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and maintain price stability. Low inflation ensures higher ®1gn economic growth and a more predictable economic
environmentand 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 percent mediutarm target. The Monetary Council, the supreme decisitaking 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 infh 2y G F NBSG® ¢ KS / 2 dzy OAf ¢
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 orde 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 preparedy 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, a:
well as the macroeconomic developnterunderlying 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 analysesinths Report were prepared under t he fbriMoretary Potichy o f
and Economic AnalysisThe Report was prepared by staff at the MNB's Directorate Economic Forecast and Analysis,
Directorate Monetary Policy and Financiarket Analysis, Directorate for Fiscal and Competitiveness Analysis and
Directorate Financial System Analysis. The Report was a

The Report incorporates valuable input from other areas of the MNBtamilonetary Council's comments.

The projections are based on information available for the period erdibecembe017.
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potential level. Growth of the Hungarian economy will continue to be dynamic in 2018, then it will slowak®adnon our
current assumptionsThe inflation target is expected to be achieved in a sustainable manner by the nfid@9o

Global economic growth continued in recent months. The rise in global inflation, observed at the beginning of the year,
came to a halt and it remained moderate in the autumn months as well. Growth rates of the price level were below
inflation targets in most of the countries. International investor sentiment was favourable in the past quarter.

Growth in the global economy, and particularly in the euro area, continued in the third quarter of 2017. Looking ahead,
global economic activity is expected strengthen further. Economic activity developments in the euro area were
favourable during the period under review, mostly contributed to by cyclical factors. However, risks still exist with respect
to the economic growth of the euro area in the longanr GDP growth in the United States is expected to pick up in 2018,
while the Chinese economy continues to grow dynamically. Global oil prices increased considerably in recent months, but
the underlying global inflation developments remained subdued.

In the fourth quarter, money and capital markets were characterised by high risk appetite. Market developments were
influenced by decisions of the world’'s | eadinegpedientr a
developments related to cé&ain emerging markets. Major stock indices reached new historical highs, while risk indicators
remained low. The minor faltering in the risk appetite, observed in the first half of November, proved to be temporary. The
depreciation of the euro, which chasterised the first half of the past quarter, reversed somewhat in the second half of

the period. The appreciation of the euro may have been mostly attributable to the favourable macro figures published in
the euro area.

In line with the moderate inflatioexpectations, persistently loose monetary policy environment may remain in place in

the euro area. The European Central Bank announced that it would continue asset purchases in reduced volume until
September 2018. Market participants expect the first ietgrrate hike to take place later, in mti0 1 9 . The Fed’ s
rate path suggested by market prices did not change significantly after the interest rate increase by the Fed in December
2017.

The Central and Eastern European regions once again proveel tioe growth centre of the European Union. Inflation
typically increased in the countries of the region in the past months, but still remained within the tolerance bands. Of the
central banks of the region, the Czech central bank decided to raise tleerét@sagain, while the Romanian central bank
narrowed the interest rate corridor in two steps. The Polish central bank did not change the monetary conditions.

In line with our September expectation, in a sustainable manner, inflation will reach theeBoent level consistent with
price stability, by the middle of 2019.

In the past period, inflation essentially corresponded to the projection of the September Inflation Report. Core inflation fe
short of the projection, which was mainly caused by the modearate than expected increase in the price of market
services.

According to our current forecast, after the temporary rise observed in November, by the end of 2017 inflation will once
again decline close to@ercent while in the first months of next ye it will level off at the bottom edge of the tolerance

band. On the forecast horizon, we expect core inflation to rise gradually, the rate of which, however, may be more moderate
than projected in September. Over the medium term the secomehd effectsresulting from buoyant domestic demand,
increase in wage costs, as well as higher commodity prices will point to the increase in domestic core inflation. At the same
time, underlying inflation trends in the euro area are persistently subdued, which chebsate of price increase in
Hungary. I n addition, househol ds’ inflation expectatio
empl oyers’ social contributions, as well agon.t he VAT rat

As a result of the higher crude oil prices, compared to our September assumptions, the price developmentsainon
goods are higher in the short run than in our previous forecast. Based on the projection in the December Inflation Report,



the inflation target will be achieved in line with our previous expectation. Accordingly, in a sustainable manner, inflation
will reach the Jercentlevel consistent with price stability, by the middle of 2019.

According to the current projection, we anticipatdynamic economic growth in 2017 and 2018, followed by a slowdown
from 2019 based on our current assumptionsThe role of productivity and competitiveness in terms of growth will
become increasingly important.

The data received since the September InflatReport reflect more favourable investment processes, as a result of which
we count on a higher growth path compared to the September Inflation Report.

In 2018, we expect economic growth to have a similar rate as this year, followed by a sloweseah onour current
assumptionsLooking ahead, growth is still supported by the expansion in domestic demand. The growth in consumption
is supported by the dynamic increase in real wages, the high net financial worth, thempickhousehold lending and the
semnd-round effects of the upturn on the housing market. The rise in household consumption is also backed by
strengthening consumer confidence. In the first half of the forecast horizon, investments are expected to increase
dynamically, supported by the stngthening of the underlying corporate investment trends, the pigkof the housing
market, the low interest rate environment, the central bank programmes, the major rise in loans to SMEs, as well as by the
soar in the absorption of EU funds. In the secbalf of the forecast horizon, the fading of the large corporate investments,
the decrease in the effective drawdown of EU funds and, according to the operative tax regulations, the faltering of the
housing market cycle resulting from the resetting of MAT rate related to the new housing transactions, will lead to a
decrease in wholeconomy investments, resulting in the deceleration of growth. The favourable outlook for international
economic activity projects a more buoyant growth in external demandhenforecast horizon, as a result of which our
expectations with regard to the rise in Hungarian exports were also adjusted upwards.

I'n the Council’s asses s nermentin 20@Ddnd ig 2008wheh it willi slow dovangrpnm 20H¢c h
onwardsbased on our current assumptionk line with economic growth, the unemployment rate will also continue to
decrease. In parallel with the pielp in domestic demand economic output is close to its potential level. Since output does

not materially deiate from the potential level, in terms of economic growth, productivity and competitiveness gain
increasing importance.

A reversal took place both in corporate and household lending in the former years, and lending to both sectors is
expanding steadily.

In the past years growth in both corporate and household lending reached a turnaround. Under the buoyant economic
growth and persistently negative real interest rate environment, a continued rise in lending is expected to take place. The
Hungarian economygistill in the early, ascending phase of the new lending cycle. The growth in the outstanding borrowing
of SMEs continues to be steadily in the targeted band-b® percent even after the phase out of the Funding for Growth
Scheme. With the strengthenirgf lending to large corporations, the entire corporate sector is characterised by dynamic
credit growth. The pickip in household lending takes place in a sound structure, also guaranteed by the MNB's debt cap
regulation. The largest part of the outstangi retail housing loans are still variable rate loans or loans with interest fixed
for less than one year. The measures of the MNB, announced in Noventherinterest rate swap facilities and the
mortgage bond purchase programmepoint to a decrease ithe steepness of the yield curve. These measures facilitate
growth in the ratio of loans with interest fixed for longer than one year, contributing to the improvement in financial
stability.

The current account balance shows a surplus over the entire fastdorizon. Under the pickip in domestic demand,
the Hungarian economy's net lending will decrease in 2€A0718. Expansion in domestic absorption decelerates from
2019, as a result of which Hungary's external surplus will increase again. Hungary's ektentmerability continues to
decrease.

The current account surplus slightly decreased in the first half of 2017, which is mostly attributable to the decline in trad
surplus. On the other hand, the rising absorption of EU funds entailed an increaselandiety in the second quarter.
Looking ahead, the higher domestic absorption will continue to reduce the trade surplus, while the absorption of EU
transfers may gradually increase. Thus, the net lending position in 2018 will be around the level recofdd,ii.e.



4 percentof GDP. From 2019 the expansion in domestic absorption will slow down and thus the decline in the balance of
payments will halt. Accordingly, the net lending of the economy will continue to steadily support the decrease in external
liability and the external vulnerability of the economy. Based on the incoming data and the latest measures, the general
government deficit in 2017 may be aroundo2rcent which is lower than the statutory appropriation of Zuércent of

GDP. According tour forecast, the ESA balance in 2018 may correspond to the deficit target stipulated in the Budget Act
(2.4percend, once again followed by a deficit of roughlp@centin 2019 and 2020. As a result of economic growth, the
decrease in the government beratio will continue over the entire forecast horizon, which complies with the provisions

of the Fundamental Law and the EU legislation.

The money market trends of the Central and Eastern European region were mostly determined by the measures taken
by the central banks of the region and the events in the developed markets. The yields of Polisréonggovernment
securities have not changed materially, while Czech ldagn yields rose. Meanwhile, the Hungarian lorgrm
interbank and government securigis market yields substantially declined as a result of the central bank's decisions and
communication.

In the Hungarian uncollateralised interbank market, in line with the MNB's measures, the BUBOR fixings declined by
4-12 basis points since miSeptember while the medium and longer section of the interbank forward yield curve shifted
materially downwards. The steepness of the government securities market yield curve substantially decreased as well,
primarily due to the decline of 300 basis points in lg-term yields. Government securities auctions were characterised

by strong demand; similarly to the secondary market trends, auction yields materially decreased on the longer maturities,
while no significant change occurred on the shertm maturities. iring the period, the exchange rate of the forint against

the euro slightly depreciated. According to market forecasts, wnea monetary conditions the key determinants of
domestic monetary policy are expected to remain steadily accommodative.

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

In addition to the baseline projection in the December Inflation Report, the Monetary Council highlighted two alternative
scenarios. The alternative scenario that assumes more moderabmlginflation represents an inflation path below the
baseline scenario, without having a material impact on GDP growth. As a result of the scenario assuming faster wage
growth, economic growth will be more robust and inflation will be higher than theciase of the baseline scenario. In
addition to the key scenarios, in terms of other possible risks the Monetary Council discussed scenarios which assume
divergence in the monetary policy of the central banks of the region, stronger than expected slowdiheririmestment

cycle and more favourable international economic activity.

The inflation target i s expected to be achieved in a su
maintaining the base rate and the loose monetary condsiat both short and long ends for an extended period is
necessary to achieve the inflation target in a sustainable manner.



SUMMARY TABLE OF BASELINE SCENARIO
(Forecast based on endogenous monetary pdlicy

2016 2017 2018 2019 2020
Actual Projecion
Inflation (annual average)
Core inflation 14 23 25 2.8 29
Core inflation excluding indirect tax effects 13 21 25 28 29
Inflation 0.4 23 25 29 3.0
Economic growth
Household consumption expenditure 4.2 4.6 38 3.0 3.0
Government final consumption expenditure 13 -0.1 0.7 0.8 0.7
Gross fixed capital formatién -10.6 22.7 120 4.1 -2.0
Domestic absorption 15 6.1 47 28 12
Exports 34 6.8 7.8 7.3 6.6
Imports® 29 9.6 8.9 7.2 5.4
GDP 22 39 39 3.2 2.7
Labour prodativity® -0.4 2.0 3.2 2.9 25
External balancé
Current account balance 6.1 29 14 18 28
External financing capacity 6.2 5.0 39 4.6 4.9

Government balancé*
ESA balance -1.9 (-1.9)-(-2.0) (-2.2)-(-2.4) (1.9 -(-2.1) (-1.7)-(-2.1)
Labour market

Whole-economy gross average earnifgs 6.2 125 9.6 6.5 6.4
Whole-economy employment 34 16 0.6 0.3 0.2
Private sector gross average earnihgs 54 115 8.7 6.9 7.1
Private sector employment 34 22 16 0.6 0.3
Unemployment rate 51 42 4.0 3.9 37
Unit labour costs in the private sector 34 55 34 35 3.0
Household real inconfe 4.1 5.3 4.1 25 2.3

1 As a percentage of GDP.

2 According to the origindHCSO data for futime employees.

3 MNB estimate.

4The lower value of th forecast band shows the ESA balance if the Country Protection Fund will be used while the higher valt
the ESA balance if the Country Protection Fund is not used.

5Total economy, based on national accounts data.

6The baseline forecast is based backcast and nowcast adjusted by anticipated revisions.
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1. INFLATION AND REAL HO®IY OUTLOOK

1.1. Inflation forecast

In line with our September expectatigninflation will reach the 3 percent level consistent with price stability in 2019 Q2 in
a sustainald manner. Compared to the September projection, incoming data point to more moderate underlying
developments in the short run. Following a temporary increase in November, inflation is expected to be close to the lower
bound of the tolerance band at the eraf the yearagain remaining at a similar level in the first months of next year as
well. More moderate underlying developments will be offset by higher commodity prices according to our expectations.
Therefore, on the whole, we expect an unchanged futafiation path compared to our previous forecast. In the medium
term, due to buoyant domestic demand and dynamic wage increases we expect a gradual increase in doreéagtation
excluding indirect taxedNevertheless, the moderate underlying inftai developments in the euro area, the stabilisation

of househol ds’ infl ati on
restraining the rate of price increases.
Chart1-1: Fan chart of the inflation forecast
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Chart 1-2: Monthly evolution of the nearterm inflation
forecast
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expectations at a histori

Looking ahead, we expect an inflation path that |
practically dentical with our previous forecastCompared
to our Septemberprojection, based on incoming dati
inflation of market services was lower, which points
more moderate underlying trends in the short run. Tht
our expectatiors for coreinflation excludingndirect taxes
is lower for this year and for next year as well, comparec
September. However, at the level béadlineinflation all

thesefactorsare offset by price increasdor fuels, caused
by therecent strong risén oil prices. In line with owrarlier

forecast, inflation is expected to reach ti@S y i NI
inflation target of 3 percent in a sustainable manné&om

2019 QZChart 11).

According to our current forecast, following a tempora
increase in Novembeimflation will be close to the lower
bound of the tolerance band at the end of the yeagain
remaining at a similar level in the first months of next ye¢
as well(Chart 12).

Inflation in the euro area will not reach thE C Briflation

target in the coming years. According to thetest ECB
forecast, expectations for 2018 increased, padilying to

higher oil prices.At the same time, the underlyin
developments of inflation continue to be subdued, reduci
the dynamics of domestic price increases

Over the forecast horizon, coreflation excluding indirect
taxes is expected tdancreasegradually (Chartl-3). The
expansion of household income and consumption incres
the pricing power of firms, but its inflationary effect is mo
moderate compared to prerids experiences, partigue to
the structure of the consumption increase. The mc
dynamic growth was registered ithe case ofdurable
consumption goods, and the quickly expanding demant
this product rangemight havea subdued price effect.
Nominal wages in the private sectomay increase
significantly in the coming years as welevertheless,
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Chart1-3: Decomposition of the inflation forecast
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Tablel-1: Details of theinflation forecast

2017 2018 2019 2020

Core inflation 2.3 2.5 2.8 2.9
Contribution to inflation 1.6 1.7 1.9 2.0
Unprocessed e 49 48 63
food
Non-core Fuel and marke 72 45 46 33
inflation energy
Regulated prices 0.3 0.7 19 23
Total 25 25 32 33
Contribution to inflation 0.7 0.8 1.0 1.0
Inflation 2.3 25 2.9 3.0

Note: The sum of contributions may differ from the aggregai
value because of the rounding.
Source: MNB
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inflationary effects from the labour market may remair
moderate. This is partly attributable to the reduction of th
social contribution tax and the corporate tax, which reduc
the effect of wage cost growth by the high nominal wag:
Furthermore, the correlation between wages and inflati
has weakened since the dgsThe stabilisation of inflatiol
expectations at historical lows reduces inflationary effe
from the labour market a well. The moderate impact of
wages on inflation is corroborated by the fact that for th
year to date the effects of wage increases have or
affected prices in the case of certain laboumtensive
servicesand cannot be considered general in the field
services.

Looking aheadthe price dynamics of nofrtore inflation

items will be higher than in our September forecas
(Tablel-1). Qil prices, which fundamentally influence ft
prices, significantly exceed our Septemipeojection, but

looking aheaduturespricespoint to a gradually declining
path. Pricesof refined products which arekeyin terms of
the developmentof domestic fuel pricesindicates more

moderate changes than the rise in crude oil price
Consequentlythe impact of oil price changesn consumer
prices may be weaker than experienced the past The
price dynamics of unprocessed food increases in the sl
run, withamajor contribution from therisingprice of eggs.
According to our assumptienregulated energy prices wi
not chang until the end of the forecast horizon, and on
minor price changes are expected in the case of-apargy
regulated prices.

In 2018, at the level of headline inflation, base effe
stemming from the previous increases in excise duty
gradually fadeout of the annual indicatorThe additional
VAT cuts which become effective at the beginning of 20
— for fish, pork offal, restaurant services and intern
services- will have a downward impact on prices. On tl
whole,developments in the tax content Vil practically not
change inflation



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 relatetthém. The
purpose of this brief presentation of the changes in the external assumptions is to make our forecasts more transparent
(Table 12).

. . 2017 2018 2019 2020 Change
Technical Assumptions

September Actual |September Actual |[September Actual Actual 2017 2018 2019
EUR/USD 113 1.13 1.20 1.19 1.20 1.19 1.19 0.0% -0.8% -0.8%
Oil (USD/barrel) 52.3 54.2 53.9 61.7 54.4 59.0 57.4 3.6% 14.5% 8.5%

Food prices
Wheat (USD/bushel) 4.42 4.37 5.01 4.63 541 5.24 BES -1.1% -7.6% -3.1%
Maize (USD/bushel) 3.64 3.59 3.89 3.69 4.14 4.03 4.17 -1.4% -5.1% -2.7%
Euro area inflation (%) 15 15 12 1.4 15 15 1.7 0.0 pp. 0.2 pp. 0.0 pp.
GDP growth of Hungary's main trading partners*(%) 2.3 2.7 2.4 2.6 25 225) 2.4 0.4 pp. 0.2 pp. 0.0 pp.

In the past period, the price per barrel of Brent crude oil gradually rose from around USD 55 to gy&aohigh of nearly

USD 65This increase was attributable to the tensions in the Middle East and the dynamic expansion in deraiguhdin

Asia. In addition, positive market expectations related to the-blavemberOPEC meeting Vienna also contributed to

the priceincreasd, y f AyS 6AGK |yl féadaQ SIENIASNI SELISOGI GA2yas (K
until end-2018at the meeting,although the degree of the limitation(1.8 million barrels per daygemained unchanged

The agreement did not result in any further change in the world market price of Brent crude oil, as the market had |[already
priced inthisdec s i on. According to the communiqué issued bly OP
agreement may be suspended, depending on the market situation. The November report of the International Energy
Agency (IEA) suggests that there will be supply in the oil market at the end of the year and in 2018 Q1 as well. One of

the underlying reasons is that global demand may be more subdued than expected as a result of the anticipated milder
than usualinter weather, while global supply is increasimgview of the rising production in the United Stat€m the

whole, based on futures quotes, oil prices expressed in US dollars significantly exceed our September assumption, but
looking ahead they point to a gradually declining pat®ur current assumpon of the EUR/USBxchangeate compared

to the Septembeirnflation Reportdid not change significantly

In the latest forecast of the ECB, expectations for inflation of the euro area for 2018 were increased. Nevertheless,
underlying inflation developmens in the euro area remain subdued and are lower than in the assumptions of the
September forecastAccording to the ECB, the upward revision in inflation forecast for 2018 is owing to higher oil prices
and stronger food price dynamics. At the same timeedaflation forecast was downward revised in 2017 and in 2018 as
well, partly due to continued low nominal wage dynamics and lethhan expected price changes of market services in
recent months.Inflation in the euro area will remain below the target ithe coming yearsinflation is expected to be
1.7percent in 2020, mostly as a result of the recovery in economic activity and the rise in expersitieireffects
generated by the increasingly tight labour markstréngtheningnominal wage dynamics andyhtening labour supply in
some countries). Core inflation increases slightly over the forecast horizon owing to the strengthening in stronger global
inflationary developments, the indirect effects of increasing oil prices and the expected increaseseimengy commodity
prices.

As a result of favourable prospects for international economic activity, we expet2 NB o6 dzz &l yi SELI yaa2
external demand compared to our September assumptio3n the whole, forecasts for global economic performanc

were revised upwards in the past period, and they suggesttonger international economic activity. European economic
activity is also expected to have a favourable impact on external demand in 2017. Nevertheless, it is mainly cyclical factors
that play a role in the favourable economic growth in the euro area, and thus looking ahead growth in Europe is surrounded
by increased uncertainty. On the whole, as a result of favourable prospects for economic activity, we expect a more buoyant
increaseinHungay ' s ext er nal demand compared to our September &



On the basis of futures prices, the price increases of wheat and corn are expected to be more restrained compared to the
assumptions used in the September Inflation Report.

Incoming data and new masures suggest that the deficit in 2017 may be slightly higher than our forecast published in
the September Inflation Report, which isjowever still lower than the 2.4 deficit target as a proportion of GDP set out

in the law. This year the pension premm, which is higher than in our September forecast, the-onef Er zs ébe't
granted to pensioners and the also higher than previously expeeffattive use of EU funds all indicate a deficit that
exceeds our earlier expectation. Our forecast for 2@h8l 2019 has remained practically unchanged compared to| the
September Inflation Report.

\



INFLATION AND REAIONOMY OUTLOOK

1.2. Real economy forecast

Growth isprojected ataround 4 percenthis yearand next yearand based on our current assumptiongth gradual
deceleraton starting from2019. Economic growth is expectet accelerate furtheat the end of the year, but at the same
time the working day effect and the correction in agricultural output has a negative impact on the developfriaet
annual index. Investment is expected to erdalynamicallypverthe short runwith contributions from strongeunderlying
trends ininvestment, the historically low interest rate environment, a pigkin the housing market arah increasén the
absorption of EU fundddousehold consumptiomrowth is supported by theobustincrease in real wages, the high net
financialwealth, the expansion ohouseholdlending and the secontbund effects of the upturn on the housing market.
Due tothe import demandfuelled by rising domestic demand, net expongll restrain economic growtlover the short

run. In the second half of the forecast horizdrgsed on our current assumptioms parallel with the fading out of the
cyclical factors, economic growth is expected to decelerate gradually. At the end oféradt horizon, theompletionof

large corporate investment projects, the decline in public investment implemented from external funds and the
interruption of the housing market cycle as a result of the restoration of the VAT on housing, in accorddmtieewax
regulations in force, will result in a decline in investment, contributing to si@wonomic growth. The budget will stimulate
economic growth in theomingyears. The effects of government measures sugpgrrowth will fade by the end of the
forecast horizon, and simultaneously the demaightening effect of fiscal policy will dominate, which will restrain
economic growth. In parallel with the increase in new domestic capacities airdsthe of production, growthin industrial
exports wil gain new momentum from 2018, while the favourable global economic ouagests a strongxpansiorof
external demand. Based on the above, we exmeatore dynamic exporgrowthand an i ncrease i n H
market share. In parallel witthe pick-up in domestic demand, output will be close to its potential level. Looking ahead, in
parallel with the closing of the output gap, productivity and competitiveness will play an increasingly important role in
terms of economic growth.

Chart1-4: Fan chart of the GDP forecast According to our forecast, growth will lbose to 4 percen
Percent Percent in the coming yearand based on our current assumption
6 1 6 then gradually decelerate from 2019 In 2017, the
° ] 5 Hungarian economy is expected to expand by 3.9 perc
41 4 which may potentially contain an upward revision
31 s 0.1percentage point. We project ecomic growth of
27 2 3.9percent in 2018, 3.2 percent in 2019 and 2.7 percer
1 L 2020 (Chart 14). In thefirst half of the forecast horizar
0 / 0 stronger domestic demand will continue to play a maj
17 MNB forecast 1 rolein growth, with investment and household consumpti
2 il 2 as key éctors(Chart 15).
g g g 3 g 2 3 g g g § The &pansion in investment is projected to last until 201
N N N N N N N N N N N

In addition to public investment implemented from E
funds,t he pri vat e deestmhentrattigity is
also adriving force behindhe upturn ininvestment. Looking
ahead, the whole-economy investment rate ma
consistentlyexceed 20 percentAt the end of the forecast
horizon, in parallel with a cyclical deceleration in
investment, investment activity is expected to declin
(Chart 16).

=== Actual HCSO data MNB nowcast

Note: The baseline forecast is based on backcast and nou
adjusted by anticipated revision¥he expected routine revision
below 0.1 percentage point in the first three quarterfs2017.
Source: HCSO, MNB

Corporate investment is expeateto continue expanitg
over the short run.Underlying investmenttrends in the
corporate sector will strengthen considerahlyn line with
the changes in domestic demand, the low interest r
environment, supportive central bank programmes ani
major exansion in SME loans (Char7)L According to ou
forecast, the increase in SME loans wilibéhe sustainable
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Chart1-5: Contributions to annual changes in GDP
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Chart1-6: Evolution of investment rate by sectors
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Chart 1-7: Annual changes in lending to neimancial
corporates and SMEs
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range of 510 percent. In addition to capacity expansi
projects in the vehicle industry andat MOL, the
establishment of battery produmn capacities will fostel
corporate investmentsn the coming yearas well. Looking
ahead, major investment projects will support Hungar
economic growth not only directly, batisothrough second
round effects.Due tothe base effect of large investmen
projects and the fading of EU funding available fo
companies, an adjustment in corporate investmentis
expected in 2020.

At the beginning othe forecast horizonwe expectgrowth

in public investment implemented from EU fundpartly as
a consequencef the decrease in the proportion of advan
payments and partlydue to the use of earlier advanc
payments. In 2019the effective use of EU funds will n
continue to risesignificantly. Public investments financ
from own funds will not changeubstantialy over the

forecast horizon. Workmthe largescale investmenat the
Paksnuclear power planis accompanied by eescaling ol
fundsfor public investmentsandtherefore will not result in
additional real economic effects. These of EU funds it
concentated at the beginning of the forecast horizowhich
contributes significantiyto growth. From 2020the actual
absorption of EU funds is expected to decline on the wh
which will result in thedecelerationof public investmentat

the end of the forecat horizon

In line with the upturn in the housing market, househol
investment is expected to increasealso supported by
government programmes. The significant increase in
number of building permits and the gradual rise in ho
constructions also indate a picku p in h o
investment activity (Chart-8). According to the current ta
regulations, the VAT related to the purchase of homes
return to its original level after 2019. Consequently, hous
prices are expected to increase and thetwm in the
housing market is expected to come to a héait.line with
the slowdown of the housing market in 2020, househa
investment will decline at the end of the forecast horizon

We anticipate continued growth in  househol
consumption over the forecst horizon. The favourable
underlying income trendsrelated to the strong wagt
outflow and the continued expansion in employment,
well as the high net financial wealth accumulated in
previous years will also contribute significantly to the
upturn in  household consumption expenditure
Gonsumption growth is also supported bystronger
consumer confidenceand secondround effectsfrom the
upswing in the housing marketThepotential of correction
for consumption postponed during and after the crisisce



Chart 1-8 Evolutim of households’ consumption
investment and financial savings rates as a percentage
disposable income
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suggests an increase in consumption, whichdditionally
supported by the moderate consumption rate in histori
terms and the low level of consumer durables purcha:
Looking ahead, as a resul
rules,a sustainedupturn in lending in a sound structure
expected in the household sectdout the developmentof
the borrowing activity of households is neutral to the char
in the volume of consumptionwer the forecast horizon
Looking ahead,as a consequence of demogrhie
developments the expansion in employment will no long:
contribute to the expansion in income at the end of th
forecast horizon thus resulting in a slowdown in tr
dynamics of real income and consumption.

In parallel with income developments,obsehdds are
expected to expand their consumption and thuke
consumption rate will be stablenext year From 2019,in
addition to the slowdown in real income developments an
in parallel with the sustained increase in consume
confidence,the consumption ratewill increaseduring the
more mature phase of the credit cycleWith the
continuation of the housing market cycl& 2 dza S k
investment rate will increase furthewuntil 2019. However,
according tahe currenttax regulationghe VAT on housin
will return to its original level in 2020 whichill causethe
housing investment rateto decrease According to oul
assumptions, as a result of favourable income trer
households will accumulate higher savintfgys facilitating
future house purchases. Accordipgour current projectior
incorporatesa higher savings rate compared to the previc
forecast. Looking ahead, in line with an increase in
propensity to consumethe household savings rate w
decline from its currently high levednd then, in 2020-in
parallel with the downturn in household investmentt will
stahliseat arate lower than thecurrent level(Chart 18).

On the whole, forecasts for global economic performai
were revised upwards in the past period, atiey point to
robust international economic activity Growth in the
region also continued at a fast pace, primairigiven by
domestic demand factors. On the whole, as a resuithef
favourable outlook for economic activity, we expect
stronger expansion in external demandomparedto our
September assumptiongn 2017, favourable developmen
in European business activitye alsobolsteringthe pickup
in external demand.Nevertheless,it is mainly cyclical
factorsthat play a role in the favourable economic growt
in the euro area The role of China in Hungarian exports
strengthening gradually. As a result, Chinese econc
gr owt h has an i ncreasing
demand and thus on changes in exports as well. In line
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Chart1-10: Annual change in labour productivity
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the improvement in international economic adty and the
more favourable external demand conditiorepansion is
expected to continue in industrial value added anc
| dzy 31 NE Qi thé ¢omiggNyliaiters. In parallel wil
the increase in new domestic capacities and thetart of
production, growth in industrial exports is expected to ge
new momentum in 201&ndasignificant increasa exports
is expectedover the forecast horizon. The growth rate

exports corsistently exceeds the rate of increase

Hungary' s exter naHungdi& @an (
market share will improve furthe(Chart1-9). The upswin¢
in domestic demand factors (consumption, investment)
significantlyboost importgrowth, as a result of which th
contribution of net exports to economic growth is expecte
to be negative overthe short run At the end of the forecas
period, importgrowth will taper offas a result of a slowdow
in household consumption aradecline in investment, an
thus at the end of the forecast horizon the contribution ¢
net exports to econonit growth will be positive

Ly FOO02NRIFIyOS gAlGK 1 aid
performance, we expect a correction in the sector this ye
According tahe currently available data, the harvest of t
most important field crops (corn, wheat) is lemthan last
year ' s high base. Accorc
performance of the sectoY @ NB RdzOS (KA
growth by nearly0.4 percentage points

Potential growth will pick up in the first half of the forecas
horizon, primarily due to theexpansionof private sector
investment and a rising trend in labour market activity.
the same time, demographic developmeraie a constraint
which willbecorne increasinglyelevantfor the expansiorof
employment. Thusat the end of the forecast homm
activity will not contribute to the potential growth of th
economy.

Our forecast points to an improvement in labot
productivity (Chart 110). The reovery in private
investmentraisesproductivity not onlyby putting advancec
equipment into service ah the construction of moden
industrial facilities, but also through the adoption of t
knowledge necessary for the production of higher va
added. The announced largeale investment projects an
the capacity expansion of the supplier network gener
positive feedback in the market services of higher ve
added, resulting in a further improvement in productivi
Looking ahead, improving competitivenesdgll play an
increasingly crucial role, which may besupported by
boosting productivity and improing the human resource:
and innovation capacity of SMEs.



1.3. Labour market forecast

Over the forecast horizon, employment in both the national economy and the private sector will continue to rise at a
slowing paceand thusthe unemployment rate- which is aleady at a historical low level will continue to declineat a
moderate pace At the same time, demographic developments wépresent increasingly effective constraint®
employmentgrowth. Over the forecast horizon, the underlying wage trend willrsgiten in parallel with the decline in

free labour capacity. However, thiecreasan the minimum wage and the guaranteed wage minimum in 2018 will be lower
than the rise in 201,7and consequenththe growth ofthe wage index will slow.

Chart1-11: Employment, participation and unemploymen The growth rate of activity is expected to decline gradual
in the national economy in the coming yars.Demographic developmentspresent
increasingly effective constraints. Consequently, lab

Percent Percent
81 - 12 supply is not expected to continuexpandingin 2020
64 | ,/ \\\ 10 (Chart1-11).
60 __’,’ \\\ R As a result of government measures reducing public w
e \&°'. programmes coming into effect in 28%and the reduction
56 1 AN -6 of the budgetary limit planned for 2018he number of
o N . .
52 | Memme 4 public workers will drop by 30,000 by the end of the
forecast period. Someof those exiting the public worl
48 DO ~0W0®»O odNmMIIW®O~O®won o 2 programme may gradually return to the primary labo
O O O 0O O - R I o = = .
LQILLLAIILRILAILRIRIILRISR market. As a resulof the substantial wage growth, th
Participation rate widening gap between wages in the public work scher
see-++ Employmentrate _ and thewages availabla the private sector may represer
=== Unemployment rate (right axis) . . .
a stronger stimulus for public workers to appear in mark
Source: HCSO, MNB based employment. Employment in the public sec
excluding public work will remain practically unchang
over the forecast horizon.
Chart 1-12. Annual changes in labour cost and gro

average wagsin the private sector

In parallel with economic growth, the persistently higl
labour demand of the private sectowill contribute to the

1o Percent o expansionof employment. At the same time, corporate

10 - efforts to expandstaff levelsare significantly hindered b

o the limits of the declining labour reserves in terms of qua

8 - o O and mobility. On the whole, the number of peop

6 - employed in the private sector witlontinue to rise at a

(0] . .

4 slower rate compared to tle robust increase observed i

recent years. Witha continued increase in employmen

2 the decline in the unemployment rate which is currently
0 HEE_EEEN__ | 1 | at a historical low¢ will continue at a slower pace
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strengthen in parallel with the decline in free labou
capacity. However, théncreasein the minimum wage and
the guaranteed wage minimum in 2018 will be lower tha
the rise in 2017 and consequentlythe growth of wage
index will slow down. According to ou estimate,
administrative measures taking into account direct and
feed-through effects as well— contribute to wage
developmens by nearly 5 percentage points ar
2 percentage points this year and next year, respectivi
Real wages willhen develop inline with productivity.
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Chart 1-13: Decomposition of nominal unit labour cos We forecast that wage growth will correspond to th

growth in the private sector
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September projection.

The impact of the dynamic wage growth on labour cost"
be mitigated by the reduction of contributi@rset forth in
the wage agreement. The social cohtriion tax paid by
companieswill decline by 5 percentage points this year ar
another 2.5 percentage points next year. Accordintig,

inflationary effect of the higher wagegrowth from the

cost side may remain moderateln line with the wage
agreement, after 2018 the social contribution tax wi
decline in four more steps by 2 percentage points e:
time, depending on the rise in realages According to our
forecast, in 2019 Q4 real wages in the private sector
increase by more than 6 percent compdrto 2018 Q1.
Consequently, the next contribution reduction may ta
place in 2020 Q2 (Chart1D).

In the coming years, unit labour cost in the private sec
will onlyincrease at a more moderate pace, in line with t
improvement in economic performaecand the slower
growth in the number opersonsemployed in the private
sector (Chart 413).



Box1-2: Demography and other determinants in the forecasting of activity

After 201Q the government took varioumeasures which contributed to the faster recovery of the labour market from
recession caused by the crisis and also increased the willingness to participate in the labour market over the long
While the demand for labour was supported by theluetion of the tax wedge, the Job Protection Action Plan and pt
work programmeslabour supply increased mainly as a result of the restructuring of welfare transf@&g tightening the

the
er term.
blic

eligibility conditions for early retirement and disability pensi@msl gradually raising the retirement age, the government

reduced the number of those becoming inactive, and by rationalising the amount and duration of transfers related
absence from employment it discouraged people from leaving the labour marketing aheadthe impact of the

to the

measures taken in the previous years will gradually faged thus demographic developments will represent increasingly

effective constraints to the expansion of activity and employmé&n020, owing to the negative impaof demographic
developments, the increase in the number of the active is not expected to contif@bart 114).

The demographic effect on activity can be divided into two factors: changes in the total number of the wagking

population and changes itsidemographic composition (by age and s&@Xje decline in the workingage population has
accelerated in the past 20 yearBetween 2000 and 2010, the number of persons ageéfd5ecreased by an average
0.15 percent every year, andalso taking accau of the forecast period- the average annual decline may amount
around 0.4 percent between 2010 and 2020. Due to the heterogeneity of the activity rate in terms of age and se
previous decadéhe change in demographic composition only reductie activity rate of the 1%74 age grougby a total
0.2 percentage point, whili the current decade it reduces the activity rate by 1.7 percentage points in total

Chart1-14: Effects of demography and othdactors on changes iparticipation
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Sources: HCSO, MN B c-Aldbitisy(20@0) methadologya s ed on Kat ay

On the whole, the negative demographic trend is expected to last over the entire forecast horizon, which may still b

by further improvement irthe activity rate in the coming yeark the historically tight labour market environment, a

e offset

reversal of the rising trend of labour supply may represent an increasingly effective constraint to the continued

expansion of employment towards the end of th@fecasthorizon.

1Gabor —RenadekyNobili§2009) “Driving Forces Behind Changes in the Aggregate Labour Force Participation in HtiyBryWorking Papers

2009/5
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Tablel-3: Changes in projectionsompared to the previous InflatiorReoort

2016 2017 2018 2019 2020

Projection

Actual
September Current  September Current September Current Current

Inflation (annual average)

Core inflation 1.4 24 2.3 2.7 2.5 2.8 2.8 2.9
Core inflation excl. indirect tax effects 1.3 2.2 2.1 2.7 25 2.8 2.8 2.9
Inflation 0.4 2.4 2.3 2.5 2.5 2.9 2.9 3.0

Economic growth

Household cosumer expenditure 4.2 4.6 4.6 3.8 3.8 3.0 3.0 3.0
Government final cons. expenditure 1.3 -0.1 -0.1 0.8 0.7 0.8 0.8 0.7
Gross fixed capital formatién -10.6 16.2 22.7 11.1 12.0 4.3 4.1 -2.0
Domestic absorption 15 4.8 6.1 4.5 4.7 2.8 2.8 1.2
Exports 34 6.5 6.8 7.7 7.8 7.3 7.3 6.6
Imports® 2.9 8.2 9.6 8.8 8.9 7.2 7.2 54
GDP 2.2 3.6 3.9 3.7 3.9 3.2 3.2 2.7
Labour productivity -0.4 15 2.0 2.9 3.2 2.9 2.9 25
External balancé
Current account balance 6.1 35 2.9 25 14 3.1 1.8 2.8
External financing capacity 6.2 5.0 5.0 4.8 3.9 6.2 4.6 4.9

Government balance*
ESA balance -1.9  (-1.6)}(-1.8) (-1.9}(-2.0) (-2.2}(-2.4) (-2.2}(-2.4) (-1.8}(-2.0) (-1.9}(-2.1) (-1.7)}(-2.1)

Labour market

Whole-economy gross average earnid¢ 6.2 12.0 12.5 9.5 9.6 6.5 6.5 6.4
Whole-economy employment 3.4 1.7 1.6 0.8 0.6 0.3 0.3 0.2
Private sector gross average earnthgs 5.4 115 115 8.7 8.7 6.9 6.9 7.1
Private sector employment 3.4 2.2 2.2 1.6 1.6 0.6 0.6 0.3
Unemployment rate 5.1 4.2 4.2 3.9 4.0 3.9 3.9 3.7
Private sector unit labour cost 34 5.6 55 3.8 34 3.9 35 3.0
Household real inconfe 4.1 5.2 53 4.1 4.1 25 25 2.3

1 As a percentage of GDP.

2 According to the HCSO data for fiithe employees.

3 MNB estimate.

4The lower value of the forecast band shows the ESA balance if the Country Protection Fund will be used while the highemsgatlne ESA balanc
if the Country Protection Fund is not used.

5 Total economy, based on national accouddsa.

6 The baseline forecast is based on backcast and nowcast adjusted by anticipated revisions.
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Tablel-4: MNB baseline forecast compared to other forecasts

2017 2018 2019 2020

Consumer Price Indear{nual average growth rate, %)

MNB (December 2017) 2.3 25 29 3.0
Consensus Economics (Decembed 1 7 ) 1 2.3-2.4-2.6 1.7-2.8-3.8

European Commission (November 2017) 2.3 2.6 3.0

IMF (October 2017) 25 3.2 3.0 3.0
OECD (November 2017) 2.3 2.7 34

Reuters survey (Dece 22-23-2.4 22-2.7-3.2 2.5-3.0-3.5

GDP (annual growth rate, %)

MNB ( December 2017)5 3.9 3.9 3.2 2.7
Consensus Economics (Decemded 1 7 ) 1 36-3.8-4.0 27-35-4.2

European Commission (November 2017) 3.7 3.6 3.1

IMF (October 2017) 3.2 3.4 2.8 2.6
OECD (November 2017) 3.9 3.6 2.8

Reuters survey (Decemb2r0 1 7 ) 3.7-3.9-4.0 3.2-3.6-4.2

Current account bal a

MNB (December 2017) 2.9 1.4 1.8 2.8
European Commission (November 2017) 4.3 3.3 3.2

IMF (October 2017) 48 4.2 3.2 2.3
OECD (November 2017) 4.0 25 0.8

Budget balance (ESAZDmethod}*

MNB (December 2017) (-1.9)—(-2.0) (-2.2)-(-2.4) (-1.9)-(-2.1) (-1.7)-(-2.1)
Consensus Economics (Decembeéd 1 7 ) *  (-05)—(-2.1)—-(-3.0)  (-1.8)—(-2.5)—(-3.0)

European Commission (November 2017) 2.1 -2.6 -2.3

IMF QOctober 2017) -2.8 -2.9 -2.7 -2.7
OECD (November 2017) 2.4 2.7 -2.4

Reuters survey (Dece (14)-(22)-(-27 (-2.1)-(-2.5-(-3.0)

Forecasts on the size of Hungary's export markets (annual growth rate, %)

MNB (December 2017) 4.7 4.4 4.0 3.9
European Commi ssi on 5.4 5.2 4.8

I MF (October 2017)2 5.0 4.9 4.6 44
OECD (November 2017) 5.3 4.8 4.5

Forecasts on the GDP growth rate of Hungary's trade partners (annual growth rate, %)

MNB (December 2017) 2.7 2.6 25 24
Consensus Economics (Decembed 1 7 ) 2 29 26

European Commi ssi on 2.8 2.6 2.4

| MF (October 2017)2 2.7 2.4 21 2.1
OECD (November 2017) 2.8 2.6 2.2

1For Reuters and Consensus Economics surveys, in addition to the averagefihkianalysed replies, we also indicate the lowest and the hig
values to illustrate the distribution of the data.

2Values calculated by the MNB; the projections of the named institutions for the relevant countries are adjusted with thteng/eigtem of the
MNB , which is also used for the calculation of the beaastkoral paotver
countries.

3 As a percentage of GDP.

4The lower value of the forecast band shows the ES#nbe if the Country Protection Fund will be used while the higher value shows the ESA |
if the Country Protection Fund is not used.

5The baseline forecast is based on backcast and nowcast adjusted by anticipated revisions.

Source: Consensus Ecaomios, European Commission, IMF, OECD, Reuters poll
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2. EFFECTS OF ALTERNASCENARIOSI OURFORECAST

In addition to the baseline projection in the December Inflation Report, the Monetary Council highlighted two alternative

scenarios. The alternative scaio based onmore moderate global inflatiofieaturesan inflation path lover thanthe
baseline scenario, without a material impact on GDP growth. As a result of the scbaa€id onfaster wage growth,
domestic economic growth will be more robust andatibn will be higher than the forecagt the baseline scenario. In

addition to the key scenarios, in terms of other possible risks the Monetary Council discussed scenarios which assume

divergence in the monetary policy of thregionalcentral banksa strongerthan-expected slowdown in the investment

cycle and mordavourableinternational economic activity.

Chart2-1: Impact of alternative scenarios on the inflatiot
forecast

Percent

-2

2013 2014 2015 2016 2017 2018 2019 2020
Base scenario
= = = More moderate global inflation
«eseee Faster wage growth

Source: MNB

Chart 2-2: Impact of alternative scenarios on the GD
forecast

Percent

1
2013 2014 2015 2016 2017 2018 2019 2020
Base scenario

= = = More moderate global inflation
«eseee Faster wage growth

Note: The baseline forecast is based on backcast and now
adjusted by anticipated revisions.
Source: MNB
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More moderate global inflation

In the past period, in theommunicatiorso f t h e
leading central bankshe risks of steadily low inflation
were increasingly emphasisedy both the European
Central Bank and the Federal Reserv®espite the
development of thereal economy this may result in
continued, persistently low growth in international price
and wages.

According to the assumptiorin our alternative scenario

due tothe persistentlyslow increase in international prices
the Fedreducesthe pace of interest rate hikes, and the
ECB's first interest rate increasgpostponed compared to
the date assumed in the baseline scenariésa result of
the delayed tightening measureseallocation may take
place in the financial markstdue to changes in marke
expectations.Owing tothis process, domestic asset pric
may increasedue to capital inflows. All of this will slightly
reduce netexports, which will be offset by the growth i
Hu n g a&xpgrt marketsandwill thushaveno substantial

impact on the growth of the Hungarian economylhe

reallocationin assets and more moderaéxternal inflation

leads tolower domestic inflation(Charts 21, 2-2 and 23).

According tahe assumptiondue to the slower increase ir
the consumer price index, achiéw the inflation target is

ensured by looser monetary conditions.

Faster wage growth

In our baseline scenariowe expect wage setting to be
similar as in the September projectiomver the entire
forecast horizon. The wagesetting processes suppol
growth in consumptionvia an increase in disposabls
income. Despite the strong wage outflow, the wage sh.
still falls short of the longerm averge, and hence the
impact of faster wage growth on inflation remair
moderate.

In this alternative scenario, in the tight labour marke
environment corporations increase wages to a larg
degree than expected.The number of unemployec
persons, representing the primary source of unutilised
capacity on thelabour market,has fallen by one half it



Chart2-3: Risk map: effect of alternative scenarios on tr
baseline forecast
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Note: The risk map presents the average difference between
inflation and growth path of the alternative scenarios and t
baseline forecast on the monetary policy horizon. Téa marker
means tighter and the green markers mean looser monet
policy than the baseline forecast.

Source: MNB

recentyears.Robust corporatéabour demand was able t
absorb a largeart of the labour force reservavhich was
expanded by additional groups; it was mostly inaet
personslinked more tightly to the labour market whc
entered the primary labour market. As a result of tl
aforementioned labour marketievelopments the rise in
the labour force participation rate continues to slow. In tt
historically tight labour maet environment, corporations
pursue stronger wage competition with a view to retaini
and hiring labour force.Due to the vigorous wage
competition, the dynamics of wage outflow increase at
faster rate than assumed in the baseline scenariehich

resuls —viadisposable income in strongerthan-expected
growth in household consumption and investmer
Domestic demand factorsfoster stronger economic
growth, which results in stronger price increasethan

assumed in the baseline scenarf@harts 21, 22 and 23).

The achievement of the inflation target is ensured by
monetary policy that is tighter than the baseline scenaric

Other risks

Along with the key alternative scenarios, the Monete
Council also considered three additional risks. The
scenaio that assumes divergence in the monetary policy
the regional central banks, points to higher inflatio
without a substantiaimpact on economic growttOwing to
a strongerthan-expected slowdown in the investmer
cyck, growth may be more restrainettian assumed in the
baseline scenario, with moderate effect on inflation. As i
result of favarable international economic activity
domestic economic growth is more robust than assume
the baseline scenarjobut this has nomajor impact on
inflation.
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3. MACROECONOMIC OVERV/I

3.1. Evaluation of international macroeconomic developments

Global economic growth continued in 2017 ,@8d developments in international economic activity were favourable
during the period. The dynamic growth of the Central and &asEuropean region was outstanding among European
countries. Global oil prices increased considerably in the past months, but the underlying global inflation developments
remain subdued. In line with improving prospects for economic activity, core orilabse to some extent in certain
developed countries, although decline was observed in the euro area. Some central banks shifted towaighkter
monetary policy stance in the Central and Eastern European region. The divergence in monetary polieyroetweh e  wo r |
leading central banks may remain in place in the coming period as well. The Fed may caittingiadual interest rate

hikes, while monetary conditions in the euro area may remain loose for an extended period of time.

Chart 3-1: Annual changes in GDP in certain key glot 3.1.1.Devel@ments in key global economies
economies

In 2017 Q3, the expansiorof US econont output

2,57Perce“t SEOSSRSR 02GK Iyl fe&al bepitd
the natural disasters that hit the country, annualist
20 - growth compared to the previous quarteaamounted to
3.3percent. The contribution of household consumptic
15 - and fixed investment to economic expansion continued
be positive. In addition, as a result of a major decline
10 - imports, net exports also contributedignificantly to
growth, while government expenditures werestrained.
0.5 7 The gowth prospects of the US economy improved
00 - some extent in the past quarter.
USA Japan UK Similarly to previous quarters, subdued growtiwas
2016Q3 m2016Q4 = 2017Q1 m2017Q2 m 2017Q3 observed in the United Kingdon{Chart 31). Economic
Note: Seasonally adjusted series. expansion was primarily supported by an increase
Source: OECD conauumption and investment, while net exports made

negative contribution to growth. Brexit and the uncle
circumstances of the process have an unfavourable imy
on mediumterm growth prospectsin Q3, the Japanes¢
Chart3-2: Annual changes in GDP in some emerging economy grew by 2.1 percent year on yeand by

economies 0.6 percent compared to the previous quarteNet exports

Percent were the main contributors to growth, while consumptic
11 - declined significantly and its contribution to GDP expans
10 -

was negative.

Of the major emerging countries, the Chinese econor
expanddl at a rate 0f6.8 percent in 2017 Q8 hart 32).

Incoming data were in line with expectations. The increi
in fixed investment decelerated, while consumptigmowth

remained buoyant. In parallel with steeprise in exports,
the expansionof imports wasalso significant, exceedin
expectations. Growth prospects of the Chinese econc
improved to some extent in the past months. In Rus:
following weak growth figuresin previous years,
considerable growth has been observed in the economy
Note:In the case of China and Turkey seasonally adjusted sel' 4wo consecuive quartersnow. The increase in output il

RPORPNWKMOOITO N
Il

China Russia Turkey
2016Q3 m 2016Q4 m 2017Q1 m 2017Q2 m 2017Q3

Source: OECD, Trading Economics Tur k e y exceeded anal ysts’
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Chart3-3: Global inflation developments
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Chart 3-4: Inflation targets of central banks and actue
inflation
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Source: OECD, FRED, National Institute of Statistics Romani

Global inflation came to a halt following an increase lat
last year and early this year, and was at subdued levels
the past months(Chart 33). In line with that, inflaion was
belowthe central bank target imostdeveloped countries
(Chart 34). In accordance with the improving prospects
economic activity, core inflatiomose to some extent in
certain developed countries, althougla decline was
observed in the eurarea. Oil prices have increased in tl
recent months, but wunderlying global inflatio
developments remain subdued.

At their September and November meetingthe decision
makers of the US Fed left the policy rate unchanged
before raising it by 25 basis pats to the band of
1.251.50 percent in December. In addition, the balanc
sheet reduction programme of the Fed started in Octob
2017. The paragraphin the Decemberannouncement
concerning the monetary policy stance remain
unchanged decisionmakerscontinue tohold the opinion
that economic developments will justify a gradiradrease
in interest rates. In October, the FOMC started to limit tt
reinvestment of assets maturing in the central bank balal
sheet, as announced simultaneously with thegldecision.
On 2 November, US President Donald Trump nomine
Jerome H. Powell to chair the Fed in the nexteér cycle.
According to market expectations, the Fed may continue
increase interest rates in March 2018.the past quarter,
the Bank of Japn did not change monetary conditiorend
continues toadjust its Quantitative and Qualitative Easin
Programme to the (percent longterm yields. The central
bank maintained its annual purchase rate target amount
to a total JPY 80,000 billion necesstoyreach the yield
target, and continues to pay minus 0.1 percent interest
commerci al banks’ excess
overshoot the inflation target has remained a part of tl
central bank communication.

In November, the decisioimakers of the Bank of Englanc
raised the policy rate by 25 basis points to 0.5 percdait
the sustainable achievement of the inflation targe
Decisioamakers left thebase rate unchanged at thei
meeting in DecembefThey expect inflation to peak abov
3 percent ths year, beforegraduallydeclining next year
and approachingthe 2 percent target by the end of th
forecast period. Accordi
guidance, any further interest rate hikes will take pla
gradually and to a limited extent. The gapects are
surrounded by high uncertainty due to Brexiand
therefore the central bankwill react to developments
depending on how they affect the behaviour of econon
agents and the inflation outlook.
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Chart 3-5: Inflation expectations and longerm yields in
the euro area and the US

Percent Percent
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Chart3-6: Major commaodity price indices
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The central banks of the other developed economirder
review did not change monetary conditionis the past
quarter. Of the central banksn emerging countries,
following a 50 basis point interest rate cut in Septemb
the Russian central bank reduced its policy rate by
further 25 basis points in Oaiber.

On the whole, financial markets were characterised t
strong risk appetite in the past quarter. Market

developments were mainly influenced biye decisions of
the world’”s |l eading c &urdpe
as well as countrgpecific @velopments related to certair
emerging markets. Major stock exchange price indi
reached new historical highs during the period, while t
volatility of risk indicators was low. In the first half

November, a slight correction was experienced in tF
favourable atmosphere, althoughsentiment later
recovered. The magnitude of stock markgains varied

from country to country while the Japanese stoc
exchange, which was supported by the weakening of
yen, and US indices showed major sigbe leadingstock
exchange price indicés Germany and the UKcreased to
a |l esser extent. Ch a n g-temsn

bond yields varied: US loagrm yields rose the Japanese
and Britishyieldsstagnated, while Germayieldsdeclined
(Chart3-5).

As a result of t hoecorliliBg asset
purchases at least until September 2018, marl
expectations concerning the date of the first interest re
hike in the euro area shifted to a later date, i.e. R2I@19.
The depreciation of the eurtypical of the first half of the
past quarterpartially correctedin the second half of the
period, which may have been primarily attributable to ti
favourable macroeconomic data for the euro are
Movements of the currencieim the CEE region against tF
euro varied: while the forint and the Romanian I
depreciated, the Czech koruna and the Polish z
appreciated. Oil prices increased considerably (Chd}, <
which was attributable to the decline in US crude
reserves in the first half of the pedo the domestic
tensiors in Saudi Arabia and the extension of ti
production cap, as decided at the endovember OPE(
meeting.

3.1.2.Developments in the euro area

In 2017 Q3, the uprn in the euro area economy
continued (Chart 37). The economy of Germany, whiis
Hungary's most i mportant

2.8percent year on year. Corporate investment activi
exports and stable household consumption were the m
contributors to growth. The growth of euro areecore



Chart3-7: Annual changes in eurarea GDP
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Chart 3-8: Business climate indices for Germany and tl
euro area
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countries was primarily supporté by the still dynamic
expansion of the Dutch and Austrian economies, in addit
to the Germaneconomy Growth not only acceleratedin

the core countriesbut alsoin the periphery countries In

addition to the upswing in the Italian economy, dynan
expansion was still observed in Spain. Nevertheless,

domestic political events of the past period may have
unfavourable impact on growth in Spain.

Forwardlooking economic indicators continued to

increase in the periodunder review (Chart 38). The
busihess confidence index capturing the prospects of -
euro area (EABCI) roskarplyduring Q3, and, in paralle
with that, expectations for the German economy (Ifo) al
strengthened furtherCyclical factors also play a role in th
buoyant economic growthof the euro area althoughthe

economic prospects of the continent are surrounded

high uncertainty over the long term.

Growth forecasts were typically revised upwardsét the
same time, euro area growth continues to be surround
by risks, which are tated to, inter alia, the United
Ki n g d o nfrons theeEx),i tHe uncertainties concernir
the elections in Germany and global factors.

Similarly to global trends, inflation remained moderate il
the euro area as well in the past quarte©On the whole,
there was no major change in inflation, whielecline was
observed in core inflation. As a result, inflatioemains
below the central bank target in most Member Statéhe
5-year inflation expectations 5 years forward increas
somewhatin the euro area, @hough they still fall short of
the ECB’s infl-8tion targe

The Governing Council of the European Central Béefk
the key interest rates unchangead Decemberin October
the central bank reduced the monthly amount of ast
purchases from ta currentlevel of EUR 60 billion to EU
30 billion starting from January 2018 The principal
payments from maturing assets purchased within t
framework of the programmes will be reinvested w
beyond the time horizon of asset purchases. At the pr
conference following the decisioRresidentMario Draghi
said that if the outlook becomes less favourable, t
Governing Council stands ready to expand the prograrn
in terms of size and/or time horizofihe Governing Counc
- after their December decisio— still expects,that the
ECB’ s policy rates wi ||
permanently and much longer than the horizon of net as
purchases.
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Chart3-9: Annual changes in GDP in CEE countries
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Chart3-10: Inflation targets of central banks, inflation,
and economic agents' expectations
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3.1.3.Developments in the CEE region

The Central and Eastern European region continued to
the European Unigy Q& 3 NP ¢4 Witk theOGDP Grows-
rate accelerating compared to the previous peri
(Chart3-9). In Poland, strengthening consumptic
continued to be the main driving forcbehind growth,

which was also supported by increases in employment
wages a8 well as favourable household confidence.

Romania, strong domestic demand continued to be 1
main contributor to the outstanding economi
performance. Looking ahead, however, the economy n
return to a more sustainable growth path, and thus tl
growth rate may decelerate. Buoyant growth was maii
supported by strong household consumption in the Cz
Republic as well. In Slovakia, more than 3 percent ani
expansion was observed in Q3 as well.

Inflation typically increased in the countries of the gion

in the past months, developing within the tolerance banc
around the various inflation targets(Chart 310). The
largestrise was observed in Romania. Inflation was abi
the central bank target in the Czech Republic and
Romania in November 2017.of@ inflation was at
moderate levels in Poland and Romania, but looking ah
—in parallel with the expected increase in inflatiercore

inflation may alsorise significantly in RomaniaCore
inflation exceeded the inflation target in Slovakia and t
Czch Republic.

Of the central banks of the Central and Eastern Europe
region, the decisioamakers of the Czech central ban
decided to raise the base rate again, while the Romani
central bank narrowed the interest rate corridor in twc
steps. The centrabanks of the other countries of the
region maintained loose monetary conditiong:ollowing a
20 basis point interest rate hike in August, the decisii
makers of theCzech central bankaised the policy rate by
25 basis points to 0.5 percent in Novembaer.dddition,

they increased the overnight lending rate, whisktsthe

upper bound of the interest rate corridor, by 50 basis poil
to 1 percent, while the overnight deposit rate remaine
unchanged at 0.05 percent. According to the forecast of
central bank, inflation in 2018 will mostly be above tt
2 percent target, but within the tolerance band, befor
returning to the target over the monetary policy horizon.
the decisiomrma k er s’ assessment,

surrounded by upside risks to iaflon. The timing of
further interest rate hikes depends on changes in the m
economic variables. Iboth October and November, the
decisionmakers of theRomanian central banklecided to
narrow the two bounds of the interest rate corridor k



25basis pints each. These steps resulted in a tightening
monetary conditions. Acc
forecast, inflation may increase significanblyer the short
run and deceleratefrom end-2018. Compared to the
previous forecast, the inflation path se considerably ove
the shortterm, and was revised downwards to some exte
in the second half of the forecast horizon. TRelish
central bank did not change the monetary condition
during the past quarter. According to the Novemb
forecast, inflationmay be slightly higher than the Ju
projection over the forecast horizon. In the decisic
makers’ assessment, infla
target in the coming years. As a result, the current leve
the base rate contributes to sustainableogrth and to
macroeconomic balance.



3.2. Analysis of the production and expenditure side of GDP

According to the HCS@ 2017 Q3, the gross domestic product increased by 3.9 percent year on year, while compared to
the previous quarter the volume of GDBse by 0.9 percent. Economic growth continued to be supported mainly by
domestic demandwhich was mainly attributable to the increase in investment and consump@onthe production side,

the performance of services, construction and industry contributedthe GDP expansion. The higher growth rate
compared to Q2 is primarily attributable to the more favourable performance of the services sedbilssinvestment and
consumption were the main contributors on tlespenditureside.

Chart3-11: Contribution to annual changes in GDP According to the HCSO, in 2017 Q3, gross domestic proc
Percentagepoint Percentagepoint increased by 3.9 percent year on yeaand expandedt a
] rate of 0.9 percent compared to the previous quarter. .
before, economic growth was primarily supported |
domestic demand thragh a considerable expansion
investment and the continued rise in consumption.
parallel with the increase in impodemandstemming from
-6 the expansion in domestic demand, the contribution of r

-8 exports to growth was negative (Charl3).
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Net exports _ Inspited this year’'s GDP exr¢
Changes in inventories

e Gross fixed capital formation the pa_st periodwas belpw the average growth rate of th(
Government consumption countries of the region and of the Baltic countrie
mmmm Final household consumption (Chart3-12).
== GDP at market prices (percent)
Source: HCSO Household consumption continued to expand steadily

2017 Q3Therisein householdls consumpti o
was supported by thémprovement in underlying income

Chart3-12: Economic growth in the region and thBaltic trends resulting from pay riseas well as by historically hig

countries household confidence and net financial weallthe rise in
expenditures on purchasing durable and sewhirable
8 _Percent goods, which have a high recovery potentiahntinued to
7 exceed the aggregate expansion in consumptic
6 Consumptiorof durable products was 8.7 percent up, whi
5 expenditure on less durable products expanded
g 9.2percent in Q3 (Chart-33). The continuedncrease in
2 consumption is also corroborated by the buoya
1 \ expansion in retail salesAccording to preliminary data
0 - - - - - - yearon-year growth in turnovelamounted t06.3 percent
; 7 \/ in October.
2011 2012 2013 2014 2015 2016 2017* | 2dza SK2ft RaQ Fai yiIy OALI € S|
Band of the GDP growth in Visegrad and baltic count  further in Q3, while their net financial savings remaine:
= Hungary unchanged compared to the previous quarterThe
Note: * Data for 2017 based on €33 economic growth. increase in househol ds’
Source: Eurostat homes resulted in higher savings. Accordingly, the

financial savings rate rose compared to the begigrof the
year (Chart 3L4). Thenet financial wealth of households
amounts to around 100 percent of GDP, significar
exceeding the average of the countries of the region.

Household loans outstanding expandeat an annualrate
of 4 percent, the value ofloan transactions amounted t
HUF 70 billion in Q3rhe annual average increase in th
volume of new loans was 43 percenwithin that, the
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Chart 3-13: Development of consumption components extension of new housing loans and personal loa
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Chart3-14: Savings and assets of households
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Chart 3-15: Decomposition of the annual changen
investment
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amounted t029 percent and 46 percent up, respective
The HomePurchase Subsidy Scheme for Families also
an important role in the increase in demand, 17 percent
new housing loans are related to the scheme.

In line with rising domestic demand, market service
contributed significantly to economic growth in Q3/alue
added increased in each of the market services sect
while governmentrelated services declined slight
compared to the same period of last year. Along with tra
accommodation services and catering, administrat
services made the strongestagvth contribution, but the
contribution of the IT and communicationsand
transportation and storagesectors were also significant.
The increase in the number of guest nights was lower th.
the average of the past periodamounting to 2.9 percen
year on ar in Q3. The expansion was mainly attributal
to a rise in the number of nights spent by foreign guests,
domestic tourism demand also increased.

In mntrast to the developments seen in H1, both pub
consumption and i¥kkind social benefits receiveidom the
governmentrosein Q3.

In 2017 Q3, wholeeconomy investment expanded by
18.3percent, with contributions from growth in a wide
range of sectors(Chart 315). The strong increase in
corporate investment activity continued. In the case
companiesproducing for and providing services to tf
domestic market, the main contribution to expansion cat
primarily from the increase in investment in the trade a
vehicle repaisubsector, which had already been expandi
for nearly two years, but investmeractivity picked up in
other sectors as well. Manufacturing, which has a h
weight, was the main contributor to the growth i
investment of the companies producing for exterr
markets, with support from a wide range of subsecto
Investment in the pulit sector (healthcare, administratior
education) and sectors closely related to the public sec
(energy, transportation) also expanded considerabty
addition to the low base,this was supported by
contributions from the upswing in projects implemerde
from the 20142020 EU cycle as well as investme
implemented from own funds. In line with the buoyal
investment activity, thestrong increase in constructior
output continued in Q3.

In 2017 Q3, total corporate lending rose by 8 percent ye
on year. Nonf i nanci al corporat

expanded by HUF 221 billion during the quartes a result
of disbursements and repayments, while they increasec
HUF 464 billion on a transaction basis yearon-year
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Chart 3-16: Annual changes idending to nonfinancial
corporates and SMEs
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Chart3-17: Evolutian of home constructions and building
permits
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Chart3-18: Evolution of the trade balance
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terms. Accordingly,the annual expansionin corporate
lendinghas already beeim the band deemed sustainabl
over the long term by the MNB for two consecuti
quarters.Growth amounted to 10 percent and 13 percel
in the case of the SME sector in a narrow sense

including the selemployed, respectively (Chart -26).

Higherthan-expected demand for commercial real esta
loans also contributed to the growth in corporate lending

Household investment activity increased further in QX
dynamic expansion in hordauilding continued in paralle
with the favourable demand conditions. In line with tt
buildingpermits issued earlier, the number obmpletions
increased sharply, with a yean-yearincreaseof over 60
percent. In parallel with that, the increase in the number
buildingpermits issuedvas alsdigherthan in the previous
quarter (Chart 3L7). As a result of the buoyant demand
the rise in housing pricegsontinued in the period under
review, the markets of both preowned and new homi
made positive contributions to the increase in housi
prices

Net exports reduced the growth of the Hungaria
economy in Q3In line with the developments in industric
production, the increase in goods exports decelerated in
(Chart 318). The slowdown observed in Hungarian indus
and exports may be #ibutable on the one hando model
changes in the vehicle industry and temporary reductic
of production due to capacity expansignsn the other
hand to different schedule of summer factory stoppac
compared to previous yearServices exports expande
moderately year on year, while services imports increa:
significantly in Q3As a result, the annuafjrowth in total
exports was exceeded by import growtlalso supported by
the expansion in domestic demand (househc
consumption, investment). In 2017 Qe terms of trade
stopped deteriorating compared to the same period of I
year, which is mainly explained by the change in the rela
price of machinery and means of transport.

According to preliminary data,the performance of

agriculture is below Il & (i ehBtoriddy&favourable

level. Based on the preliminary datdhe output of both

crop production and livestock production was lower th
|l ast year’'s results. A ;af |
corn and barleywere significantly reducedand yields of

wheat decreased slightly compared to last year.

As a result of the lower agricultural performance compait
to last year and the high base from the previous year,
change in inventorie®wered economic growth slightly ir

Q3.



3.3. Labour market

Empbyment in the private sector continued to increase in 2017 Q3, wh#h strongestcontributions coming from
employmentgrowth in the construction and the energy industry. In line withighthe unemployment rate declined to
4.1percent.

Chart3-19: Participation, employment and In 2017 Q3, the number of economically active peop
unemployment in the total economy continued to increasemoderately(Chart 319). The activity
4800 Thousand persons Thousand persons rate of the '1574 age' group stood at 62.3 perce.nt, whi
PR S the proportion of active peoplevas 71.7 percentin the
4600 - ’ S ~ 450 population aged 1564.
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4000 300 Se€ctor, wholeeconomy employment increased further
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Participation increase in the number of people employed in constructi
Employment contributed to the employment growth in the private
= == Unemployment (right axis) sector, along withthe increase in the number of peopl
Note: Seasonal moving averages. employed in the energy industry (mining, electricil
Source: HCSO utilities). Employment in manufacturing and the mark

services sector remained practically unchangéethe

number of people working abroad was stagnarthe fult
Chart3-20: Development of the Beveridge curve time equivalent number of employees adjusted for tl

number of hours worked increased faster than the numt

S L2 201703 of employeesreflectingfurther intensive side adjustmen
= by firms.
2 10 Y
% Unemployment declinedurther, with the unemployment
S5 08 rate at 4.1 percent.Based on the number of vacancie
Q
g corporate labour demand rose in a wide range of sector
g 0,6 - the private sphere. The Beveridge curve continues
§ 2005Q1 indicate the historical tightness of the labour mark
g 04 | (Ghart 3-20).
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Note: The private sector vacancy ratio indicates the ratio of privi
sector vacancies to active workers in the quarter.
Source: MNB calculation based on HCSO data
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Box3-1: Gonnection between wage growth and productivityin the past period

In the past perioda double-digit increase in wages was observed in Hungadyerthe long run, wage increasesustbe

in line with the improvement in labour productivity; therefore, it is important to examine the correlation between the
variablesThe increase in real wages exceeded productiyiyth financialandinsurance activitieand constructionas the
only exceptions(Chart 321). However, the comparison of real wagad productivity does not provide @recisepicture

of the burden that the rise in wage costs means for enterprises. Many factors need to be taken into account
calculations:

The degree®f the rise in wages and the change in labour costs were different in the past quarterspéreebtage
point reduction of the social contributiostronglymitigated the costincreasing effect of wagacreasesn 2017.

From thecorporateside, for thecalculation ofthesac al | ed producer’s real | a

two

in the

deflator for the given sector and not the consumer price index. As the deflators are typically higher than the

consumer price indesthis also reduces the growth rate oéal labour cost.

Chart321 presents the calcul ation that controls for t
difference between the consumer price index and the sectoral deflators. It is clear that in this case the cmaablalour
costwasmuch closer to the change in productivity, i.e. to the dashed line.

Chart3-21: Annual percentage changes in labour cost, wages and productivity in the first three quarters of 201]
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Source: HCS®™NB

In a regional comparison, the increase in per capita labour cost in Hungary was not extremely (@bhart 322). The
indicator for Romania considerably exceeds figures forits peersin the region,while the index for Hungary roughly
corresponds to thefigure recordedfor the Czech Republi®©verall, the Hungarian wage cost indesnot significantly
differ from the regional trends.
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Chart3-22: Changes in per empla@e labour cost in the private sector of the economies of the CEE region

Percent
16 -
14
12
10 -
8 -
6 -
4
2
0
2 |
2016Q1 2016Q2 2016Q3 2016Q4 2017Q1 2017Q2 2017 Q3
—==-CZ HU PL RO SK

Source: Eurostat, MNB

Nevertheless, in addition tgrowth ratesit is important toalsotake into account the levels of productivity and wage co

during analyses. If the level ofagre costs is loar thanproductivity,thisis reflected in a low wage share indicator as we

A general observation in the past decades was that wages increased more slowly than productiesydeveloping and

developed countries, and thus the wageash declined In the period after the crisisthe wage share decreased

considerably in Hungary as well, sinking to its historical low in 20AS5 the rise in wage cost exceeds the improveme
in productivity (albeit not significantly) an increase is obseed in the indicator, although it is still well below its long
term average(Chart 323). Accordinglyas the current level of the wage share supports the rise in wages exceeding tt
in labour productivitywage costs may temporarily exceed tinereasein productivity.

Chart3-23: Evolution of wage share in Hungary
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Note: The dashed line indicates the average of the period.
Source: HCS®INB

2 For more details on the causes see: MNB, Growth Report (2017).

37

sts
l.

nt

erise



3.4. Gyclical position of the economy

According to our estimatg the output gap wasearits potential level in 2017 Q3. The output gap of the euro area will
closein 2018. According to estimates of central banks in the region, the output gaps of the neighbouring countries may
close this year. In addition, the closin§tbe domestic output gap iseflected by the fact that the indicators capting
corporate business sentiment and capacity utilisation increased further in the past period.

Chart3-24: Evolution of the outputgap in the euro area  According to our estimate, the output gap was around i
and the region potential level in 2017 Q3Robustdomestic demanchas
played a role in the gradual closing of the output g:

“As a percentage of potential GDP

6 observed this year. In additiothe level and changes in th
4 | domestic output gap are also influenced by the cycli
) position of HungarTHhe autpk gay
of the euro area is still in negative territory, although onl
0 ‘ » slightly (Chart 324). According to estimates afentral
2 banks in the regionthe output gaps of the neighbouring
4 countries may close this yeaiChart 324). In the case of
- Poland, in addition to the fiscal impulse, the renewed pi
-6 up in the absorption of EU funds also contributes to t
S 8 8 3 3 23 3 8 3 & o positive output gap, while in the Czech Republic tl
N d d & N N & N N & . . )

Slovakia Poland increase in domestic and external demand as well as Ic

= Czech Republic e EUrozone monetary policy play a role in the changes in the gap
Note: For Slovakia data are available until 2016. Romania, the positive output gap also resulfrom
Source: European Commissimational banks househol ds’ i mprovi ng giandc

loose monetary policy conditions.

The closing of the domestic output gap is indicated by

Chart3-25: Uncertainty band of the output gap fact thatthe majority of surveyresultscapturing corporate

6 ~ Asapercentgeof potential GDP Percent 92 business sentiment and capacity utilisationhave
continued to rise similarly to the past period As in the
4 previous quarters, badabadr

was a bottleneck The proportion of companies thaited
labour as a factor hindering production increased to
historical high in construction andas close to historical
highs in the cae of industry and services.

The historically low unemployment rate also corroborat
. gg that the utilisation of the labour factor increased

_6 ,
5 8 3 3 2 9383 3 & & 5 considerably in the past periodThe significant expansio
A T L T in employment and, in parallel with i) the decline in te
Output gap

unemployment rate contributed to stronger capaci

= = = Trend industrial capacity utilisation (right axis) o
utilisation in the past years (ChartZs).

Note: The edge of the undainty band shows one standar
deviation
Source: MNB
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Box3-2: Efficiency of R&D&I expenditures in Hungary

Looking ahead, improwmg productivity is becoming increasgly important in terms of sustainable growth. Innovation
and technological progress achievéldrough research and developmennay contribute tathisto a great extentBoosting
R&D&lexpenditures mayalso help toimprove competitiveness. Therefore, high@mounts arealreadyallocated from
EUfunds to support research, development and innovation (Ch&t6)3

Chart3-26: Planned EU financing in innovative sectors in the programming period
2014c2020 as a peragage of total funding

_Percent
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10 - |

Note: ICT: Information and communication technology.
Source: European Commission

Consequently, it is worth examining changes in expenditures on R&D activity as a proportion of GDP. European leaders
include the Scandinavian countsie and Hungary's western neighbour, Austr
Hungary started to catch up with the EU average. As in the previous two yelante-economy R&D expenditures
amounted to 1.4 percent of GDP in 201% a regional comparisomfter the Czech RepubliR&D expenditures as a
percentage of GDP were the second highest in Hungary, althihayhwere well below the 2 percent averagecorded
for the European Unior{Chart 327, left panel).

In addition to expenditures on R&D, theifficiency is importanas well which isalsoreflected in the number of patents.
A positive correlationcan beidentified between R&D expenditures and the number of pateni€hart3-27, right panel).
Ina European comparison, Germany, the NetherlandstaedScandinavian countries are the leaders in terms of per capita

patents. Atthe regional leveldespitehavingt he | owest R&D expenditure as a perce
better than Hungary & terms of the number of patents. In additido more efficient innovation activity, the place of
registration of patents may also have an impact. Irrespective of the location of the research activity, multinational
companies may have their patents registered in another country.
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Chart3-27: R&D expenditures as a percentage of GDP in the European Union (left panel) and correlation between R&D

expenditures and the number of patents (right panel) (2015)
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Source: World Bank, World Intellectual Propertg&nization, MNB

In the assessment of innovation activity, the structure of R&D expenditures is also important. Compared to the de
European countried, dzy 3 N2 Qa €13 Ay w35 [ OGAGAGE Ol ysizddbdmpahidsh d

veloped
& 0S5

regional comparison, thperformance ofCzech mediursized and large companies is better than that of Hungary in terms
of R&D expenditures as a percentage of GDP, while such
and Poland. In @dition, corporate duality is also significanin Hungary; a smaller percentage of Hungarian SMEs are

engaged in innovative activities compared to larger firms.

Looking athe financing sidethe lag of Hungarian research and development expenditures isntyeseenin the business
sectorcompared to developed countrieghile technological efficiency can primarily be improusdncreasinghe activity
of the business sector (Cha&+28). In addition to the involvement of the business sector, the involvenoéthe state and

cooperation between the actors are also importafficient cooperation may also facilitate the development of general

purpose technologies which — spreading over various sectors of the economynay result in more costffective
innovation, renewing from time to time and inducing new discovefies

Chart3-28: Business R&D expenditures in a breakdown by company size and source of funds
as a percentage of GDP (2015)
R&D by compangize R&D by source of funds

3 2 1 0 1 2 3
B Large m Medium ® Small m Micro ® Businessi Government B Abroad m Other

Source: Eurostat, MNB

3 For more details onhte importance of general purposes technologies, see Chapter 5.2 of the Growth R&dajt
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On the financing sidehe appearance of EU funds openegb new opportunities to stimulate innovative development
and researchIn the 200ZH nmo 9! LINPANI YYAYy 3 LISNA2RSZ | dzy 3+ NBQa
countries of the regiondespite the high level of per capita fund allocatigrunderlining that it is worthwhile to allocae
funds to areas that focus on loAgrm structural problems. In the previous programming peritice research and
development activities of companies, higher edueatinstitutions and research institutions as well as their cooperat
were supported from EU fundi the case of companieiowever, the distribution of R&D activity, which incredss a
result of funding, was uneven, aride positive impacts weakeed with decliningcompany size

As a result of Hun gtaproguct®n hasheconte miganicatypneegraiaebglebal value chainsbut

the production of higher value addedwhich contributes to progressequires innovation which is alsindispensable for
longterm sustainable economic growth. &te whole-economy levelboostingR&D expenditures and encouiiag the
participation of the business sector are of key importance, which is verified by the Europe 2020 strategy as well.
objectives include increasing research and development expenditures (GCRartdt panel).In the new EU programming
period between 2014 and 2020, more emphasis is put on improving the competitiveness of Sbtiether with research
and development as &l as information and communication technology research. Directing EU funds into inno
sectors and building up an efficient stagepportsystem mayalsoreduce corporate duality.

3.5. Costs and inflation

02 Y L

ion

Strategic

vative

On the whole, inflation ranged around 2.5 perc@émthe past months. After the gradual increase since the beginning of the

year, core inflation has decelerated in recent months, which is attributable to slower growth in the price dynamics of
services. Underlying inflation indicators, which captiorgerterm trends in inflation, remain well below the level of co
inflation. As a result of the tight labour market environment and the wage agreement, gross average wages

11.9percent in the private sector in Q3.

Chart3-29: Annual change in gross average wages in t 3.5.1.Wages
private sector

In 2017 Q3, gross averageagesin the private sector rose

18 Percent 11.9 percent year on yeafChart3-29). The direct and
16 spilover effects of thdargeincreasen the minimum wage
14 | and the guaranteed wage minimum this year contribut
12 | ;} considerably to the strong waggowth. The strengthening
10 F t of the underlying wage trend was supported by tl
8 - !w\ | historically tight labour market enanment as well as
6 f v ‘\- ' ; ,H increases in earnings at statevned companies. Major
4 ‘v.z &'M"M doubledigit increases in wages were observed in t
2 /] ' v sectors belonging to the salary categories below 1
0 w w w w average wageThe costincreasing effect of strong wage
2005 2007 2009 2011 2013 2015 2017 growth was offset by the decrease in social contribution:
Gross average wages in the private sector and corporation tax.
Regular average wages in the private sector
Note: Seasonally adjusted data. The annualbrowth rate of unit labour costfell gradually in
Source: MNB calculation based on HCSO data the last two quartersas a result of theveakeningdynamics

of averagelabour costs and labour productivity gains
parallel with favairable economic activity (Chast30).

3.5.2.Producer prices

In 2017 Q3, agricultural producer prices increased in ye
on-year terms.Compared to last year, the increase in tl
producer price of milk is still around 30 percent. Howev
in line with global marketrends, slightly slower growth i
observed in the price rises. The slower price rises for 1
and dairy products in the world market is attributable to tt
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Chart3-30: Decomposition of annual chang# unit labour
cost in private sector
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Note: Seasonally adjusted data.
Source: MNB calculation based on HCSO data

Chart3-31: Inflation and underlying inflation indicators
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Chart3-32: Inflation of market services
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higher expected global supply due to the start of the r
production season in Oceania. On theold the prices of
seasonal products fell; the decrease in the price of potat
was only partly offset by the slight price increases for fre
vegetables and fruits. Producer prices for cereals r
slightly, mainly due to quality problems concerning tl
year’'s harvest.

Domestic industrial sales prices and the prices of consu
goods rose year on year.

3.5.3.Consumer prices

On the whole, inflation was around 2.5 percent in the pa:
months. In November, the rise in inflation reflected a
increase in the pricendex for fuel (Chart 331). Core
inflation has increased gradually since the beginning of
year, mainly owingto price increass for processed food

(primarily milk and dairy products) as well as the rise
excise duty on tobacco products in Januand aluly.In

recent months, however core inflation has decelerated

owing to a slower growth in the price dynamics of marke
services

Indicators capturing longeterm inflation trends (inflation
of demandsensitive and stickgrice products and services
decreased andwere around 2 percent, still significant
below the level of core inflation.

Increases in the pees ofindustrial goods were restrained
in the past months. Within this product group, the—

seasonally adjusted prices of durablegell slightl, while

there was asmallrise inthe prices of nordurable goods.
Prices of industrial goods continue to be influenced by

mutually opposingeffects of moderate import prices an
the steady pickup in domestic demand.

Market services inflation decrea in the past months
and it was around 2 percent in Novembdbisregarding the
effects of tax changeservices pricedeclinedsignificanty

by historical standardsn November (Chart 332). The
different price dynamics compardad previous years were
mainly explained by changes in the prices of cable

mobile phone and internet charge®espite the robust

wage growthseenthis year, consumer prices thissector

still did not accelerate significantly. Higher prioereases
compared to previous yeaxgere onlyobserved in the case
of some highly labouintensive services, such ¢
accommodation and restaurant servicesThe price
dynamics of these services did not change significantl
the past months (Chaf-33).Based on the pricing practise
of enterprises,developmentsearly next year may be a ke
factor shaping future movements in market servic
inflation.



Chart3-33: Inflation of market services
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Source: MNB calculation betson HCSO data

Chart3-34: Inflation expectations in the region
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Source: MNB calculations based on data of the Europ
Commission

In the case of food, seasonally and -&djustedprices of
processed foodoseslightly inrecentmonths, mainlydue

to the continued price ioreases for milk and dairy
products. Nevertheless, following thstrongrise observed
in the previous months and in parallel with the changes
produces pricesthe rate of price increase decelerateith

the case of this product groupJnprocessed food pdes
increased mainly as a result of higheegetable and egg
prices

In line with the changes in oil prices expressed in forthts,
price level of fuels rose in the autumn month&nnual
inflation of this product group was volatile in the pas
periodin accordance with the
price increase and théangible rise in the prices of oi
expressed in forints observed in Novembler September,
the decline in regulated prices was mainly attributable t
the significant fall in the pices of textbooks due to the
extension of the free textbook programme to th& s 9"
grades of primary schoolé&part from that, there was no
major price change within that product groupn the past
months.

Inflation in recent months was practically itine with our
September forecast. At the same time, as a result of
price dynamics of market services, core inflation was lo
than our previougprojection

3.5.4.Inflation expectations

l dzy 3F NAIYy K2dzaSK2f RaQ Ay1
moderate levds, indicating the anchoredness ¢
expectations. Expectations in Hungary were in line with
expectations observed in the countries of the region, wh
were characterised by steadily low inflation in the past
well (Chart 334).

The pice expectation®f the retail sector did not show an
major change in the past period and were similar to thc
at the beginning of year.
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4. FINANCIAL MARKET®ANTERHRATES

4.1. Domestic financial market developments

International investor sentiment was favourable in thast quarter. Market developments were mainly influencecthy

deci sions of the world’” s | eadi ng c eandcouatlyspdriicndkvelopmeite me s t
related to certain emerging ma rthknarkesexpedasionr@ganmdiegthe tHate ofdhe t h e
first euro area interest rate hike shiftéfdrther into the future i.e. to mid2019. The weakening of the euro typical of the

first half of the past quarter reverseglartly, perhaps mainly du¢o the favouable macroeconomic data released in the

euro area.Domestic money market developments wgvemarily determined by the monetary policy divergence of the
Central and East European regi@ds opposed to thesizabledecline in Hungarian longerm yields, yials in the region

either stagnated or increased. As a result of central bank decisions and communication, interbank and government
securities market yields over one yefall significantlyby 30-70 basis pointsand strong demand was observed
governmentsecurities auctions as well. While the currencies of the region apprecwligihily, the forint depreciated

against the euramn the whole The favourable macro data and the outlogligradeby Fitchessentiallydid not affect the

exchange rate.
Chart4-1: Components of §ear Hungarian CDS spread
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Chat 4-2: Exchange rates in the region
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411Hungary’'s risk percept

Hungary's risk indicators show a more favourable pictu
compared to midSeptember(Chart 41). In a historical
comparison, the Hungarian-year sovereign CDS sprei
remained at a low levefor most of the period.Domestic
longterm government securities market yieldsfell

considerably, and thus the yield curve became much le
steep. Following some initial depreciation, the domestic
currency strengthened together with the zloty in the fir
third of the period, befoe declining gradually fronfe level
of EUR/HUBO8startingfrom end-October and fluctuating
close to 313315 by the end of the period under reviev
Fitch examined Hu n g eiseg the

previous stable outlook to positive, although nedththis
decision nor the favourable macro data had any ms
impact on the market.

Following abrief rise at the start of the period, the
Hungarian credit risk spread gradually declineda basis
points by midDecemberfrom 93 basis points at the
beginnng of the period During the periodthe Hungarian
spread level evolved as a result of two contrastin
influences while international factors mostly raised

slightly, domestic factorfostereda decline, resulting ithe

static developmenbn aggregateMovementsin spreads in
the region were also similarly moderate during the peric

4.1.2.FX market developments

The exchange rate of the forint against the euneeakened
by some 2 percent in total, while the Polish zloty and tt
Czech koruna strengthened by 1,8 percent(Chart 42).

During the period, the exchange rate of the forint mov
between the levels coEUR/HURBO07.5 and 315. In the firs
half of the period, minor appreciatiomccurred forthe zloty
and the forint, before the latter started to weaken aga
from end-October. The depreciation of the forint we



Chart 4-3: Hungarian HUFdenominated government
securities held by nofresidents
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Note: The chart shows the stock ofbills and Tbonds and the
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securities are not included. Source: MNB

Chart4-4: Yields of benchmark government securities
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Chart 4-5. 10year government benchmark yields in CE
countries
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attributable t o t he cent
decisions that eased monetary conditions in October ¢
November. In addition to favourable growth developmer
in the region, data and expectatisnconcerning the
acceleration of inflation also played a role in tl
strengthening of the koruna and the zloty.

4.1.3.Government securities market and changes in yie

NonNXE & A R S ydérbrinated gbvernment securities
holdingsfell in the past quarter(Chart4-3). After declinng

steadily from 2015, nonr e s i d e n-desominatétl
government securities holdings stabilised in rgi0il6,

followed by a decline again until early 2017 after

temporary increase. Holdings increased again starting fi
the beginning ® 2017, and then fluctuated around HUF
3,500 bhillion in H2Since midSeptember,holdings have
declined agairslightly, droppingby some HUF 120 billior
while the ownership ratioof nonresidentshasdecreased
to 21 percent.

Demand was strong in the printg market of government
securities, although theGDMAincreased the announcec
quantities towards the end of the year.Shortterm
treasury bill yields remained practically unchanged, wt
longterm auction yields were down significanttyeclining
by 3590 basis points.

The steepness of the government securities second:
market yield curve declined mainly as a result of
significantfall in longterm yields (Chart 44). In line with
auction yields, shorterm secondary market yields change
only slightly,while the longer section of the yield curv
shifted downwards by 3&/0 basis points as a result of tt
introduction of thec ent r al bank’s n
communicatiorregarding the yield curve. The y@ar yield
fluctuated around 2.16 percent at thend of the period.

As a result o f t he c eterm
interbank yieldsfell slightly, while significant decrease
took place in the middle and longer segments, and thus
interbank yield curve became flatter.

Divergence was typicahithe region in terms of longerm
benchmarkyields as well.While the forint 18year yield
sank by 70 basis points, tlverrespondingPolishyield was
stagnant, and the Czech yield rose by 55 basis points.
increase in the Czech yieldas mostly a readion to the
expectations ofinflation and monetary tightening there
while the Slovakyield declined slightly as a result of
change of benchmarks. By contrast, the Hungariafyedr
yield declined considerably as a result of the introducti
of the centa | bank’s further €
commitment to reduce the steepness of the yield curve.
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4.2. Credit conditions of the financial intermediary system

In 2017 Q3, corporate credit conditions eased in all company size categories, while there was rehargjerin conditions
regarding the household lending segments. The financing cost of corporate loans baredreng/, and the average
interest rate spread on housing and consumer loans declined in the period under review. Theasrferwardlooking
real interest ratefell during the quarter.

Chart 4-6: Smoothed interest rates and spreads a 4.2.1.Corporate credit conditions
corporate loans by denomination

The financing cost of smalmount corporate HUFloans

 Percent Percentage points 4 decreased further in 2017 QZExcluding money marke
21 transactions, the average interest rate on new Hoéns
18 - with floating interest rates or with up to-§ear initial rate
ig fixation remained unchanged at 2.5 percent in (
9 (Chart4-6). Interest rates on highmount loans remainec
6 - unchanged, while declining by 4 basis points on s
3 amount loans The interes rate spreads were als(
0

0 heterogeneous by the size of loans: the spread on lo
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= |nterest rate of EUR-denominated loans loans below this amount remained unchanged. Both 1
= Interest rate of HUF-denominated loans interest rate and spread orEURloans increased by

= == == |nterest rate spread of EUR-denominated loans (right & 0.5percentag point on average, and thus the level
= = = |nterest rate spread of HUF-denominated loans (right ax .

smoothed interest rates amounted to 1.7 percent, wh
that of spreads stood at 2 percentage points
end-September. In the case of smalhount loans, both

Note: Interest rates smoothed by theronth moving average
The spread is the-Bionth moving average of spreads on tt

3-month BUBOR and EURIBOR, respectively. Loans with flc | .
. . o L . interest rates and spreads remained at the leredorded
interest rates or with up to 4ear initial rate fixation. Since

January 2015money marketransactions are excluded. inQ2, butin the case of higamount loans a 0.5 percentag
Source: MNB point rise was observed ithe interest rates and spread
alike.

Chart4-7: Changes in credit conditions in the corporal

and household sectors Corporate credit conditions continued to ease, and easil

is alsoexpected looking aheadBased on the responses t
go rercent Percent o\ the LendingSurvey, in net terms, 17 percent of the ban

60 _ | 60 eased corporate loanconditions, with this affectng the
=X conditions of loans to large companies and SN\
I 40 - ,?\ - 40 (Chart4-7). Banks justified ieeasing with an improvemen
Ev 20 :\_ A - 20 in economic prospects and a further increasemarket
o 0, Y e may O competition. Easmg was mo_stl){ reflected in |Qterest ra
T o0 / A [' N 20 spreads and premiums on riskier loans. Looking aheat
T - 7 r - . . .
w » net terms, 36 percent of the banks indicated further easi

-40 - - 40 mainly citing an increase in competition, and they most

-60 - -60 plan to imgement this easingn loans to small and micrc

2010 2011 2012 2013 2014 2015 2016 2017 enterprises.
Housing loans Consumer loans
Corporate loans 4.2.2.Household credit conditions

Note: Net percentage balance of respondents tightening/eas The spread on housing loans declined during tpast
credit conditions weighted by market share. Forecast2@t7Q4 quarter. The APR on newly granted housing loans decli
Zr;irzcz_li/lﬁé bzed on banks' responses by 0.2 percentage point to 4.8 percent in the period unc
' review (Chart 48). In terms of interest conditions, the AF

level of both fixedrate and variableate loans decreased

The average level of spreads was down by 0.2 percen

point, coming in at 4.3 percentage points a

end-September. The average APR oansumer loans
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Chart 4-8: Smoothed annual percentage rate of charg
(APRC) and spreads of housing and consumer loans
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Source: MNB

Chart4-9: Forwardlooking real interest rates
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= == ]-year real interest rate based on deposit rates**
Note: * Based on the ongea forwardlooking inflation
expectations of analysts calculated by the MNB using tyeak
zero coupon yield and the Reuters poll. **Based on the-pear
forward-looking inflation expectations of analysts calculated
the MNB using deposit rates with rgity up to 1 year and the
Reuters poll.
Source: MNB, Reuters poll

declined by 1 percentage point, to 14 percent in Q3. ~
annual percentage rate on both home equity loans ¢
unsecured consumer loans declined in the period un
review.

The credit conditions of both housing and consumer loa
remained pmactically unchangedin net terms, 5 percent o
the banks responding to the Lending Survey eased t
housing loan conditions (Chart-7. Regarding partia
conditions, however, a considerable portion of institutio
indicated changes: a net 76 percentiainks mentioned the
reduction of spreads, and the same proportion
respondents forecast further easing in this item, support
by housing market developments and favourable chan
in economic prospects. On the whole, banks did not e
the conditions & consumer loans in Q3, although son
easing was observed in spreads; in this loan segn
7 percent of banks in net terms plan easing in the next t
year.

4.2.3.Changes in real interest rates

The oneyear forwardlooking real interest rate was at ¢
historical low in Q3.In 2017 Q3, on the basis of the yie
estimated from government securities market yields, t
real interest rate level reduced by inflation expectatio
declined by 0.2 percentage point compared to the previc
quarter, thus standing at2.6 pecent at the end of the
period. The real interest rate calculated on the basis
deposit rates remained unchanged in the past quarteq ¢
level of-2.3 percent at eneSeptember (Chart-9).
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5. BALANCE POSITION GBE ECONOMY

5.1. External balance and finaneg

The net lending of the economy increased to 6 percent of GDP in Q2, while the current account decptasedo 4.8
percent of GDP. The expansion in net lending d@asto the improvement in the transfer balance resulting from the
increasing absorpdin of EU transfers, while thoderatedecline in the current account surplus was related to the lower
balance of goods due to impemtensive investment and a piakp in consumption. In terms of the financing side, the
decline in external debt continuedhile the net FDI stock decreasidine with the seasonality. As in the previous quarter,

the decline in external debt was mainly related to the consolidated general government and the corporate sector, while
the net external debt of the banking sectorcreased slightly. Accordingly, by r#617 the net external debt ratio and
gross external debt declined to 16 percent and 67 percent of GDP, respectively, which was supported by GDP growth and
the revaluation effect, in addition to the outflow of fundBased on preliminary monthly data, in parallel with a decline in
the trade balance, net lendingwhichremainsvery high—decreased in Q3. On the financing side, followirtyap in the
previous quarter, net FDI inflows increased again in Q3, while-ygletliabilities decreased further.

Chart5-1: Changes in net lending and its components 511 pevel o pments in Hungar:
14 Percent Percent , , position

%(2) 1 In 2017 Q2, the fouquarter net lending of the Hungariar
8 | economy rose to 6 percent of GDP, while the curren
2 i account surplus declined to 4.8 percent of GFhart 51).
% il The favourable net lending observed in Q2 vea®ngly
-‘21 supported by the acderating absorption of EU funds

6 which mainly affected the capital account and was pal
-8 w w w w w w w w — -8 offset by the declining trade balance as well as an expan
2008200920102011201220132014201520162017 in the deficit o the income account. With goods expor

Transfer balance S I . )
Income balance decelerating in parallel with industrial prodiimn and an

mmmm Balance of goods and services increase in imports due to the expansion in domes
= Net lending demand, the goods balance declined further, as in
= Current account previous quarters. In addition to the goods balance, 1
Note: Cumulated fouruarter values, as a percentage of GDP. developments in the services balance, which had incree
Source: MNB dynamically in the préous periods, also resulted in

decline in the trade balance. Thransfer balancdncreased
significantly in Q2, which was related to the absorption
funds belonging to theew programming period of the EL
The deficit on the income balanceincreased,which was
related to a rise in the estimated profits of foreic
companies. According to monthly data, the trade surp
declined in Q3 as well, while the absorption of EU ful
continued to increase.

Chart5-2: Structure of net lending

EUR Billions EUR Billions

5.1.2.Developments in financing

4 ‘ ‘ ‘ ‘ ‘ ‘ o ~— 4 Based on financing side dexaments, the net FDI stoc}
2008200920102011201220132014201520162017

mmmm Transactions related to derivatives RSOt AYSR2Z 6KAES 1dzy 3t _N‘b Q:
Debt generating financing further. Fund outflows calculated on the basis of tl
Non-debt generating financing financial account amounted to some EUR 2.5 billion in

——Net borrowing (financial account side) which was the result of a EUR 1 billion outflow of bt

== Net borrowing (current and capital account side) o ) )

liabilities, which can be considered seasonally usual,
corresponds to the total of theet borrowingand the BOP balanc outflows of debt liabilities amoun.tlng to EUR 1.5 bill
of net errors andomission (Chart 52). In Q2, net FDI declined by some EUR
Source: MNB million, which was attributable to an expansion
investments abroad and a seasonal- decrease in non

Note: Thenet borrowing calculated by a bottorup method
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Chart5-3: Decomposition of net lending by sector
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Source: MNB

Chart5-4: Development of net external debt by sector
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Chart5-5: Development of gross external debt by sector
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residents equity due to

debt liabilities accelerated in Q2, which took place
parallel with a decline in the net external debt of tt
consolidated general government and the corporate sec
aswellasanmepansion in the ban
debt. The increase in the net external debt of the bank
sector was the result of an increase in liabilitie
Government debt declined against the background o
decreaseinnom esi dent s’ g deg leotdings
and an expansion in EU transfers. In addition, the expan
in the MNB's FX swap hol d
al so affected the t wo rosghlg
EUR 450 million rise in swap holdings reduced the
external debt of the consolidated general government, a
increased that of the banking sector. Based on prelimin
monthly data, FDI funds increased in Q3, while sharp
decline in debt liabilities continued.

The improvement in position in terms of the saws of
sectors was primarily attributable to the decrease in th
32 @S NY Y Syfuareanet b&rdehitly as a proportion
of GDP, which was partly offset by the decline
O2YLI yASaQ T (Cyart§30npafllelavithdhe
increase in fiscal reveu e s , t h e -quattea hee
borrowingfell to 1.6 percent of GDP in Q2, contributing
the rise in Hungary's net
the declining savings of the corporate sector, which v
related to the expansion in investment. Howe h o | d
financial savings had been declining gradually since
beginning of 2016, but stalised at 4.3 percent of GDP i
2017 Q2, in parallel with a rise in net borrowing.

LY vHI |dzy3l NBEQa ySi Staling
to 16.4 percentof GDP(Chart 54). In addition to outflows
of debt generating liabilities, GDP growth and revaluati
effects alsofostered a decline in the debt indicator
Similarly to net external debt, the gross external debt ra
also declined, amounting to 67 pemt of GDP at the enc
of the quarter(Chart 55). In parallel with a decrease in ner
residents’ gover nment s e
external debt of the general government declined, wh
that of the private sector remained practically unchange
Prdiminary data suggest that the decline in external de
continued in Q3.
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Box5-1: Changes in the difference between GDP and GNI

D

Gross domestic product (GDP), the main indicator used for analysinggtioevth of the economy, measures the incom

produced on the territory of the given country, but does not show the actual disposable income of individual income

owners. GDP takes into account the income of all economic agents in Hungary, including that of foregersna

Hungary, while it does not contain domestic actors i nc
country and not the income of the domestic sectors. Adj
Hunga y and domestic players’ income from abroad (the bal
results in the gross national income (GNI). Accordilngly

economic agents. Expssed in a formula:

Gross national income (GNI) = Gross domestic product (GDP) +
+ Incomes received from rest of the world (profit, interest, wages, trangfers)
¢ Incomes paid to the rest of the world (profit, interest, wages, transfers)

Charges in the difference between GDP and Gidh be split up into four parts

1. Profit: The difference betweethe equity-related incomes of foreign actors from Hungary anddahgarian
actors from abroad, which shows the size of the income in net termisishdue to foreign income owners after
their direct and portfolio investments.

2. Interest: The interest balance is the difference between debt sémgidy residents on loans outstanding
vis-a-vis nonresidents andlebt servicingon loans granted by doestic actors to the rest of the world.

3. Wages. The balance of compensation of employees is the difference between the incomes of Hungarian
employees working temporarily (for less than a year) abroad and the incomes of foreigners working temporarily

in Hungary.

4. Transfer: Since accession to the EU, the balance of unrequited current transfers from abroad has mainly

consisted of the landbased funds received from the Bt agriculture and rural development.

In the case of small, open economiassich asHungary, GNI is typically lower than GDP due to the presence of foreign

capital. In the precrisis years, the difference between domestic GDP and GNI rosertothan6 percent of GDP, primarily
due to profit outflows related to the gradual expansion guéies as a result of FDI inflows. In addition, net debt sargic

due to external indebtedness also resulted iingin@easdde cl i n

considerably in the years of the crisis.

Chart5-6: Decomposition of the difference between Hungarian GDP and GNI (as a percentage of GDP)

4 Percent Percent 4
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Source: HCS®INB
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Following the crisis, the gap between GDP and GNI narrowed in Hungary, driven by several fdottie.beginning, as

aresult of the decline in profits due to the crisis, income outflows related to equities decreasddhen the income of

those working temporarily abroad increased significantfty parallel with the opening of the German labour market
External debfell considerably due to deleveragify domestic actorswhich—in conjunctionwith a decline in the yield
environment—led toa decrease in interest expenditure on external debt. In addition, unrequited transfers originating from
EU transfers rose gradipland steadily improved Giitarting from2 0 0 9 . I n 2014 and 2015, the
profits —mainly in connection with the oneff items ofone company-temporarily increased the difference between GDP

and GN[Chart 56).

In 2016, after ten years, annual real GNI growth exceeded 4 percent ag&ime increaseof 4.3 percentsurpassedGDP
growth by 2.1 percentage pointsvhich was also attributable to thésingprofits of Hungarian companies operating abroad
(Chart 57). As a result, the GBBNI gap also declined to a historical low: the income of domestic players is only 2.4 percent
of GDP less, i.e. some HUF 875 hillion, than the gmadiserviceproduced in Hungary, representing a major fall compared

to the differences of HUF,200-1,500billion observed in previous years.

Percent Percent
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In the years preceding the crisis, in the countriiesthe region the GDBEGNI gap was the highest in Hungary,ttwith the

decline observed in the past years the Hungarian GBRII difference declined to a level that is low even in a regional
comparison(Chart 58). Partly in connection with that, the decrease in net income outflows was also the most significant

in Hungary following the crisis. These developmestsmmed fromthe fact that the expansion in compensation of
employees and the value of transfer inflows as a proportion of GDP were also the highest in Hungary. In addition, contrary
to the decline observedhi Hungary, income outflows related to equities increased gradually in the Czech Republic and
Poland, as well as in Slovakia after 2013, which was the result of growth in the income of-toweiggh companies. Interest
expenditures paid to abroad continue tadd to the GD#NI gap, but at the same time the extremely high net interest
expenditure experienced in Hungaryaregional comparison declined considerablyecentyears,andalready remaied

below the level of Poland in 2016 and cestlose to thevalue observed in Slovakia.



Chart5-8: GDR,GNI difference in the region (as a percentage of GDP)
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52.C2NB Ol aid F2NJ I dzydrNeQa ySi tSyRAy3d LkRaAirldrzy

Looking ahead, as a result of a decline intifagle surplus, both the net lending of the economy and the current account
surplus willdecreasen 2018 with the former moving toclose to 4 percenandthe latter fallingto below 2 percent. The
declinigtrade balanceén 20172018 is attributable to th expansiorf consumption and investment, but at the same time
the high level of the surplus continues to play an important role in the evolution of the significant net lending. Thalextern
position is also reduced by the rise in foreignvn e d ¢ o prgfis. By oordrast, théasterabsorption of EU transfers
results in an increase in net lending. Starting from 2019, as a resslowerdomestic absorption andising industrial
production, the trade surplus willse, and thus the deterioration irhe current account balance is expected to stop. Looking
at the savings of sectors) 20l7househol d savings may stil/l tarting fltomZ)E3, t o
in parallel with a rise imeal estte investment and a pickip in lending savingsmay decline slightly, before stabilising in
line with adeclinein real estateinvestmentfrom 2020. While the ESA deficit of the state remains low over the forecast
horizon, its net borrowingemporarilyincreasesn 20172018 due to advance payents related to EU funds. Against the
background of a declining corporate tax rate and investment expanding in parallel with EU transfers, casaaragewill
remain practically unchanged. External debt indicators continue to decline in line withetherding position, which is
lower than in the previous years, brgmainsfavourable.

Chart5-9: Evolution of net lending The net lending of theeconomy and the current accoun

Percent Percent surplus will decline in 2018, but the deterioration in the
16 7 18 external position willendin 2019(Chart 59).In 2017 and
12 l 2018, in parallel with arop in the trade surplus and

higher income account deficit, net lending wilecline
slightly. The fall in net exports is mainly related to domes
absorption growth, but — to a lesser extent— the
deterioration in the terms of trade also contributestius.
As a result of the economic growth and reduction of t

83229332853 328 corporate tax, he profits of foreigrowned companies are
O O O O O O O O O O o o o
NN AN NN A AN expected torisein 2017, which will add to the deficitno
mmmn Transfer balance* . . . .
Income balance the income balance, while this effect will be partly offs
mmmmm Balance of goods and services by the decline in interest expenditures due to thmver
Net lending (current and capital account) L _
= == Current account external debt. The decline in net leing is partly offset by
Note: As a percentage of GDREIM of the balance of the curren the expansion in the absorption of EU funds. Starting fr
transfers and theapital account balance 2019, domestic absorption is expected to grow at a slo
Source: MNB rate, while industrial production igrojectedto accelerate

in line with new capacities in the vehicle indust
Gonsequently, the export market share will increase, 8
the declinein the trade balance willend. As a result of
these items, the decline in the current account balance ¢
net lending will stop in 2019.

The fnancial savings of the private sector may leound

the 2016 level, while borrowing by the genere
governmenttemporarily increases in 201{Chart 510). In
2017, the strong increase in household consumptic
resulting from favourable labour market circumstanc
and improving income trendsdlriven by dynamic wage
growth is not yetaccompanied bya decline in savings
whereas starting from 2018, the increase rigal estate
investment and the upswing in lending will slightly redu
householdsnet financial savings. In 2028 decline irreal

estateinvedment in line with thereturn of the currently

applicableVAT rateon home purchase will be coupled wit
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Chart5-10: Changes in the savings of sectors
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Note: As a percentage of GDP. * In addition to the cen
government, the augmented general government includes Ic
governments, MNV Inc., institutions discharging gdssial duties
( MAV, BKK), and the MNB. The
account private pension savings. ** Net financial saving
households consistent with the SNA deficit does not contain
pension savings of those who return to the public pension syst
The official net saving is different from the data in the chart. *
We expect thatNet errors and omission§NEO) will return to the
historical average.

Source: MNB
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stabilsing savings. In 2017, the net sadofthe corporate
sector increass in relation to the reduction of the
corporate tax rate,and will then remain practically
unchanged over the horizon as a result of investme
which is also expanding in view of the rise in EU transi
The ESA deficit of the government will not char
significantly in 2017, as tax revenues inceeaim

connection with the gnificant wage growth, and
decreasing interest expenditurgsvhich is offset on the
expenditure side by the effect délling tax rates. At the
same time, net borrowing increas considerably in 2017
and 2018 in comparison to 2016, mainly due to t
advane payments of EU funds, before following a ps
similar to that of the ESA deficit.

External debt indicators will decline as a result of the ni
lending, thus contributing to the decrease in the extern:
vulnerability of the economy.The net lending of the
economy will decline at the beginning of the forece
horizon, but the deterioration willend in 2019.
Accordingly, net lending is coupled with a decline in |
external debt over the forecast horizon. In additiadhe

continued decline in the share of rgign currency in
government debt also contributes to further improveme
in the external vulnerability of the country.



5.3. Fiscal developments

The gneral government deficiis low over the entire forecast horizoand remainswell below the 3 percent Maascht

deficit target. The ESA deficit is expected to be betweer2l®percent of GDP in 2017, i.e. below the 2.4 percent of GDP
envisaged in the Budget Act. Thpward shifti n o ur projection regarding this ye
mainlycaused by the increase in pension payments and other expenditures. In 2018, the budget deficit may correspond to
the set target of 2.4 percenif the Country Protection Fund is use&lgrong fiscal impulse is expected for 2017 and 2018;
following that,the gradual decline in the budget deficit will contribute taleop in aggregate demand. The government

debt ratio may decline to 72.8ercent by ene2017 and then decrease further to around 68 percent by e@20,
supported bya moderate deficit and ecoric expansion.

Table5-1: General government balance indicators 5.3.1.Main balance indicators and the fiscal impulse
2017 2018 2019 2020 Our forecast for 2017 contains an ESA deficit of 29D

ESA deficit  (-1.9)«(-2.0) (-2.2)«(-2.4) (-1L9)(-2.1) (-1L.7)«(-2.1) Percent of GDP, whereas in 2018 it will be in line with tt
2.4 percent deficit targetif the Country Potection Fund

Primary
ESvalance 0807 0.0-02 0.2-04 0.3-0.7 is used.According to our technical projection, the budg
:?Tu]s;ﬁlse* 1314  07-09 (05)-0.7) (0.1)«-05) deficit may decline to 1:2.1 percent of GDP in 20E&d

then to 1.72.1 percent in 2020. In 201& temporary

Note: As a percentage of GDP. The lower value of the forecast d in th . | il b db
shows the ESA balance if the Country Protection Fund will be t ecrease In the primary surplus will be cause y

while the higher value shows the ESA balance if the Cou reductions the fading out of oneoff revenues from land
Protection Fund is not used. *Change in the augmented (¢ Sales and corporate tax revenues stemming from
primary balance. creditsfor growth. Following that, improvement in the E¢
Source: HCSO, MNB balance will be facilitated by the increase in tax reven
resulting from economic growth, by the slowgrowth
rate of primary expenditureas compared t@&DPgrowth,
as well as by declining public interest expenditures due
Chart 5-11: Changes in the fiscal balance and intere asteadilylow interest rate environment (Chart51).
expenditures

In 2017 and 2018, the impulse of fiscal policy may
) ~ As a percentage of GDP As a percentage oprFé significant, whereas in2019 and 2020 the budget ma

already reduce aggregate demandhe reduction of the

1 m. -1 social contribution tax rate results in an expansion
0 - Il __ == W demand, which iseinforcedby the targeted VAT cuts &
1 1 well as thereduction of the corporate tax and the ban
o o ¢ o * ‘7_2 levy and_ th.e cancell ation
* o TS f:ontrlbut|on.. Households

-3 - -3 increased by the extension of the family tax ba
4 - 4 allowance and, in addition to the fiscal channels, the we
5 5 agreement concluded last year. The expansionthad
2013 2014 2015 2016 2017 2018 2019 2020 government career path models and the minimum wa
increase have an expenditure side demandreasing

m Primary balance Net interest expenditurese ESA balanc ) )
effect. The increase in |

Note: The point estimation in the chart giets the cancellation o1 q\wn sources will also generate a pigg in demand.
utilisation of the Country Protection Fund on the basis of which ¢

is closer to the deficit target of the government. The figures do  5.3.2.Budget balance in 2017

include the |mputeq interest expenditures from 2012 related to t According to ourforecast, in 2017 the ESA deficit of th
reform of the pension stem. eneral government will amount to 1.&.0 percent of
Source: Eurostat, MNB 9 ) 9 ) - P
GDP, i.e. 0.20.3 percentage point higher than ou
September projection(Table 52). On the whole, our
forecast for the revenue side has not changed. On
experditure side, our pension expenditure projection wi
increased by the pension premium, which exceeded
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Chart5-12: The fiscal demand effect

As a percentagef GDP  As a percentage of GDP
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corresponds to the change in the augmented (SNA) prirr
balance. The fiscal impulsentains the effect of EU funds ortly
the extent of the cefinancing.A positive prefix indicates deman
expansion, whil@ negative prefix implies demand restraint.
Source: MNB

Table 5-2: Decomposition ofthe change in the 2017 ES
balance forecast (compared to theprevious Inflation
Report)

Economic Measure and
developments other
I. Central government 0.0 0.0
revenues
Payment by economic units 0.1
Taxes on consumption -0.1
Il. Central government
. 0.0 -0.7
expenditures
Pension expenditures -0.2
Expenditures related to
-0.2
state property
Utilization of EU transfers -0.2
Hospital debt consolidation -0.1
Ill. Other effects 0.0 0.4
Balance of local
0.1
governments
Methodological changes 0.2
Other 0.1
Total (I.+11.+l11.) 0.0 -0.3

Note: As a percentage of GDP. The positive and negative pre
indicate  deficitreducing and  deficiincreasing  effects,
respectively. The sum of partial data may differ from t
aggregated values because of noling.

Source: MNB
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September expectation, and the omd#f pension
suppl ement granted i n sOihee
new measure announced since Septemberwas the

consolidation of the debt of hospitals, which exceeds t
previously estimatedamount. The rise in expenditure
related to state property is justified by the edovember
expenditure level, which exceeded the appropriation.
addition, the absorption of Etfinds may also be highe
than our earlier expectation.

Looking ahead, the two methodological chang
implemented within the framework of the usual autum
statistical revision (distribution of revenues from thales
of the mobiletelephonyfrequency and hte effect of the
classification of guarantee funds) improve the budc
balance by an annual 6-Q.2 percentage point.

Our deficit projection is 0.40.5 percentage point lower
than the budgetdeficit target of 2.4 percent of GDFhis
is attributable to fou main factorsa significant surplusn
the balance of local governments, lowdran-planned
STARTpublic work scheme utilisation due to the
favourable labour market situation, lower effectiv
absorption of EU funding and the effect of the statistic
methodological changes carried out in the autumn.
contrast, revenues from consumption taxes are bel
target, while pension expenditures and expenditur
related to state property are higher than envisaged.

According tothe preliminary Q3 financial accountlata,
the JanuargSeptember ESA balance of the governme
sectorshows a surplusThe accruabased financing neec
indicator concerning the overall developments in tl
general government indicatesthats i mi | ar | y
developments-the deficitmay emerge in théinal quarter
of the year.

5.3.3.Budget balance in 2018

According to our forecast, the 2018 balance will be in lit
with the 2.4 percent deficit target set out in the Budge
Act. There are various minor changes behind the defi
whichis comparable withour September projection. Thi
expected increase in tax revenues and the methodolog
changes implemented this year pointadower deficit, but
next year ' s expenditur e:
expectation concerning the pension premium atfe

actual absorption of EU funds.

Our forecast indicates that the 2.4 percent deficit targe
set in the bill will be achieved.A part of our lower
consumption tax revenue projection compared to the ¢
is justified by the different 2017 base as well & i



Table 5-3: Differences between our forecast and th
appropriations set out in the 2017 Budget Act

Difference from

appropriation
I. Central government revenues -0.3
Payment by economic s -0.1
Taxes on consumption -0.3
Labour taxes 0.1
Il. Central government expenditure 0.1
Expenditures related to EU subsidi 0.3
START public work scheme 0.2
Pension expenditures -0.2
Expenditures related to state
property 0.3
. Other effets 0.6-0.7
Cancellation of Country Protection
Fund 0.0-0.1
Balance of local governments 0.4
Methodological changes 0.2
Other 0.0
Total (I.+11.+I11.) 0.4-0.5

Note: As a percentage of GDP. The positive and negative pre
indicate  deficitredudng and  deficitincreasing  effects,
respectively. The sum of partial data may differ from t
aggregated values because of rounding.

Source: MNB

Table 5-4: Differences between our forecast and th
appropriations set out in the 2018 Budget Act

Difference from

appropriation
I. Central government revenues -0.6
Taxes on consumption -0.1
IIl. Central government expenditure -0.5
Expenditures of budgetary
organisations 01
Pension expenditures 0.6
I1l. Othereffects 0.4
Cancellation of Country Protection
Fund 0-2
Methodological changes 0.0-0.2
Other 0.0-0.2
Total (I.+11.+11.) 0.0-0.2

Note: As a percentage of GDP. The positive and negative pre
indicate  deficitreducing and  deficiincreasing  d&cts,

respectively. The sum of partial data may differ from t
aggregated values because of rounding.

Source: MNB

difference in estimation regardinthe effect of reducing
the shadow economy In the case of budgetar
institutions, expenditure savings are caused by the lo\
effective absorption of EU funds compdr® the plan.

5.3.4.2019 and 2020 fiscal balances

Our technical projectionis based on a declining defici
path compared to 2018.The deficit may decrease t
1.9-2.1 percent of GDP in 2019 and to-4271 percent in
2020. Ths decline will be facilitated by robust econom
growth, resulting irhighertax revenus and contributing
to a decrease in expenditures compared to GDP.
addition, the effect of earlier measures in the case
pension expenditures and a decline in yields in the cas
interest expenditures contribute to the fall in expenditurt
as a propation of GDP. The decline ithe deficit is
decelerated by the planned major governme
investment.

5.3.5.Risks surrounding the baseline scenario

According to preliminary financial account datthe

balance of the government sectshoweda surplus in the
first three quarters of 2017. Accordingly, similarly to I
year, a considerable portion of the accrdmsed deficit
may evolve in thdinal months, and thus its magnitude i
uncertain.

Our projection is still affected by the uncertainty related
EU disbursments and their absorption. Our forecast
based on significant advance payments for 2017 and 2!
the absorptionof whichwill only peak in the coming years
i.e.in 2018 and 2019, followed by an expected downtL
in 2020. Therefore, the real economy fexft of the
disbursements may also be th&rongestin 2018 and
2019. If actual absorption accelerates, the econor
impact will materialise earlier, which, at the same tinr
will also add to the deficit through national €mancing.

5.3.6.Expected developmenis public debt

As a result of statistical revisions carried out in th
autumn of 2017, the government dekio-GDP ratio for
previous years was amendedn the autumn 2017 EDI
Report, guarantee funds and the companies owned
them were classified into thgovernment sector. Due tc
the reclassification, theei n st i t u ttypeoliabgities
are retroactivelyincluded in gross public debt and will k
included inthis indicatorin the future as well. In addition
within the framework of the usual GDP rsidin the HCSC
considerably raised the value of past nominal GDP as
which reduced the government debt ratio. As a result
the classification of institutions and the GDP revision,
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Chart5-13: Gross public debt forecagt calculated withan government debt ratio declined by 0.2 percentage point
unchanged (enebf-2016) exchangeate over the forecast 73.9 pecent for 2016, while it did not change for 201
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compared to the previously released figures.

I O0O2NRAY3I (2 GKS ab. Qa Ti
of 2017 Q3, the gross public debt ratio stood at 72
percent of GDPCompared tathe figure of 73.9 perent

observed at the end of last year, the debt ratio declin
considerably, and is 1.5 percentage points lower thar
the same period of 2016. Within total government del
foreign ownership declined from 42 percent at eAt16
to below 39 percent by thend of 2017 Q2, while the shar
of foreign currency within central government defell to

around 22.5 percent by en@ctober from 25ercent at
the end of last year.

According to our forecast, assuming a constant ep016

forint exchange rate, the grossayernment debt ratio
may decline to 72.8 percent of GDP by eR617, i.e. the
debt rule of the Fundamental Law is expected to t
complied with this year as wellOver the forecast horizon
the underlying trends indicate a dynamic decline

government debt which will be temporarily mitigated b
the prefinancing related to EU fund®ue to economc

growth andthe moderate deficitin 2019the public debt
ratio may fall below 70 percent andreach around

68 percentin 2020 As a result of negative net foreig
currency issuance, the foreign currency ratio of public d
may fall below 22 percent by ef2D17, which may furthet
reduce Hungary’'s external



6. SPECIAL TOPIC

6.1. Direct and spillover effects of EU funds targeting economic develepn

Investmentsco-financed from EU funds will play a major role in economic growth in the coming yeting efficiency of
utilisation and the territorial distribution of funds may fundamentally determine the kavgn economic effects of the
various develpment projects. With the completion of the 2062013 EU budget cycle, it becomes possible to analyse the
useof EU funds distributed during the previous period, which may help in formulating the most adequate expectations
concerning the economic impact$ the current 20142020 budget period.

¢CKS 9dzZNRLISIHY | yA2yQa &A0GNHzOGdzZN¥ £ |yR O2KSaizy TFdzyRa LI I
During thelast completed-and thus analysable 20072013 programming periodHungary received EU fds amounting

to HUF 11,000 billion, of whicthe funds allocated primarily to corporate beneficiaries, with a direct economic
development objective(i.e. funds distributed within the framework of the Economic Development Operational Programme
(EDOP) and #h Regional Development Operational Programmes (RD&axepunted for some HUF 1,400 billio®ur
analysis focuses on these funds, as they present an actual alternative in the financing of companies.

Workinginc ooper ati on wit h t hferth@puiposes oflthis analgsis the MN8 cobrfedteid theebalance
sheet and profit and loss statement data of companies that apply doublgry bookkeeping with the features of the
supported projects as well as of the invoices related to the projects implersehfrom the funding Using the micrdevel
database created in this manner, we first aimed to analyse the impact of the funding on the beneficiaries. The research
confirmed* that the funding has a clearly positive impact on the beneficiary companiedlected in an increase in the
number of employees, the sales revenue, the value added and, in certain cases, the operating profit as well. Although it
does not significantly raise the per capita sales revenue at the company level, it is usually the moipeotbmpanies

that receive the subsidies, and thus they grow faster, which may result in an improvement in aggregate labour productivity.

Nevertheless, the funds have an impact not only on the beneficiaries, but also on other economic agents as aafesult
spillover effects.Perhaps the most significant of thesdtie effect appearing at the suppliers of the projecitmplemented

from the funding; the invoicéevel information in our database may provide a picture of this effect. Some interesting
conclusons concerning the spillover effects of these funds are highlighted below.

Chart6-1: Distribution of subsidies by thesectionof beneficiaries and suppliers

Percent
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Source: EMIR, NTCA, MNB

41n the analysis, we compared beneficiaries to similar, but-supsidised companies. Regarding the exact methodology and the detailed results, see:
B a n a+lang,R-Nagy, G-Stancsics, M. (2017):1l mpact evaluation of EU subsidies for economi
Working Papers No. 2017/8.
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The sectoral breakdownf beneficiaries and suppliers revedle outstanding share of manufacturing which has the
highest weight in GDP as welln the case of the beneficiaries, as well as the similarly high proportion of construction
among the suppliersThe weight of supliers active in construction is justified by the fact that the objective of a significant
proportion of the subsidies is the development or establishment of premises or facilities.

Chart6-2: Subsidy contenbf projects undertaken in a given region (EDOP/RDOP)

HUF billion
140-179

P 180-209
B 210239
B 2«0

Note: The first number refers to subsidies of the EDOP, the second to those of the RDOP.
Source: EMIR, NTCA, MNB

As one of the most important declared objectives of EU programmes is to facilitate #tehing up of less developed
regions, it is also of key importance to learn about the territorial distribution of fundinthe regionalevel distribution

of the funds allocated in the two operational programmes under review during the programming psrigtbwn in
Chart6-2, according to project location. In the case of eligibility criteria regarding regional limitations, the location where
the project was implemented was the deciding factor, not the headquarters of the company. As these criteria aethg dir
influenced by the Managing Authority through the calls for proposals, it was ensured that the funds have an economic
impact according to the intended territorial distribution. As a resthig territorial distribution of the funding is relatively

even, especially in the case of the regionally delimited RDOPs, but there are no extreme differences in the amounts of funds
allocated to individual regions from the EDOP either. Existing differences are caused, inter alia, by the fact thahin certai
cases pority projects (e.g. a certain share of the funding of the laser centre in Szeged) were announced within the
frameworks of the EDOP and RDOPs, in a regionally uneven distribution. Nevertheless, it is observed that in line with the
objectives of the develpment policy, the less developed eastern regions typically received more funding. One of the
underlying reasons is that the available maximum funding intensity (determined at the EU level) of investment projects
implemented in the more developed Westerralisdanubia and Central Transdanubia regions was lower, and it also played

a role that EDOP funds were not available in the case of projects implemented in the Central Hungary region.

Comparing the locations of project implementation with the seats of theneficiaries alters the picture to some extent:
according to headquarters, firms operating in the central region dominatéirms operating in this region redeed
31percent of all subsidiesAccordingly, it was typical that companies with seats in Cehtrfungary applied for funding
for projects implemented in their places of business in other regions of the countilyerefore, in terms of the region of
the place of implementation, the impact of the funding may be somewhat lower than if a locally registempany had
implemented it.
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SPECIAL TOPIC

Chart6-3: Proportion of subsidies spent at local suppliers out of the total amount distributed to projects undertaken
in the region; amounts spent at suppliers in other regisn
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The invoiceentry-level database allows an examination of funding not only according to the seat of beneficiaries and

the location of project implementation, but also according to the seats of the suppliers of the projeetstly, Chart

shows what proportion of the subsidy content of projects implemented in the given region resulted in orders for local firms
(with a seat within the region), and secondly, the other regions for the suppliers of which the projects of thre aibsgi

induced significant growth in demand. Thus, for example, one third of the subsidy content of projects implemented in the
Western Transdanubia region (receiving funds amounting to a total HUF 155 billion) was received by local suppliers, while
someHUF 50 billion (also one third of the grants) went to companies domiciled in Central Hungary. (In addition, a significant
portion —17 percent on averagewas spent by the beneficiaries directly at foreign suppliers.)

Based on the findings, with the exdem of the Central Hungary region, one third of the suppliers of the projects were
local enterprises. It was mainly the Central Hungary region where investment projects of other regions induced significant
additional demand outside their own region. Ewaiag this by taking into account that within the whole range of
companies those in Central Hungary predominate, it is seen that the supported projects concluded contracts with local
firms with a higher ratio than the proportion of all companies within thgion. In any case, the significant demand in the
Central Hungary region, which is economically more developed and more diversified in terms of production, indicates that

the present production structure of the regions constitutes a natural barrier ® tdrgeted stimulation of the local
economy.
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7. BREAKDOWN OF THERMEE CONSUMER PRIDEX FORO17AND 208

Table7-1: Decomposition of inflation to carrover and incoming effects (percentage points andrpent respectively)

Effect on CPl in 2017 Effect on CPI in 2018
Carryover Incoming Yearly | Carryover Incoming Yearly
effect effect index effect effect index
Administered prices 0.0 0.1 0.1 0.0 0.1 0.1
Market prices 0.8 1.4 2.2 0.7 1.7 2.4
Indired taxes and government measure 0.2 -0.2 0.0 0.2 -0.2 0.0
CPI 1.0 1.3 2.3 0.9 1.6 25

Note: The tables show the decomposition of the yearly average change of the consumer price index. The yearly change @ g su
called carryover and incoming effels. The carmpver effect is the part of the yearly index, which can be explained by the preceding
year's price changes, while the incoming effect reflects the changes in the recent year. We decomposed these indicesgbto the s
aggregates of the consumerige index and calculated the inflationary effects of changes in the indirect taxes, administered prices, and
market prices (not administered prices excluding indirect tax effects). The subgroups may not sum to the aggregate figure due

rounding.
SourceMNB
Table7-2: Detailed decomposition of our inflation forecast into cargver and incoming effects
(percentage points and percent respectively)
2017 2018
Ac\:/aerrr?/-ge %?/re? _Avera_ge I_nco_ming Yearly A(\:/:r:?l-ge Cc?)?/g _Avera_ge 'T“"?m‘"g Yearly
over indirect  "M¢omMINg Ibliies index over indirect "Mcomng et index
effect  tax effect effect tax effect offect  tax effect effect tax effect

Food 0.2 0.0 3.5 -11 2.6 0.9 0.0 3.3 -0.1 4.1

non-processed -1.6 0.0 4.9 -2.5 0.8 -0.4 0.0 5.7 -0.4 4.9

processed 1.0 0.0 3.0 -0.5 3.5 15 0.0 2.2 0.0 3.7
Traded goods 0.2 0.0 0.5 0.0 0.7 0.4 0.0 0.9 0.0 1.3

durables -0.4 0.0 0.1 0.0 -0.3 -0.1 0.0 0.3 0.0 0.2

non-durables 0.4 0.0 0.7 0.0 1.1 05 0.0 1.2 0.0 1.7
Market services 1.0 0.0 1.5 -0.2 2.3 0.5 0.0 2.2 -0.6 21
Market energy 1.0 0.0 51 0.0 6.1 6.8 0.0 0.0 0.0 6.8
Alcohol and Tobacc 0.3 0.6 2.2 1.7 4.8 1.3 2.1 1.7 0.0 51
Fuel 5.9 1.7 1.2 -15 7.3 2.0 -0.5 2.7 0.0 4.2
Administered pices 0.2 0.0 0.1 0.0 0.3 -0.3 0.0 1.0 0.0 0.7
Inflation 0.8 0.2 1.5 -0.2 2.3 0.7 0.2 1.8 -0.2 25
Core inflation 0.6 0.1 1.5 0.1 2.3 0.8 0.3 1.6 -0.2 25

Note: The tables show the decomposition of the yearly average change of the consumer pricelimelgrearly change is the sum of so
called carryover and incoming effects. The cawoyer effect is the part of the yearly index, which can be explained by the preceding
year's price changes, while the incoming effect reflects the changes in the recentWeadecomposed these indices to the sub
aggregates of the consumer price index and calculated their inflationary effects. The subgroups may not sum to the diggregaie

to rounding.

Source: MNB
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