314,0

EUR/HUF exchange rate (end of year) 291,3  296,9 314,9 313,1 316,6 318,2 314,0 314,0

Sources: CSO, NBH, OTP Bank

*: Official data of balance of payments (excluding net errors and ommissions)

**: Total wages including accrual based salaries in governmental sector. In the case
of private sector wages we calculated with whitening effect filtered wages and we

adjusted the changeable seasonality of the bonus payments.

*¥*: Calculation based on financial accounts data
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Indicators of domestic demand - Investments
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Indicators of domestic demand — Consumption

Chart 1: Consumer confidence
(monthly data, balance index)

Chart 2: Consumer confidence and retail trade
(monthly data, SA, 3M MA of annual changes, % and
balance indicator)
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Chart 3: : Unemployment Chart 4: Nominal and real wage growth in the economy
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Sources: HCSO, OTP Research

Chart 5: Income in real terms*
(monthly data, SA, annual changes, %)

Chart 6: New business of consumer loans to households
(new contracts, monthly, HUF bn)

N N W WM ROO OO O A = AN M & & i n W
O 0 00 0000 090 o A ™A = ™= ™= ™= ™= =~ ~A ~o A ~
TSI SctSscts:c=t3EsEzTsEszEscE
= = =3 =1 = = = =1 = =3 =
§23535385335353535383535835

——Retail trade w/o fuel and vehicles

70

60

50

40
Total consumer loan

30

20

Non-collatelarized consumer credit

10

Home equity

P e BT - MY Ry - ST R - N
! bli s particinant I - - R T - N
Incorneatconstantpr!cew/opu ic works participants e e T = s S = S B B T B B B S S SRS SNV, SNYS BY:}
---Income at constant price S RRIRIRRIRRIRIIRKRIRKIRLIR]KRLRERR
Sources: HCSO, MoF, OTP Research Source: MINB, OTP Research

*: compensation of employees plus social transfers in cash
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Indicators of external demand

Chart 1: IFO* and EC sentiment indicators Chart 2: External demand
(monthly data, balance indicator) (annual changes, %)
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Chart 3: Decomposition of terms of trade Chart 4: Exports and imports
(3M avg. of YoY change, %) (monthly data, SWDA, 2010=100)
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Chart 5: Trade balance Chart 6: Business confidence in industry
(monthly data, SWDA, EUR min) (monthly data, SWDA, balance)
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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: 111/41.003-22/2002 and E-111/456/2008. 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.

WWW.OTPRESEARCH.COM ;




