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Hungarian inflation falls into single digits

Disinflation was stronger than expected in October. The monthly decline
in food and fuel prices, combined with base effects, pushed inflation into
single digits. This is a symbolic victory from a political point of view, but
there is still a long way to go to achieve price stability
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Inflation back in single digits for the first time in 18 months

The analyst community had expected a marked easing in the annual inflation rate in October.
However, almost no one was betting on a fall below 10% right now. Yet the reading was in line
with the government's communication, which had gained momentum in recent weeks and
months, that inflation could be in single digits as early as November. Two factors contributed
to the headline inflation rate of 9.9%: last year's high base and monthly deflation. According to
the Statistical Office’s data collection, the average price of the consumer basket fell by 0.1% in
October compared with September.

At first glance, therefore, the inflation trend is clearly positive. However, it is worth noting that
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core inflation rose by 0.3% on a monthly basis. This also means that the surprisingly strong
disinflation and monthly deflation are clearly driven by price changes in products not included
in the core inflation basket. Among these, the 3.8% fall in fuel prices stands out. In addition,
unprocessed food prices also fell significantly on a monthly basis.

Main drivers of the change in headline CPI (%)
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The details

* Disinflation in food prices continued in October, helped by the base effect and the
month-on-month decline in both unprocessed and processed food prices. While the
year-on-year print moved lower to 10.4%, it hardly tells the full story. Compared to
December 2020, food prices are still 63.2% higher while we have seen food retailing
plummet.

e Fuel prices dropped by 3.8% on a monthly basis, causing some downside surprise
compared to publicly available information. While oil prices in HUF came in lower by
2.4% in October, it seems the retail margin of fuel retailers narrowed significantly as
well. The food and fuel price declines were overwhelming, responsible for 89% of the
2.3ppt disinflation compared to September.

e The other items show minimal disinflationary forces. All the main items - except
clothing - have seen a decline in the year-on-year inflation print. Durables goods
inflation slowed to only 0.7% YoY as a result of weaker inflation among the most
important trade partners and a stable EUR/HUF exchange rate.

e The 13.2% year-on-year rate of increase in the price of services has become the second
largest contributor to the headline inflation reading after fuel and should now be the
focus of attention. This is especially true in light of the expected minimum wage
increase of 10-15%, which implies another significant cost increase and price increase
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potential for labour-intensive sectors, including services.

The composition of headline inflation (ppt)
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Underlying inflation also improves, but risks lurk

As the downward pressure on inflation in October came mainly from processed and
unprocessed food, disinflation was strong in the core basket as well. The core reading fell

2.2ppt to 10.9% YoY. While the month-on-month print showed 0.3% core inflation, base effects
helped a lot.

The quarter-on-quarter annualised seasonally-adjusted core inflation rate is now 2.7%, which
is roughly in line with price stability. We are not saying that the job is done, but the recent
underlying inflation performance is clearly encouraging. Unfortunately, we don't expect that
core inflation will be able to remain that subdued during 2024 due to a lot of changes and risks
which will probably translate into an uptick in monthly repricing.
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Headline and underlying inflation measures (% YoY)
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Sticky price inflation

In terms of average inflation in 2023, we continue to expect an inflation print around 17.8%.
When it comes to the year ahead, we forecast an average price increase of 5-6% next year,
with risks tilted to the upside. The increase in excise duty on fuel from January, the reshuffled
extended producer responsibility (EPR) scheme, the introduction of the mandatory Deposit and
Return System ensuring the return of beverage packaging for recycling or reuse, the expected
high minimum wage increase, significant geopolitical risks, and the fiscal situation which may
justify some tax increases, all pose major inflation risks that could stop or in the worst case
scenario, reverse this year's disinflationary trend in 2024.

After this inflation print, all eyes are on the forint

As far as monetary policy is concerned, we see the chances of a 100bp rate cut increasing
significantly. In October, there were three options on the table when the Monetary Council
decided on the size of the easing: 50, 75 or 100 basis points. The October figures for both
headline and core inflation were in the more favourable, lower half of the forecast range in the
September Inflation Report. As a result, we believe that the 50bp option can be taken off the
table, when it comes to the November rate-setting meeting.

If EUR/HUF can hold the recent level of 377-378 (which is 1.6% stronger than around the end of
October), the single-digit inflation print may be convincing enough for some members of the
Monetary Council to opt for a 100bp cut instead of continuing with 75bp. Although it is too
early for a high conviction call (especially after Deputy Governor Barnabds Virdg's recent
message stressing the need for a disciplined monetary policy), the latest price and market
stability data point in the direction of a possible fine-tuning in the pace of easing.

But to be fair, it doesn't matter whether the latest inflation reading is just below or just above
10%. Politically it may matter, but from an economic policy perspective the CPI target is still
3% and there is a long way to go to get there. Today's data hasn't changed our longer-term
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monetary policy view, i.e. we still see a need for a +200bp real interest rate environment to
keep HUF stable and achieve the inflation target over the monetary policy horizon. The only
thing that can change after today's CPI result is the short-term trajectory of easing in the
policy rate to the 7-8% terminal rate, in line with our expected inflation rate of 5-6% in 2024.
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