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Pursuant to Act CXXXIX of 2013 on the Magyar Nemzeti Bank, the primary objective of Hungary’s central bank is to
achieve and maintain price stability. Low inflation ensures higher long-term economic growth and a more predictable
economic environment, and moderates the cyclical fluctuations that impact both households and companies.

In the inflation targeting system in use since August 2005, the Bank has sought to attain price stability by ensuring an
inflation rate near the 3 per cent medium-term target. The Monetary Council, the supreme decision-making body of the
Magyar Nemzeti Bank, performs a comprehensive review of expected developments in inflation every three months, in
order to establish the monetary conditions consistent with achieving the inflation target. The Council’s decision is the
result of careful consideration of a wide range of factors, including an assessment of prospective economic developments,
the inflation outlook, financial and capital market trends and risks to stability.

In order to provide the public with a clear insight into how monetary policy works and to enhance transparency, the Bank
publishes the information available at the time of making its monetary policy decisions. The Report presents the inflation
forecasts prepared by the Directorate Economic Forecast and Analysis, the Directorate Monetary Policy and Financial
Market Analysis, the Directorate for Fiscal and Competitiveness Analysis and the Directorate Financial System Analysis, as
well as the macroeconomic developments underlying these forecasts. The forecast is based on the assumption of
endogenous monetary policy. In respect of economic variables exogenous to monetary policy, the forecasting rules used in
previous issues of the Report are applied.

The analyses in this Report were prepared under the direction of Barnabas Virag, Executive Director of the Directorate
Monetary Policy, Financial Stability and Lending Incentives. The Report was prepared by staff at the MNB's Directorate
Economic Forecast and Analysis, Directorate Monetary Policy and Financial Market Analysis, Directorate for Fiscal and
Competitiveness Analysis and Directorate Financial System Analysis. The Report was approved for publication by Marton
Nagy, Deputy Governor.

The Report incorporates valuable input from other areas of the MNB and the Monetary Council's comments.

The projections are based on information available for the period ending 17 September 2014.
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THE MONETARY COUNCIL’S STATEMENT ON MACROECONOMIC DEVELOPMENTS AND ITS MONETARY POLICY
ASSESSMENT

The three-month, fixed-rate central bank deposit will be the Magyar Nemzeti Bank’s main policy instrument from 23
September 2015, replacing the two-week deposit facility. Consequently on its meeting of 22 September, the Monetary
Council has made its policy decision on the interest rate on this facility. The three-month deposit facility will be
available without limit, the maturity of the policy interest rate will be extended from two weeks to three months. The
two-week central bank deposit will remain part of the Bank’s instruments; however, the facility will be offered at
auctions, with quantity limits. Quantitative limits will be placed on the stock of two-week deposits first on 23
September 2015. Thereafter, the stock of deposits will fall gradually to the HUF 1,000 billion limit set by the end of the
year.

In the Monetary Council’s assessment, persistently loose monetary conditions are consistent with the achievement of
price stability.

In the Council’s assessment, the medium-term achievement of the Bank’s inflation target and a corresponding support to
the real economy point in the direction of maintaining loose monetary conditions for an extended period. In addition to
the primary goal of meeting the inflation target, the Council also takes into account the condition of the real economy
and incorporates financial stability considerations into its decisions.

The performance of the global economy has continued to be subdued in recent months. Inflation around the world
remains at low levels.

Significant differences remain across the individual regions in terms of economic growth. Of the world’s developed
regions, growth in the euro area picked up slightly in the second quarter of 2015. The US economy grew strongly in the
period. Most major emerging market economies are decelerating. Reflecting low crude oil and commodity prices as well
as subdued demand environment, global inflation trends and inflationary pressure in the global economy are likely to
remain moderate looking ahead. The monetary policy stance of globally influential central banks remained unchanged
although continues to be different in recent months: the ECB and the Bank of Japan continued their asset purchase
programmes, while the US Fed was preparing for the appropriate timing and magnitude of its interest rate increase
postponed to a later date than the market had expected. Monetary conditions remain loose overall and, consequently,
global interest rate and liquidity conditions continue to be supportive.

In the Council’s assessment, inflation is likely to be below the inflation target this year and next, and is expected to rise
to levels around 3 per cent only in the second half of 2017.

The Council expects inflation to be significantly below the inflation target over the short term. According to data
becoming available in recent months, the underlying trends were in line overall with the projection in the June issue of
the Inflation Report. The difference between the projection and the actual outcome for the consumer price index was
mainly accounted for lower fuel prices. Inflation is likely to develop firmly into positive territory towards the end of the
year. Core inflation is likely to pick up gradually as costs increase continuingly and slowly from low levels and as a result of
an expansion in domestic demand and rises in wages. However, the horizon over which the inflation target is expected to
be achieved has been extended by around two quarters relative to the previous projection, due to the persistently low
cost environment and slightly lower underlying inflation looking ahead, and therefore inflation is expected to rise to levels
around 3 per cent only in the second half of 2017. The stabilisation of inflation expectations around the target is likely to
support that price and wage-setting will be consistent with the inflation target over the medium term as domestic
demand growth strengthens.

Domestic economic growth is likely to continue, supported by a gradual rise in both external and domestic demand.

Growth in the domestic economy has continued over recent period. Domestic demand is likely to make an increasing
contribution to growth. Rising exports reflecting growth in Hungary’s export markets are also expected to support
domestic economic growth. The improvement in the labour market and the low inflation environment contribute to
household real income growth, which in turn is expected to facilitate the expansion in household consumption. The
conversion of foreign currency loans reduces the household sector’s vulnerability, which may support the gradual easing



of consumers’ precaution. Household investment activity is expected to strengthen over the forecast horizon, due to the
pick-up in the housing market and the extension of the housing subsidy system. Lower transfers from the EU are likely to
have an opposite effect on growth. Economic growth is expected to slow in early 2016 as EU transfers decline; however,
economic performance is expected to improve from the second half of next year, supported by the improvement in
lending activity and the resumption in EU funding. The negative output gap is expected to close at the end of the forecast
horizon, and therefore it is likely to continue to have a disinflationary impact in the coming quarters.

The economy’s external vulnerability may continue to decrease.

Hungary’s external financing capacity increased further in early 2015, with the surpluses on foreign trade and the transfer
balance continuing to be the major contributing factors. Looking at the structure of external financing, the outflow of
debt liabilities continued, the effect of which was mitigated by a fall in interest rates and exchange rate revaluation due to
the appreciation of the US dollar. As a result, the country’s external debt ratios remained broadly unchanged. Hungary’s
external financing capacity is likely to remain strong over the forecast horizon, exceeding 9 per cent of GDP this year. Net
exports are expected to rise further in 2015-2016, reflecting the positive impact on the terms of trade of the decline in oil
prices and the favourable external demand. In 2016, the external financing capacity is likely to remain high, but is
expected to fall slightly, due to lower transfers from the EU. The deficit on the income balance is likely to stabilise,
reflecting the effect of the decline in interest expenses in addition to a declining debt trajectory and rising profits of
companies as economic growth continues. In addition to the continuing very high level of net lending, the Bank’s self-
financing programme and the conversion into forint of foreign currency loans are also likely to contribute to a further
decline in the country’s external debt ratios.

Sentiment in international financial markets was volatile but unfavourable overall.

During the period developments related to Greek government debt problems, concerns over growth in emerging
economies and China, disturbances in Chinese capital markets and uncertainty about the interest rate increase by the US
Fed were the main factors contributing to the negative investor sentiment. Of the domestic measures of risk, the CDS
spread has risen slightly, while long-term forint bond yields have fallen since the publication of the June Inflation Report.
The forint has remained broadly unchanged against the euro in the past quarter. In the Council’s assessment, a cautious
approach to monetary policy is still warranted due to uncertainty in the global financial environment.

The macroeconomic outlook is surrounded by both upside and downside risks.

The Monetary Council considered two alternative scenarios around the baseline projection in the September Inflation
Report, which might influence significantly the future conduct of monetary policy. In the first alternative scenario, the
persistently low cost environment and strengthening second-round effects pose an upside risk on economic growth and a
downside risk on inflation. Consequently, the inflation target can be achieved with looser monetary conditions than
assumed in the baseline projection. In the second alternative scenario, financial market turbulence leads to a sudden,
sharp increase in the risk premium and a decline in external demand. For this alternative scenario, tighter monetary
policy than assumed in the baseline projection ensures the achievement of the inflation target at the forecast horizon.

In the Council’s assessment, there continues to be a degree of unused capacity in the economy and inflationary pressures
are likely to remain moderate. The negative output gap is expected to close only gradually over the policy horizon.

In view of the projection in the September Inflation Report, the Monetary Council assesses that the current level of the
base rate and maintaining loose monetary conditions for an extended period, over a longer horizon than expected, are
consistent with the medium-term achievement of the inflation target and a corresponding degree of support to the
economy.



SUMMARY TABLE OF THE BASELINE SCENARIO

(Forecast based on endogenous monetary policy)

2014 2015 2016
Actual Projection
Inflation (annual average)
Core inflation 2.2 1.4 2.5
Core inflation without indirect tax effects 14 1.2 2.2
Inflation -0.2 0.0 1.9
Economic growth
External demand (GDP based) 1.7 1.8 2.5
Household consumption expenditure 1.7 33 3.2
Government final consumption expenditure 2.1 0.1 -0.1
Gross fixed capital formation 11.7 2.7 -3.2
Domestic absorption 4.3 2.5 1.0
Export 8.7 7.9 7.7
Import 10.0 7.6 6.7
GDP 3.6 3.2 2.5
External balance®
Current account balance 4.0 5.4 6.6
External financing capacity 7.8 9.6 8.0
Government balance™®
ESA balance (2014 data is preliminary) -2.6 2.4 -2.0
Labour market
Whole-economy gross average earnings 2.4 3.2 3.7
Whole-economy employment 53 2.8 2.4
Private sector gross average earnings2 4.3 3.5 4.2
Private sector employment 4.6 2.0 1.1
Unemployment rate 7.7 6.8 6.2
Unit labour cost in the private sector’ 4.3 1.1 2.3
Household real income* 34 34 29

'Asa percentage of GDP.
’ According to the original HCSO data for full-time employees.

? Private sector unit labour cost calculated with full time equivalent domestic employment.

* MNB estimate.
> With complete cancellation of free reserves.




1. INFLATION AND REAL ECONOMY OUTLOOK

In the past period, the economy continued to expand, however, at a pace somewhat more moderate than in the previous
quarters. Rising domestic demand was the main contributor to economic growth. Inflation remained subdued in the
summer months as well. Underlying developments were in line with the June forecast, while the difference observed in the
overall consumer price index was due to the lower fuel prices. Private sector employment continued to grow in Q2, while
wage dynamics remained subdued.

Inflation may fall short of its medium-term target this year and next year as well, and achieving the 3 per cent target may
be delayed further. The Hungarian economy is surrounded by a globally low-cost environment, with the large fall in oil
prices also contributing significantly to this in recent months. Expectations indicate that the favourable cost environment
may remain in place over the entire forecast horizon. The annual inflation rate may sink below positive levels in the
coming month, before gradually increasing due to base effects around the end of the year. As for domestic factors, a
continuing pick-up in household consumption and nominal wage dynamics may gradually lift underlying inflation trends.
Although stronger consumption may expand companies’ pricing leeway, its inflationary effect may be lower than seen
prior to the crisis, especially due to the moderate cost environment. Accordingly, compared to our June forecast, inflation
may only approach the medium-term target two quarters later, in 2017 H2. The stabilisation and anchoring of inflation
expectations contribute to the consistency of price- and wage-setting decisions with the inflation target over the medium
term, in parallel with the pick-up in domestic demand.

The balanced expansion of the Hungarian economy may continue in the coming years, but at a more moderate pace than
during the previous period. Strong growth above 3 per cent is expected for this year. Nevertheless, as agricultural
production shows persistent volatility over time, a negative outturn in crop yields may pose a downward risk to the annual
growth rate. Growth may slow in early 2016, due to base effects and funds originating from EU cohesion funds and the
Funding for Growth Scheme run out. However, strengthening lending activity, the accelerating withdrawal of EU funds,
and increasing external demand may all contribute to improving economic performance from 2016 H2. Compared to
previous years, stronger domestic demand may play an increasingly dominant role in growth. The deteriorating growth
prospects of emerging market economies may reduce the expected demand of Hungary’s export markets, but these
negative effects might be offset by the low commodity prices and increasing European growth. In addition to low
commodity prices, the ECB’s asset purchase programme also supports the economic performance of the euro area,
Hungary’s most important trading partner. In conjunction with this, exports may also continue to expand.

Next year, low inflation and a further reduction in the income tax rate will increase the purchasing power of household
incomes, in addition to improvement on the labour market. Household indebtedness has gradually decreased in recent
years, and thus deleveraging is constraining the recovery in domestic consumption to a lesser and lesser degree. The
conversion of FX loans into HUF-denominated loans may further reduce households’ sensitivity to the exchange rate, also
contributing to a decline in precautionary considerations and an easing of balance sheet adjustment pressure. Moreover,
in addition to rising real incomes, the gradually decline in the financial savings rate from its high level also facilitates the
rebound in household consumption. In the coming years, the share of fixed investments in the national economy relative
to output may remain consistently above 20 per cent, but its structure will be substantially transformed. Public investment
will decline in parallel with a sharp fall in the inflow of EU funds, while the expansion in private investment is expected to
steadily recover. In addition to the strengthening of lending activity, improving demand prospects may also facilitate the
expansion of corporate investment. At the same time, households’ investment activity may strengthen as a result of more
stable longer-term income expectations and the historically low yield environment.

Employment growth in the national economy may continue, supported by the expansion of public employment
programmes and a growing workforce in the private sector. Corporate labour demand may continue to rise as a result of
more favourable economic activity, and thus the unemployment rate will decline in parallel with expanding activity.
Increasing labour market tightness, the improvement in corporate profitability and productivity all point to an increase in
real wages. Due to inflation expectations adapting to the recent low inflation environment, we expect wages to remain
moderate in the private sector over the first half of our forecast horizon. At the same time, with an increase in the inflation
rate we expect private sector wage growth to rise to a level consistent with the inflation target in the second half of our
forecast horizon



The external financing capacity of the Hungarian economy may remain permanently consistently high in the coming years,
contributing to the ongoing decline in net external debt. With prudent fiscal policy, the budget deficit may remain well
below 3 per cent of GDP this year and 2 per cent next year.

Overall, disinflationary effects still remain in place in the real economy. The level of household consumption is significantly
below its pre-crisis value, but the future increase in domestic demand will result in the closing of the output gap. The
global output gap continues to be negative and may only slowly close. Inflation may rise towards the target only by 2017
H2, in parallel with the slow rise in commodity prices from depressed levels and an upswing in demand.
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1.1. Inflation forecast

As a result of the significant decline in oil prices in recent months, inflation may remain subdued in the coming quarters.
Core inflation may gradually increase, in line with a slow increase in costs as well as a pick-up in household consumption
and wage dynamics. Although stronger consumption may expand companies’ pricing leeway, the effect of this on inflation
may be lower compared to prior to the crisis. Accordingly, inflation may approach the medium-term target only in 2017
H2. Compared to our previous forecast, the horizon for achieving the inflation target has been delayed by nearly half a
year.

Chart 1-1: Fan chart of the inflation forecast Inflation will fall short of the 3 per cent medium-term

 Per cent Per cent target this year and next year as well, and may approach

Tolerance band the target only at the end of the forecast horizon. The
significant decline in commodity prices in recent months
will contribute to below-target inflation this year and next
year as well. At the same time, a slow increase in costs is

expected in the second half of the forecast horizon, which

— together with a pick-up in domestic demand — will
| Inflation target contribute to a gradual rise in core inflation excluding

indirect taxes. In parallel with the increase in core
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inflation, inflation may only approach the medium-term
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target by the end of the horizon (Chart 1-1). Compared to

N
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our previous forecast, the horizon for achieving the
2011 2012 2013 2014 2015 2016 2017 . .
inflation target has been delayed by nearly half a year.

Source: MNB . . .
According to our near-term forecast, inflation may

remain around zero per cent in the coming months, and

at the end of the year the annual increase in consumer

Chart 1-2: Monthly evolution of the near-term inflation prices may be steadily in positive territory (Chart 1-2).

forecast The base effect from the reduction in regulated prices last
_ Percent autumn will also result in rising inflation at the end of the
year. Annual average inflation may be zero this year and
31 1.9 per cent next year.

2 1 June forecast | The path of inflation continues to be significantly
1 ° '.'. influenced by restrained cost-side developments, but
0 - — ,.'\' < s looking ahead, costs are expected to slowly increase. The
1 \'\/ ECB’s asset purchase programme may contribute to an
increase in inflation in the euro area, Hungary’s most
-2 :‘5' s 5 9 =259 3 8 5 9 important tljading part.ner. ,.At the same time, by historic.al
e e R standards, imported inflationary pressure may remain

& 8 8 8 8 &8 8§ R R R R R subdued in the medium term.
Uncertainty band —CPI Core inflation excluding indirect taxes will gradually rise
Note: Annual change. The uncertainty band shows the root mean from its currently low value due to a slight increase in
squared error of previous years' near-term forecasts. costs as well as recovering demand and improving labour
Source: MNB market developments (Chart 1-3 and Table 1-1). The

negative output gap gradually closes over the forecast
horizon, and thus the disinflationary impact from the real
economy will gradually fade. A pick-up in demand will
augment economic agents’ pricing leeway, which may
facilitate a gradual increase in inflation towards the
central bank target. At the same time, the impact of the
upturn in consumption on inflation may be more
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Chart 1-3: Decomposition of the inflation forecast
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Indirect tax effect
= |nflation (per cent)
e |nflation target
Source: MNB

Table 1-1: Details of the inflation forecast

2014 2015 2016
Core inflation 2.2 1.4 25
Contribution to inflation 1.4 0.9 1.7
Unprocessed food -3.7 4.8 3.0
Non-core Z:ergya“d market| 51 109 -10
inflation
Regulated prices -6.6 0.8 0.8
Total -49 =26 0.7
Contribution to inflation -1.7 -09 0.2

-0.2 0.0 1.9

Note: The subgroups may not sum to the aggregate figure due to

Inflation

rounding.
Source: MNB

moderate than in the pre-crisis period. Accordingly, the
pick-up in domestic demand may increase prices only to a
slight extent. In parallel with a decline in free labour
market capacities, as productivity rises the unit labour
cost in the private sector may rise only moderately over
the forecast horizon. Expectations near the inflation target
may help maintain wage and price dynamics at levels
consistent with the target.

The price index of non-core items may remain at
moderate levels (Chart 1-3 and Table 1-1). The recent
major fall in euro-denominated oil prices points to a
decline in the inflation of this product group. At the same
time, as a result of the base effect of the earlier decline in
fuel prices, a considerable increase is expected in the price
index of this product group at the turn of 2015 and 2016,
resulting in a rise in the consumer price index as well.

The direct impact of government measures on inflation
will remain subdued. The tax changes concerning tobacco
products which come into force this year point to rising
inflation, especially at the turn of 2015 and 2016 (Chart
1-3). However, next year this will be offset by the
reduction of the VAT on fresh pork, which has a slightly
disinflationary effect. We assume unchanged regulated
the
Furthermore, non-energy regulated prices are expected to

energy prices over entire forecast horizon.

rise moderately (Table 1-1).
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1.2. Real economy forecast

Brisk growth is expected this year, but this may slow in early 2016, due to base effects and the end of the EU budget
cycle. Economic performance may improve from the second half of next year with rising lending activity and the
drawdown of EU funding. In addition to labour market developments, low inflation and the reduction of the personal
income tax rate will add to households’ real income. Accordingly, consumption is expected to strengthen over the
forecast horizon. In addition, with the considerable decline in household indebtedness, the easing of precautionary
motives may also contribute to the acceleration in consumption. In contrast to previous years, the structure of
investment is expected to shift towards private investment: in the low interest rate environment, household’s investment
activity may increase with the rise in real income, while corporate investment may continue to grow as lending activity
recovers. Public investment will decline in parallel with a sharp drop in the inflow of EU fund. As a result of low
commodity prices and the ECB’s asset purchase programme, the improving economic performance of the European
Union may compensate for the negative effect on external demand from the deteriorating outlook for the emerging
markets. All in all broad based economic growth is expected over the forecast horizon.

Chart 1-4: Fan chart of the GDP forecast The Hungarian economy may continue to expand in the

Per cent Per cent coming years. Strengthening household consumption
may play an increasingly important role in growth. In
2 5 | 5 addition to the pick-up in domestic demand, exports,
which are rising due to the growth in Hungary’s markets,
are also contributing to the expansion of the economy.
The Hungarian economy may grow at a rate of 3.2 per cent
in 2015 and 2.5 per cent in 2016 (Charts 1-4 and 1-8),

continuing the convergence process which restarted in
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2013. Early next year, economic growth may decelerate,
-1 - -1 due to base effects and the end of EU fund inflows.
-2 A - -2 Gradual winding down of the Funding for Growth Scheme

3 L 3 will also constrict the availability of funds for financing.

2010 2011 2012 2013 2014 2015 2016 2017 However, growth may pick up starting from the second
Note: Based on seasonally adjusted, reconciled data. half of the year, in parallel with an increase in lending
Source: MNB activity and with new inflows of EU funds.

Household consumption may increase steadily in the
coming years. In addition to labour market developments,
Chart 1-5: Use of household income the main contributors to this recovery are real incomes,

20 - 95 which are rising as a result of the lower-than-expected
inflation, and the reduction of the personal income tax
3 15 - 905 rate. The settlement with banks may have a positive
% 3-6 contribution to the recovery in consumption through both
% 10 g5 & the wealth and income channels. In addition, the
i) i) . . . )
< S conversion of foreign currency loans into forints reduces
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T 5 go & the sensitivity of households to exchange rates, also
[« W [« W
contributing to a decline in precautionary motives and the
0 v NS s easing of the pressure for balance sheet adjustment.
882838388 8EZBZIZDagnIny Consequently, the financial savings rate is expected to
O000000000000000O0 . . .
NN NSNS decline from its current high level over our forecast
Net financial saving rate horizon, while the consumption and household investment
==@==|nvestment rate .
=== Consumption rate (right scale) rates may increase gradually (Chart 1-5).

Note: As percentage of disposable income (PDI). Net financial Within output, the share of total investment may remain

consistently above 20 per cent, although its structure is
expected to change. Public investment will decline in

savings of households exclude mandatory contributions payable
to private pension funds.
Source: HCSO, MNB

parallel with a sharp fall in EU fund inflows, while the
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Chart 1-6: Breakdown of gross fixed capital formation
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expansion in private investment is expected to be
subdued. In production and service sectors producing for
domestic markets in particular, companies may initially
react to the improvement in demand prospects by
the

improving conditions may start to be reflected in lending

increasing capacity utilisation.  Subsequently,
activity and investment from the second half of next year.
Households’ investment activity may strengthen as a result
of more stable longer-term income expectations, lower
indebtedness, and the historically low yield environment

(Chart 1-6).

With rising demand for lending, outstanding corporate
loans are expected to continue increasing over the
forecast horizon. The Funding for Growth Scheme will
gradually end in 2016, and therefore the availability of
funds from this channel will gradually taper off. At the
same time, the low interest rate environment creates an
the
strengthening demand with a larger proportion of market-

opportunity for commercial banks to meet
based loans. The gradual contraction in the outstanding
debt of households may continue. Demand for consumers
loans may remain subdued for years, but as a result of a
pick-up in the housing market, there may be an increase in

new property loans.

Hungary’s export market share may continue to increase.
The economy of the euro area, Hungary’s most important
trading partner, may gradually pick up. At the same time,
this may be somewhat offset by a slowdown in the
The ECB’s
programme and low oil prices may facilitate growth in

emerging economies. asset purchase
Hungary’s European trading partners, but this may be
partly offset by the impact of the Russia-Ukraine conflict
and economic sanctions. Depreciation of the euro may
improve the competitiveness of euro-area exporters,
which may support the performance of Hungarian
suppliers. Looking ahead, in addition to the build-up of
new capacities, the weaker real exchange rate may also
support a further increase in Hungary’s export market
share (Chart 1-7). In parallel with that, net exports’
contribution to growth may gradually increase (Chart 1-8).
The terms of trade are expected to improve due to the

drop in oil prices in recent months.

Output gradually approaches its potential level over the
forecast horizon. Household consumption — the most
relevant factor in terms of domestic inflationary pressure —
may continue to accelerate, but will fall short of its pre-
crisis level even in the years ahead. The output gap may
close by the end of our forecast horizon, i.e. the
disinflationary effect of the real economy will gradually
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Chart 1-8: Evolution of GDP growth
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decline over the forecast horizon.

The expansion in aggregate demand has a favourable
impact on potential growth as well. This may be
promoted by an increase in labour market participation,
lower unemployment and growth in corporate investment
in the coming vyears. Accordingly, in addition to the
narrowing output gap, the gradual improvement in
potential growth also contributes to economic growth.



1.3. Labour market forecast

Over our forecast horizon, both the participation rate and the employment rate may continue to increase, supported by
the expansion of public employment programmes and a larger workforce in the private sector. By the end of the forecast
horizon, the unemployment rate may be close to 6 per cent. Labour market tightness and the improvement in corporate
profitability and productivity all point to an increase in real wages. The stabilisation of inflation expectations may help
wage and pricing developments to evolve in line with the inflation target over the monetary policy horizon.

A continued rise in the participation rate is expected over
our forecast horizon. Since the crisis, the participation rate
Chart 1-9: Employment, participation and unemployment  has increased rapidly as a result of measures aimed at

rate in the national economy increasing labour supply, which may have an impact in the
Per cent Per cent coming years as well, albeit to a decreasing extent. In
] [ addition, in line with the improvement in the prospects for
60 - - 12 economic activity, the return of so-called ‘discouraged
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Source: MNB calculations based on HCSO data continue to play a major role in the increase in
employment in the national economy in the years ahead
as well. In our forecast, we assume that the number of
Chart 1-10: Decomposition of unit labour costs in the people participating in public employment programmes
private sector may rise to nearly 300,000 by end-2016.
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may remain restrained. However, in the second half of our
I Total labour cost

forecast horizon, in line with an increase in real wages and
I \/alue added

FTE employment inflation, stronger private sector wage growth is expected
Unit labour costs (per cent) to a degree that is consistent with the inflation target
Note: FTE — Full-time equivalent. (Chart 1-10).

Source: MNB calculations based on HCSO data

We project a subdued rise in public sector wages. The
growth rate of the national economy wage index is also
reduced by the expansion of the public employment
programme through the composition effect, due to the
low wages earned by participants.
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Hungary is a small, open economy, and as such our forecasts for the most important macroeconomic variables are
fundamentally influenced by developments in external factors and changes in the assumptions based on such. The
purpose of this brief presentation of the changes in the external assumptions published in the chapter on forecasts is to
make the central bank’s forecasts more transparent.

Technical Assumptions 2013 2016 Change
June September June September 2015 2016
EUR/USD 1.11 1.12 1.10 1.12 0.7% 1.6%
Oil (USD/barrel) 61.6 53.9 68.0 53.6 -12.6% -21.2%
Food prices
Wheat (USD/bushel) 5.06 5.12 5.46 5.19 1.0% —4.9%
Maize (USD/bushel) 3.72 3.77 3.95 3.94 1.3% -0.3%
Euro area inflation (%) 0.0 0.0 1.1 0.9 0.0 pp. —-0.2 pp.
GDP growth of our main trading partners* (%) 1.9 1.8 2.5 2.5 -0.1 pp. 0.0 pp.

Last month, oil prices expressed in USD were characterised by a considerably lower level and volatile dynamics
compared to our assumption in June. The developments observed in the past months may continue to be explained by
the high supply, as oil production in both the USA and the OPEC countries is at a historically high level. In addition, the
agreement concerning the Iranian nuclear programme and the related lifting of the oil embargo may result in a further
increase in supply. On the whole, oil prices remain extremely subdued at a level below our June assumption, amidst
increasing supply and the weak demand associated primarily with sluggish growth in the major oil-importing countries.
Futures prices project a slightly rising path but, overall, they are at 12-20 per cent lower levels compared to our June
assumption. Uncertainty about expected oil price developments remains high among analysts, and oil prices for break-
even points are distributed in a wide band. Our technical assumption for the euro projects an unchanged exchange rate
level, and accordingly this did not affect EUR-denominated oil prices.

Since the June Inflation Report, the commodity exchange prices of wheat and maize have increased slightly. This may
primarily be attributable to the harvest projections, which are lower compared to last year in view of the unfavourable
weather conditions. Looking ahead, based on futures prices, grain prices are expected to remain moderate. Domestic
developments were also determined by the drought and dry weather, which increase the futures prices of wheat and
maize at the commaodities section of the Budapest Stock Exchange (BSE).

Euro-area inflation may remain low in view of the subdued growth prospects and depressed cost environment. The
significant oil price decline since the end of last year has kept international developments in inflation under strong
control, and this continued in Q2 as well. Accordingly, a slightly lower degree of currency depreciation is expected in the
euro area. Through the weaker euro, the ECB’s asset purchase programme may increase the price level over the forecast
horizon, but it may only have an impact over a longer period. In view of the different monetary policy stances of the ECB
and the Fed, we continue to expect a persistently weak euro exchange rate.

Our assessment of GDP growth in Hungary’s export markets deteriorated slightly compared to our June forecast. Based
on the Q2 GDP figures received, the economy of the euro area, which is Hungary’s most important export partner, may
expand as previously expected. However, growth among Hungary’s emerging partners is expected to be slower than
assumed earlier. Economic expansion in Europe continues to be negatively affected by the Russia—Ukraine conflict and
economic sanctions. At the same time, low oil prices and the euro, which is weaker due to the ECB’s quantitative easing,
may simultaneously stimulate growth in the region.



Table 1-3: Changes in our projections compared to the previous Inflation Report

2014 2015 | 2016
Actual Projection
June Current | June Current

Inflation (annual average)

Core inflation 2.2 15 1.4 2.8 2.5

Core inflation without indirect tax effects 14 13 1.2 24 2.2

Inflation -0.2 0.3 0.0 24 1.9
Economic growth

External demand (GDP-based) 1.7 1.9 1.8 2.5 2.5

Household consumer expenditure 1.7 3.2 33 3.0 3.2

Government final consumption expenditure 2.1 0.6 0.1 -0.2 -0.1

Gross fixed capital formation 11.7 2.2 2.7 -2.1 -3.2

Domestic absorption 4.3 2.5 2.5 1.1 1.0

Exports 8.7 8.0 7.9 7.9 7.7

Imports 10.0 7.6 7.6 7.0 6.7

GDP 3.6 33 3.2 25 25
External balance

Current account balance 4.0 5.4 5.4 6.3 6.6

External financing capacity 7.8 9.6 9.6 7.6 8.0
Government balance™®

ESA balance (2014 data is preliminary) -2.6 -2.4 2.4 -2.2 -2.0
Labour market

Whole-economy gross average earnings 2.4 3.2 3.2 3.9 3.7

Whole-economy employment 53 2.2 2.8 2.0 2.4

Private sector gross average earnings2 4.3 3.5 3.5 4.6 4.2

Private sector employment 4.6 1.7 2.0 11 11

Unemployment rate 7.7 6.9 6.8 6.3 6.2

Private sector unit labour cost® 4.3 0.5 1.1 29 23

Household real income* 34 31 34 2.6 29

"Asa percentage of GDP.

? According to the HCSO data for full-time employees.

? Private sector unit labour cost calculated with full-time equivalent domestic employment.

* MNB estimate.
> With complete cancellation of free reserves.
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Table 1-4: MNB baseline forecast compared to other forecasts

2015 2016
Consumer Price Index (annual average growth rate, %)
MNB (September 2015) 0.0 1.9
Consensus Economics (September 2015)" (-0.2)-0.2-0.6 1.8-23-35
European Commission (May 2015) 0.0 2.5
IMF (April 2015) 0.0 23
OECD (June 2015) -0.2 2.7
Reuters survey (September 2015)" 0.1-0.2-3.1 1.9-22-25
GDP (annual growth rate, %)
MNB (September 2015) 3.2 2.5
Consensus Economics (September 2015)" 25-29-33 1.7-24-3.2
European Commission (May 2015) 2.8 2.2
IMF (April 2015) 2.7 2.3
OECD (June 2015) 3.0 2.2
Reuters survey (September 2015)" 2.8-29-3.1 19-2.4-26
Current account balance®
MNB (September 2015) 5.4 6.6
European Commission (May 2015) 5.5 6.2
IMF (April 2015) 48 4.1
OECD (June 2015) 5.4 5.6
Budget deficit (ESA 2010 method)**
MNB (September 2015) 24 2.0
Consensus Economics (September 2015)" 19-25-28 1.6-24-29
European Commission (May 2015) 2.5 2.2
IMF (April 2015) 2.7 2.5
OECD (June 2015) 2.3 2.2
Reuters survey (September 2015)’ 22-24-26 2.0-23-26
Forecasts on the size of Hungary's export markets (annual growth rate, %)
MNB (September 2015) 3.4 4.0
European Commission (May 2015)? 4.2 5.4
IMF (April 2015)2 2.7 5.0
OECD (June 2015)? 4.6 5.0
Forecasts on the GDP growth rate of Hungary's trade partners (annual growth rate, %)
MNB (September 2015) 1.7 1.8
European Commission (May 2015)? 1.9 2.3
IMF (July 2015)? 1.5 2.1
OECD (June 2015)? 1.8 2.4

" For Reuters and Consensus Economics surveys, in addition to the average value of the analysed replies (i.e. the
median value), we also indicate the lowest and the highest values to illustrate the distribution of the data.
2Values calculated by the MINB; the projections of the named institutions for the relevant countries are
adjusted with the weighting system of the MINB, which is also used for the calculation of the bank’s own
external demand indices. Certain institutions do not prepare forecast for all partner countries.

*Asa percentage of GDP.

* With complete cancellation of free reserves.

Source: Consensus Economics, European Commission, IMF, OECD, Reuters poll




2. EFFECTS OF ALTERNATIVE SCENARIOS ON OUR FORECAST

In addition to the baseline projection in the September Inflation Report, the Monetary Council has identified two
alternative scenarios which may have a tangible effect on the future conduct of monetary policy. Recently, the Hungarian
economy was characterised by a highly favourable cost environment. If — in contrast to the adjustment projected in the
baseline scenario — global commodity prices remain at a persistently low level in the years ahead as well, this may
increase the probability of second-round effects through expectations. If this scenario materialises, achieving the inflation
target could be ensured by looser monetary conditions than projected in the baseline scenario. Financial market
turbulences may, inter alia, result in a protracted decline in external demand and a sudden, significant rise in the risk
premium. Therefore, only a monetary policy that is tighter than assumed in the baseline scenario could ensure the
achievement of the inflation target over the forecast horizon.

Chart 2-1: Impact of the risk scenarios on our annual

Persistently low cost environment, strengthening second-

inflation forecast
round effects

Per cent

Futures oil prices for next year project a slightly rising
path. At the same time, compared to the assumptions in
the June Inflation Report, they are at a 17 per cent lower
level on average. On the whole, however, commodity
prices remain subdued within the context of increased
supply and the weak demand associated primarily with
slowing growth in some major importing countries (e.g.
China).
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Source: MNB increase in households’ purchasing power. Second-round

effects may also become stronger through a further
decline in inflation expectations and the adjustment of
wages. With the low inflation developments observed for
a longer time and the decline in expectations, companies
take account of these effects in their waging practices as

Chart 2-2: Impact of the risk scenarios on our GDP well. Accordingly, wage-setting in the private sector may
forecast be more restrained. Households’ increasing purchasing
Per cent power usually has a positive impact on importing
4 countries’ growth, which may contribute to domestic
3 - growth through improving conditions in both external and
2 domestic demand. At the same time, lower commodity
1. prices have a downward effect on the price level in
Hungary.
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Chart 2-3: Risk map: effect of alternative scenarios on the
baseline forecast
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Financial market turbulences

A rise in geopolitical tensions, a possible deviation of the
Fed’s behaviour from market expectations, a deterioration
in growth expectations for emerging markets — especially
in the case of China — may result in financial market
turbulences.

The continuous presence of geopolitical problems (Russia—
Ukraine conflict, disturbances in Iraq and Libya, instability
in domestic politics in Greece) may affect the economy
through various channels. In terms of the operation of
financial markets and the risk appetite of international
investors, it is of key importance that the general increase
in distrust may result in increasing volatility in regional
exchange rates, and may entail further unfavourable
economic consequences through a rise in the risk
premium. In addition, through the decline in their import
demand, the growth slowdown in emerging economies
(the ‘Fragile Five’, Russia, Ukraine and China) has a
negative impact on Hungary’s exports. Deterioration in
the growth prospects of emerging market economies and
the fall in Chinese stock market prices cause turbulences

in emerging financial and capital markets.

In this scenario, the deterioration in general investor
sentiment is consistent with a higher risk premium path
than the current one. According to the assumption of the
risk path, the elevated risk premium results in higher costs
of funds and a considerably weaker exchange rate, adding
to inflationary pressure. In addition, via the decline in
export demand, it represents a material downside risk in
terms of developments in Hungary’s external demand and
exports. Overall, the achievement of the inflation target is
ensured by a monetary policy that is tighter than the
forecast in the baseline scenario.



3. MACROECONOMIC OVERVIEW

3.1. International environment

Global economic growth continued in the second quarter as well, albeit at a moderate rate. There are significant

differences between the regions in this regard. Growth in the euro area accelerated slightly quarter on quarter, and the

US economy also showed perceivable acceleration. At the same time, the outlook for growth in emerging regions

deteriorated. Inflation rates remained subdued. In most countries, inflation and capacity utilisation trends point to the

maintenance of loose monetary conditions, while further easing is possible in certain countries.

Chart 3-1: Quarterly GDP growth in euro area
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Chart 3-2: Quarterly GDP growth in the periphery
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3.1.1. Developments in global economic activity

In 2015 Q2, global economic performance continued to be
restrained, while there are still significant differences
between regions. The economy of the euro area expanded
slightly in 2015 Q2, and thus the moderate upward shift in
economic performance continued. Based on the annualised
quarterly rate, economic growth in the United States
accelerated significantly. Looking ahead, in developed
countries, growth is expected to accelerate further overall,
but the prospects for emerging countries have worsened.
With respect to the main emerging economies, several
factors point to subdued growth both in China and in
Russia. Amidst persistent regional disparities, global growth
prospects deteriorated slightly compared to the previous
quarter.

Data reported for the second quarter indicate that
economic activity in the euro area continued to improve
(0.4 per cent rise quarter on quarter), although the rate of
growth slowed somewhat compared to the first quarter
(Chart 3-1). Growth in Germany, Hungary's most important
trading partner, expanded at a rate of 0.4 per cent
compared to the previous quarter, but despite this
moderate acceleration German economic activity may
remain subdued. While the driver of Germany’s economic
growth is still domestic demand, and within this the
rebound in consumption, the expansion of exports
exceeded expectations, and thus the contribution of net
exports to growth was also positive. In France, the 0.7 per
cent acceleration recorded in the first quarter came to a
halt and the economy relapsed into stagnation in the
second quarter.

Periphery countries registered economic growth in the
second quarter. The economy of Spain continued to
expand (by 1 per cent compared to the previous quarter)
and, in contrast to its previous downturn and stagnation,
Greece recorded substantial growth (0.9 per cent). Growth
picked up slightly in Portugal and Italy compared to 2015
Q1 (Chart 3-2).

The rebound in euro-area internal demand in 2015 may be
boosted by further oil price declines and the falling cost of
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Chart 3-3: Business climate indices for Germany and the
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Chart 3-4: Quarterly GDP growth in CEE countries
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Chart 3-5: Quarterly GDP growth in developed economies
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finance due to the expansion of the ECB’s asset purchase
programme. The ECB’s July lending survey reported further
easing in corporate credit conditions, and demand for
corporate credit continues to recover gradually.

Forward-looking indicators have exhibited a mixed
pattern in recent months, but still point to positive
economic performance across the euro area (Chart 3-3).
Business confidence was volatile reflecting the uncertainty
around the resolution of the Greek debt negotiations: after
a sharp rise in July, there was a sizable drop in the business
confidence indicator in August. Following a dip in the Ifo
indicator in June, the outlook for the German economy
improved further, with a perceivable effect on industrial
production figures. Thus, looking ahead, the gradual
improvement in economic activity may continue. The
unemployment rate fell somewhat in the euro area
compared to the first quarter, standing at 11.1 per cent in

the second quarter.

The performance of the Central and Eastern European
region continues to be outstanding by European
standards; average growth did not change noticeably
compared to the previous quarter (Chart 3-4). The Czech
economy expanded further, but at a considerably slower
pace compared to the robust growth registered in the
previous quarter. Quarterly growth was primarily boosted
by items of domestic demand. Similarly, Romania’s
quarterly growth decelerated significantly, mainly due to a
fall in net exports. Poland saw continuing expansion,
primarily owing to domestic demand items. Growth in
Slovakia was supported both by domestic and external
demand.

Growth in the United Kingdom accelerated on a quarterly
basis (Chart 3-5). On the output side, services and the
construction sector made positive contributions to growth.
On the consumption side, the rebound in consumption
continued, and net exports contributed positively to

growth once again.

Based on the annualised quarterly rate, economic growth
in the United States accelerated significantly. Incoming
data for the second quarter confirm that weak growth in
the first quarter was mainly due to transitory factors such
as poor weather conditions and port strikes, and thus the
performance of the economy picked up again in the second
quarter. GDP growth primarily reflected an increase in
household consumption and investment projects. The
contribution of net exports to growth was also positive.
Lower oil prices continue to impede the investment and
production dynamics of the energy sector while increasing
households' disposable income. Unemployment decreased



Chart 3-6: Unemployment and participation rate in the
USA
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Chart 3-7: Quarterly GDP growth in China and Russia
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Chart 3-8: Changes in major commodity prices (USD)
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further to a rate of 5.1 per cent in August, while the labour
force participation rate fell to 62.6 per cent (Chart 3-6).

Year-on-year growth was up 0.7 per cent in Japan, but this
concealed a 0.3 per cent decline compared to the previous
quarter. According to preliminary assessments, exports and
consumption were likely to be subdued in the second
quarter, and as a result, market reactions pointed to a
possible further
accommodation. Based on production

need for fiscal or monetary
indicators, the
recovery of the Japanese economy from the recession is

still fragile.

Of the main emerging economies, the Chinese economy
expanded at a rate of 7 per cent in 2015 Q2 (Chart 3-7).
Despite the improvement, Chinese economic growth
remains at a six-year low. Down 8.6 per cent, the decline in
exports exceeded expectations in July. The Chinese
government expects economic growth to be around 7 per
cent this year compared to 7.5 per cent last year. However,
several factors — such as the slowdown in industrial
production, weakening investment dynamics and the
expected pause in construction sector output — indicate

that growth may be weaker than expected.

The Russian economy continued to show a decline in 2015
Q2. The sharp fall in wholesale and retail sales volume was
also reflected in a considerable decline in consumption.
Russia has been hit particularly hard by low commodity
prices. In addition, the extension of sanctions by the
European Union, the continuing outflows of capital and the
geopolitical tensions between Russia and Ukraine point to
an economic downturn. Accordingly, analysts project a
pronounced contraction of 3.5-3.6 per cent for 2015.

3.1.2. Global inflation trends

Commodity prices were generally decreasing in the recent
period, oil prices descended considerably (Chart 3-8). The
summer months saw a substantial decline in the Brent
crude oil price, which may reflect both supply and demand
factors. On the supply side, persistently robust production
and the agreement on Iran’s nuclear programme pointed to
lower oil prices. In addition, the strengthening of the dollar,
the uncertainty about the resolution of the Greek problem
and developments on the Chinese stock market also
contributed to the decline. As for the demand side, the
deceleration of emerging economies may have weighed on
global oil prices. In addition to supply and demand factors,
oil prices also react to geopolitical events.

The decline in industrial commodity prices continued in
the past period. Except for a brief rise in April, the decline
in world metal prices continued in 2015 Q2, against the
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Chart 3-9: Inflation in developed economies
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Chart 3-10: Inflation in CEE countries
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backdrop of the Greek crisis, waning Chinese demand and
expanding metal market supply. Agricultural prices also
continued to fall in the second quarter, with particularly
sharp declines in the prices of dairy products and vegetable
oils in recent months. (For more details on the decline in
commodity prices, see Box3-1).

The rate of increase in consumer prices has remained
below target in developed countries (Chart 3-9), and
looking ahead, central bank forecasts expect the rate to
remain below the target at the two-year horizon as well.
Developed countries are still characterised by a negative
output gap and moderate demand-pull inflation. Since
commodity prices are persistently low, there is no
perceivable inflationary pressure from the expenditure
side. In the United States, the annual change in the
consumer price index returned to the positive domain in
the second quarter, rising to 0.2 per cent in August. The
personal consumption expenditure price index (PCE) — a
measure relevant in terms of monetary policy — rose to 0.3
per cent in July, a value comparable to that recorded in the
first quarter. However, according to the September
forecast of the FOMC achieving the price stability target
may be postponed until 2018.

The annual growth rate of the consumer price index
remained subdued in the euro area amidst the oil price
slump. Inflation was 0.1 per cent in August. The declining
trend can be also observed in the inflation of core
countries, while periphery countries show a mixed picture:
since the beginning of the year an upward trend was
observed in inflation of Italy, Portugal and Spain, while in
recent months inflation stagnated. Inflation in Greece has
been around —-2.2 and —2.1 per cent since February. In the
United Kingdom, inflation has been low but remained in
the positive domain in recent months. In Japan, inflation
has been low and well below the target since April, after
the effect of last April’s VAT increase dropped out of the
base.

Inflation remained low and was below target levels in the
Central and Eastern European region (Chart 3-10). Average
inflation resided in the negative domain in the region. The
rising path of inflation observed in Romania since the
beginning of the year was broken by the VAT reduction in
June, which pushed inflation deep into negative territory
(—1.9 per cent in August). In Poland, inflation rose slightly in
the second quarter, but for lack of substantial cost
pressures in the context of low commodity prices and wage
moderation, the annual change in the consumer price index
remains negative. In the Czech Republic, inflation has
remained well below the target, despite a moderate rise



Chart 3-11: Consumer and producer prices in China
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Chart 3-12: Real interest rates in developed economies
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compared to the first quarter in 2015 Q2, because was a
subsequent fall to 0.3 percent in August.

Of the larger emerging countries, the rate of price
increase is still moderate in China. At the same time,
producer prices continued to fall and the producer price
index was —5.4 per cent in July (Chart 3-11). Inflation in
Russia edged up in July, after continuous deceleration
since April in the context of a steep fall in consumer
demand and the appreciation of the rouble. Based on the
central bank's forecast, inflation may fall below 7 per cent
by July 2016 and reach the 4 per cent central bank target
by 2017.

3.1.3. Monetary policy and financial market developments

The central banks which are monitored have not changed
their monetary policy strategies in recent months. Most
countries do not exhibit, for the time being, any inflation
and capacity utilisation trends pointing to monetary
tightening in the short run. Developed countries are still
characterised by a negative output gap and moderate
demand-pull inflation, with real interest rates staying in the
negative domain (Chart 3-12). However, at the end of this
year, the Fed may begin its gradual monetary tightening,
while the interest rate increase and interest rate path of
the Bank of England is still shrouded by significant
uncertainty. The European Central Bank and the Bank of
Japan continued their asset purchase programmes as
planned, while the Swedish central bank decided to expand
its quantitative easing programme. In addition, certain
countries (Sweden, Norway, New Zealand, China and
Russia) may consider easing their monetary stance further
looking ahead. In some economies (New Zealand, Sweden
and Norway), there are still risks related to household
indebtedness and the real estate market, which may justify
the broader application of macroprudential tools.

In recent months, the Federal Reserve has not changed its
policy (Chart 3-13),
measures. The Fed’s forward guidance did not change

rate nor announced any new
significantly in the past period, although its assessment of
the economy in its July and September press releases
appeared to be somewhat more positive. The paragraph
outlining the Fed’s monetary policy stance changed to the
extent that the Federal Market
anticipates that it will be appropriate to raise the target

Open Committee
range for the federal funds rate when it has seen some
further in the
reasonably confident that inflation will move back to its

improvement labour market and is
objective over the medium term. The change may have
suggested that, since the objective of achieving maximum

employment has been approached, the commencement
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Chart 3-13: Central bank rates in developed economies
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Chart 3-14: Central bank balance sheet total in developed
countries (as a percentage of GDP)
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and pace of the interest rate increase now depend
primarily on the inflation outlook and the inflation forecast.
The inflation forecast was revised downwards, and the
inflation target is expected to be achieved by 2018; thus,
the FOMC did not change the target range for the federal
funds rate in September.

The ECB did not change its forward guidance, according to
which the policy rate may stay at the current level over
the longer run; the extended asset purchase programme
may continue until September 2016 or until such time as
inflation rises steadily above the target. Based on the
latest data published by the ECB at the end of July, during
the extended asset purchases launched on 9 March, the
ECB and the central banks of the euro area purchased
government securities roughly in accordance with the set
target, i.e. in proportion to the ECB capital keys. From the
start of the programme until the end of August,
government bonds were purchased in the value of EUR 292
(Chart 3-14).
approached the target following the extension of the asset

billion Inflation expectations rose and
purchase programme, but then dropped again in the
second half of the quarter and began to depart from the
price stability target. In September, the ECB raised its limit
on individual bonds available under the quantitative easing

programme from 25 per cent to 33 per cent.

The continuous weakening of the euro against the US dollar
since April 2014 came to a halt and the exchange rate of
the euro appreciated in May and June 2015, reflecting the
unfavourable macroeconomic releases and rising euro-area
inflation expectations. During July and August, exchange
rate  movements were dominated by uncertainties
surrounding the resolution of the Greek crisis and the Fed’s
interest rate increase, and thus the exchange rate was

volatile during the period (Chart 3-15).

The Bank of England maintained its monetary conditions.
In its forward guidance, the central bank stressed that the
interest rate would be raised only gradually, with the
timing, extent and progress of the increase depending on
economic conditions and various indicators linked primarily
to capacity utilisation and the labour market. Based on
market expectations, the first anticipated interest rate
increase by the Bank of England may take place no earlier
than the beginning of next year, but the timing is uncertain.

The People’s Bank of China (PBoC) responded to the
recent fall in stock price indices and unfavourable
macroeconomic releases with several measures. In June,
the PBoC cut the one-year benchmark bank lending rate by
25 basis points, and at the end of August it lowered the
lending and deposit rates by 25 basis points to reduce the



Chart 3-15: Changes in the EUR/USD exchange rate
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Chart 3-16: Central bank rates in CEE economies
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cost of finance for corporations. In addition, it lifted the
upper limit on interest rates for fixed-term deposits of
more than a year, and announced a reduction in the
reserve requirement ratio by an additional 300 basis points
for financial leasing companies with a view to supporting
their role in boosting consumption. It also drastically
reduced the reserve requirement for smaller banks by 50
basis points in order to ensure sufficient liquidity in the
sector. Moreover, in the second half of August, the Chinese
central bank injected, in several steps, a total of 1,040
billion yuan (USD 160 billion) in liquidity into the Chinese
banking sector via seven-day reverse repo transactions, the
sale of three-month treasury bills, under the MLF (Medium-
term Lending Facility) programme and under the SLO
(Short-term Lending Operations) programme. After release
of the poor exports data for July, in the middle of August
the PBoC unexpectedly devalued the yuan several times,
then the central bank adjusted the exchange rate merely
slightly. According to analysts, the PBoC is attempting to
counterweight decelerating Chinese growth by propping up
the export sector.

At its rate-setting meeting in June and July, the Russian
central bank cut its key policy rate due to the persistent
risks of considerable economic deceleration, and then in
September kept the policy rate unchanged. In its forward
guidance issued in June, the Bank of Russia indicated that it
would be ready to continue cutting the key rate as
consumer price growth declines further in line with the
forecast, but the potential for monetary policy easing
would be limited by inflation risks over the coming months.
After the announcement, the central bank lowered its key
rate by 50 basis points in July and indicated that, looking
ahead, it would decide on the key rate depending on the
balance of inflation risks and the risks to growth. In the
press release following the September meeting, the
Russian central bank warned that continued weakening of
the economy may raise inflation concerns further.

Central banks in the Central and Eastern European region
maintained loose monetary conditions (Chart 3-16). At its
rate-setting meeting in June, the Czech National Bank
decided to maintain the key policy rate at 0.05 per cent,
and confirmed the central bank’s commitment to using the
exchange rate of the Czech koruna as an additional
policy
conditions. As a result of continuous appreciation since

monetary instrument for easing monetary
early summer, the exchange rate of the koruna against the
euro has approached the EUR/CZK 27 level set by the
central bank, and for the first time since the announcement
of the exchange rate cap in November 2013, the Czech

National Bank intervened in the foreign exchange market.
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Chart 3-17: Leading stock exchange indices
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Chart 3-18: 10-year periphery and German bond yields
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However, the central bank declined to comment on the
extent of the intervention. The Polish central bank did not
change the key policy rate after the announcement of the
March.
policymakers, annual price growth may remain negative in

end of the easing cycle in According to
the coming months; at the same time, the expected
continuous acceleration of economic growth, the gradual
recovery of the euro area and favourable developments in
the domestic labour market reduce the risk of inflation
remaining below the target in the medium term. Despite
below-target inflation, the Romanian central bank has also
decided to refrain from cutting the key policy rate further
in recent months, with an eye to the situation in Greece,
the uncertainty surrounding Romania’s agreements with
international institutions and the divergence between the
monetary policy stances of major central banks worldwide.

Global market sentiment deteriorated in the past period,
which was primarily reflected in plummeting equity prices
and the depreciation of emerging currencies outside of
the CEE region. The negative sentiment was exacerbated at
the beginning of the period primarily by events related to
the Greek debt crisis and subsequently by concerns about
emerging markets in general and China’s growth in
particular, stock market volatility, uncertainties about the
Fed’s expected interest rate increase and the oil price
slump. Until the middle of August, major stock market
indices managed to increase slightly both in Europe and
Asia, before a global sell-off was sparked by Chinese stock
market turbulences and the measures taken by the Chinese
central bank. Despite a correction at the end of the period,
the leading stock market indices have dropped by nearly 10
per cent during the past three months (Chart 3-17).

Apart from a number of temporary increases resulting
from growing risk aversion, developed bond vyields
decreased overall during the period. In Europe, the surge
in Greek yields prompted by the Greek debt crisis slightly
elevated the long-term bond yields of periphery countries
as well, but as a result of the adjustment following the
agreement on the financial assistance package, a correction
(Chart 3-18). The dollar
appreciated against the euro by about half a per cent

in yields can be observed.

during the period, while oil prices have fallen by nearly 20
per cent since the middle of June. Markets continued to
monitor the Fed’s communications and the US data
releases closely, but the information obtained leaves the
expected date of the first interest rate hike uncertain.



Box 3-1: Reasons for the recent decline in commodity prices

Commodity prices have decreased significantly in recent months. Oil prices in particular sustained one of the largest falls
and were among the most volatile in the past few months. By mid-August, Brent crude oil price quotes dropped to a level
close to USD 45 compared to USD 60 at the end of June, and fluctuated around USD 50 in early September. At the same
time, in addition to oil prices, metal prices have also fallen gradually during the past year, underpinned — besides supply
factors — by subdued global demand. This box outlines the main factors behind the decline in commodity prices and their
possible macroeconomic effects (Chart 3-19).

Chart 3-19: Changes in aggregate commodity prices (USD)
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Global oil prices are primarily determined by oil supply and demand, transportation and storage costs and financial
market developments, in addition to supply and demand factors, oil prices also react to geopolitical events. In the past
period, all of these factors pointed to a fall in oil prices.

. As regards the supply side, production remains at historically high levels in the USA and in the OPEC countries as
well. In order to maintain their market share, OPEC countries are keeping their production levels close to
historical peaks (production surged especially in Saudi Arabia and Iraq in the past period).

o Supply may be boosted further by the agreement on the Iranian nuclear programme. Under the agreement, Iran
will impose restrictions on its nuclear programme in exchange for the gradual dismantling of economic sanctions
against Iran starting from 2016, including the prohibition on oil exports. As a result, Iranian crude oil exports may
increase considerably in the coming quarters. (Iran’s oil reserves are among the world’s largest; before the
sanctions, Iran was the second largest producer in the OPEC countries, with a global market share of around 4
per cent).

o On demand side, global oil demand has been subdued in recent months, pointing to falling oil prices. The
Chinese stock exchange has plunged lower in recent weeks and unfavourable macroeconomic data have been
released in the meantime (a decline in the Purchasing Managers’ Index, industrial production and producer
prices) in China. As a result, Chinese growth expectations were revised downward which, in turn, may curb
demand for oil.

e  The US dollar has appreciated substantially in recent months. As oil prices are typically denominated in USD, in
the case of USD appreciation, oil prices denominated in other currencies would rise, which in turn causes a
further decline in global oil demand.
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Metal prices

Metal prices have gradually declined in recent months. Metal prices may have been influenced considerably by the
aforementioned global demand environment — in particular China’s growth rate — (as well as worries about Greek events)
and the rise in global metal supply (Chart 3-20).

Food prices

Food prices also moved on a downward path recently (Chart 3-21). The FAO Food Price Index was close to a 6-year low.
Dairy products were the main contributors to the decline, owing to a sharp fall in dairy demand in the Middle East and
North Africa; on the other hand, the sugar price index has also fallen in recent years as crop yields exceeded demand.
With respect to Hungary, it is still important to emphasise that the cancellation of dairy production quotas in the
European Union contributed, to a large degree, to agricultural producer price developments.
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Macroeconomic effects

On the whole, commodity prices have declined significantly in recent months, presumably as a result of both supply and
demand factors. The degree of macroeconomic effects depends on whether the change in commodity prices was caused

mainly by temporary or permanent factors.

If the downward movement in commodity prices is caused primarily by supply factors, the effect of lower oil prices will,
on the one hand, be reflected in the price index immediately through fuel prices, on the other hand, it will also mitigate
inflation by lowering production costs. With respect to growth effects, lower commodity prices may boost the
performance of energy-importing countries through falling production costs and improving terms of trade and
accordingly, these may contribute positively to domestic GDP growth.

If the decrease of commodity prices is driven by a decline in global demand, a persistently lower price level may be
probable. In this case, the Hungarian economy would face weaker external demand, which could be partly offset by the

positive effect of improving terms of trade on domestic demand.
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3.2. Aggregate demand

In 2015 Q2, Hungary’s GDP expanded at a year-on-year rate of 2.7 per cent. As observed in previous quarters, the

structure of the growth was balanced. The recovery in domestic demand was primarily driven by consumption growth.

Net exports also made a positive contribution to growth. The sectoral distribution of investments is characterised by

significant heterogeneity. Investments by the government and quasi-fiscal sectors using EU funds expanded, while the

performance of the corporate sector producing for domestic and export markets decreased in the second quarter, and

households’ investment activity remained unchanged.

Chart 3-22: Contribution to annual GDP growth
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In 2015 Q2, Hungary’s gross domestic product expanded
by 2.7 per cent in annual terms. As in previous quarters,
the structure of growth was balanced. Domestic demand
was driven by consumption, while the growth contribution
of net exports was also positive. GDP expanded by 0.5 per
cent compared to 2015 Q1 (Chart 3-22).

3.2.1. External trade

Net exports continued to rise in the second quarter.
Exports of both goods and services increased in annual
terms. The growth in goods exports was still driven by
machinery and transport equipment, while transportation
and other services contributed to the largest extent to the
expansion of services exports. In 2015 Q2, imports grew
slower than exports. Based on incoming data, Hungary's
trade surplus continued to increase (Chart 3-23).

In the second quarter of 2015, Hungary's terms of trade
improved slightly compared to the same period of the
previous year. Since Hungary's net energy imports are
substantial, world prices of energy play a key role in
shaping the terms of trade. The recent declines in oil
prices contributed to the improvement in the terms of
trade (Chart 3-24).

3.2.2. Household consumption

Household consumption expenditures continued to grow
in 2015 Q2. This can be mainly attributed to improving
labour market conditions and dynamically increasing real
wages in the low inflation environment. In addition, the
volume of retail sales has shown stable growth in recent
months. During the second quarter, the dynamics of retail
sales accelerated compared to the first quarter. In recent
quarters, retail sales rose significantly due to steady
growth in household consumption and the whitening of
the economy derived from the introduction of online cash
registers (Chart 3-25).

Similar to the end of 2014, the saving rate remained high;
however, precautionary savings may begin to ease
gradually. This is supported by falling unemployment and
the reduction of the exchange rate risk as a result of the
conversion of households' foreign currency loans to
forints.
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Chart 3-24: Evolution of terms of trade and oil prices
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Chart 3-25: Developments in retail sales, income and the
consumer confidence index
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Chart 3-26: New household loans in the credit institution
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Household lending dynamics continued to decelerate,
despite rising new disbursements of housing loans.
Transactions reduced the household portfolio of the
financial intermediary system by around HUF 114 billion.
Although the annual rate of change decelerated regardless
of the one-off effec