THINK economic and financial analysis

Snap | 10 October 2024 HUNGARY

Hungarian inflation reaches target after
44 months

Inflation fell in September, hitting the central bank's target for the first
time since early 2021. Price pressures eased in services, but picked up in
food. Despite the seemingly benign picture, it is FX stability rather than
inflation data that will drive monetary policy decisions

Budapest, Hungary
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Negative monthly repricing helps achieve inflation target

As expected, inflation in Hungary eased further in September. The latest data came as a
minimal downside surprise compared to market consensus, while in line with our expectations.
Year-on-year inflation fell from 3.4% to 3.0%, reaching the central bank's target for the first
time since January 2021. That is a long 44-month journey, and while this is a welcome
development, there is no time to relax as there will be some bumps in the road ahead.
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But before we talk about the future, let's focus on the present. The further moderation in
inflation was partly due to a 0.1% month-on-month fall in the average price level, and partly
due to last year's high base. So, at face value, we are happy campers. But if we dig deeper into
the details, we find some interesting developments.

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

e Fuel prices fell sharply in September, by 3.7% on a monthly basis, as a result of

developments in the global oil market. It is therefore hardly surprising that this item
itself is clearly responsible for the improving inflation picture. However, this may be a
short-lived positive story, given the recent movements.

The surprise factor this time around is services inflation. Services prices fell by 0.8% MoM,
mostly due to seasonal effects. The price of recreational services fell sharply, as is usual
in September, although the fall was larger than usual, perhaps due to generally sluggish
domestic tourism. There was also a significant drop in the price of long-distance
transport services, especially air transport.

Less surprising, but certainly a cause for concern, was the 1% month-on-month rise in
food prices in September, the largest monthly increase since the start of the year. This
may reflect the impact of the summer drought and some continued price catching-up
after the end of mandatory in-store discounts and price caps.
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The composition of headline inflation (ppt)
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Services keep underlying price pressure elevated, but big
picture improves

Against this backdrop, core inflation remained much higher than the headline rate itself. And
although prices here were flat on a monthly basis, the low base pushed the year-on-year
indicator up to 4.8% in September. By contrast, the National Bank of Hungary's measure of
sticky price inflation moved lower by 0.4ppt to 5.4% YoY. The last time we saw a lower reading
in this indicator was back in September 2021. Moreover, an important short-term indicator, the
three-month annualised core inflation rate (3M/3M saar), has also declined.

We can therefore conclude that several indicators signal that the underlying inflation picture is
improving somewhat, although there is still work to be done from a monetary policy
perspective. In particular, services account for almost three-quarters of the 3.0% inflation rate.
This is important because this type of inflation is stickier than the price effect of items outside
the core inflation basket.
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Headline and underlying inflation measures (% YoY)
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Inflation to accelerate temporarily

Looking ahead, inflation rates are expected to rise sharply next month, making the visit to the
inflation target a short one. On the one hand, this acceleration is due to the low base, and on
the other hand, monthly repricing is likely to be more powerful again. Fuel prices will push up
inflation in the coming months as a result of oil price and exchange rate movements, and food
prices may also continue to rise. Indeed, rising price pressures in these two items will also push
up households' perceived inflation, so that despite the positive statistical picture, households'
caution and fear of inflation are unlikely to ease towards the end of the year. According to our
latest forecast, headline inflation could return to around 4.5-5.0% by December and core
inflation to above 5%.

Looking ahead to next year, inflationary risks are on the rise: the expected pick-up in
consumption, continued dynamic wage growth (especially after a possible further significant
increase in the minimum wage) and the government's tax measures are likely to be passed on
to consumers in the form of price increases over the course of 2025. We expect inflation to
average 3.8% this year, rising to 4.0% on average in 2025.

Monetary policy will focus on FX rather than inflation

Although today's data is slightly below the National Bank of Hungary's latest forecast,
it is unlikely to change the monetary policy stance in the short term, given the central
bank's hawkish verbal intervention in recent days.

As a result, we do not expect a rate cut in October, although if the current positive
momentum in services continues, this could theoretically pave the way for a further
25bp cut. The earliest would be in December if market sentiment improves and the
forint strengthens again, although recent momentum paints a different picture. And
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we may even have to talk again about the possibility of a potential rate hike sooner
than the timing of another rate cut.
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