Economic
perspectives

May 2023

Highlights

Thanks to high EU gas reserves and adll-in-all moderate demand, European gas prices continued
their steady decline. They reached 38 EUR per MWh, 88% lower than their August levels.
Mecnwhile, after shifting down, oil prices remained relatively stable as the upward price effect
of the 1 million bcrrel OPEC supply cut was mostly compensated by growing fears cabout the
state of the global economy. Other cyclical commodities such as copper, iron and lumber also
faced downward pressure last month.

» Euro ared inflation marginally increased from 6.9% in March to 7% in April, mostly as a result
of energy-related base effects. Core inflation slightly decreased from 5.7% to 5.6%, as goods
inflation is decelerating while service inflation is accelerating. Given the slower thon expected
deceleration in core inflation, we upgrade our 2023 headline inflation forecast for the euro area
from 4.9% 1o 5.1% and our 2024 forecast from 3% to 3.1%.

In the US, headline inflation declined from 5% to 4.9% in April thonks to stagnating food prices.
Core inflation also declined by 0.1 percentage point to 5.5%, as shelter inflation decelerated.
Goods inflation, however, accelerated as used cars and truck prices sharply increased again.
Service inflation also increased, as wage pressure accelerated. We downgrade both our 2023
and 2024 forecasts by 0.1 percentage point to 4.3% and 2% respectively.

» Financial stability concerns came back to the forefront in April, as First Republic became the
latest regional US bank to fail. Several other regional banks also experienced further pressure
on their stock prices and in some cases continued deposit outflows. Nonetheless, in their latest
monetary policy meetings, central banks remain focused on fighting inflation. In the US, the
Fed still hiked its policy rate by 25 basis points to 5.125%. We expect this to be the last rate hike.
The ECB also raised its policy rates by 25 basis points in May, with its deposit rate now reaching
3.25%. As inflation is more persistent in the euro area, we forecast two more rate hikes. We don't
expect either central bank to start cutting rates this year.

» The euro area grew by only 0.1% quarter-on-quarter in Q1. The low figure was partly the result of
a big decline in Irish GDP, while Italy and Spain overperformed. Net exports is expected to be the
key contributor to EU growth. Nonetheless, the economy is showing some resilience in the face of
increasing monetary pressure as sentiment indicators for the service sector are improving and
the labour market remains robust. We slightly downgrade our 2023 forecast from 0.8% to 0.7%,
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while we maintain our 1.1% 2024 growth forecast.

= In the US, growth slowed down to 0.3% quarter-on-quarter in Q1, as lower investments and
especially the depletion of inventories weighed on growth. Private consumption continued to
support growth, but slowed down significontly at the end of Q1. Furthermore, the tightening
lending standards in light of continued financial sector turbulence may weigh on growth going
forward. We downgrade our growth forecast from 1.3% to 1% for 2023 and from 0.3% to 0.1% for

2024.

= With the Chinese economy now fully reopened, its economy grew at a solid 4.5% over a year
ago, as export, consumption and investments made strong contributions. There are nonetheless
some signs of weakness in manufacturing, private investment and construction. Meanwhile,
inflationary pressure remains subdued. We upgrade our 2023 growth forecast from 5.2% 10 5.4%,

while maintaining our 4.9% 2024 forecast.

Global economy

Recent GDP figures showed that the economic environment
in advanced economies is weakening as monetary tightening
is starting to bite. The euro area economy grew by only 0.1%
quarter-on-quarter in Q1, lower gas prices notwithstanding.
Further rate hikes by the ECB on the back of persistently high
(core) inflation will likely keep euro area growth significantly
below potential. In the US, growth slowed down to 0.3%
quarter-on-quarter in Q1, as inventory growth turned deeply
negative and consumption growth, while still contributing to
growth, weakened in February and March. There, continued
monetary tightening is exposing weakness in the financial
sector, especially among mid-sized US banks. Four banks
already went bankrupt or were taken over. First Republic Bank,
the latest victim, is the largest bank failure since the Great
Financial Crisis of 2008. Though a system-wide financial crisis
is not in our base scenario, tighter lending standards are likely
to contribute significantly to the slowdown of US growth in
H2 2023 and in 2024. The Chinese economy, meanwhile, grew
by 4.5% over a year ago, as its economy recovers from the
strict zero-Covid lockdowns of 2022 and travel-related services
rebounded. Nonetheless, the manufacturing and construction
sectors are showing signs of weakness. Overall, our scenario
expects global economic growth to slow down significantly.
Furthermore, risks remain tilted to the downside as further
financial sector turbulence and a potential US debt ceiling
breach could further derail growth prospects.
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Gas prices decline, while oil prices
remain surprisingly stable

European gas prices declined for the fifth month in a row in
April, dropping to 38 EUR per MWh, a 12% decline versus
last month. Gas prices are now slightly less than the double
of the pre-war levels and are 88% lower than their August
peak. Europe’s steady replenishment of gas reserves (and still
moderate global gas demand) is the prime driver of these lower
prices. EU gas reserves now stand above 60%, more than 20
percentage points higher than typical at this time of the year.
This significantly lowers the risk of severe gas supply disruptions
in the winter of 2024. Nonetheless, futures markets still expect
gas prices to rise by around 50% to around 60 EUR per MWh
by the end of the year (see figure 1).

Figure 1 - TTF gas price futures
EUR per MWh
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Oil prices meanwhile remained remarkably stable, with Brent
prices reaching 80 USD end of April, a 2% month-on-month
increase. At the start of the month, OPEC announced a 1 million
barrel daily supply cut, which pushed oil prices up by 6% on
the day of the announcement. However, over the course of the
month, recession fears pushed prices back down. Early May,
when markets went in risk-off mode, as a result of the failure
of First Republic Bank, prices dropped significantly to almost 70
USD per barrel. They bounced back up, however.

Oil was not the only commodity to be affected by increasing
recession fears. Metal prices also declined for the fourth month
in a row. Cyclical commodities such as iron ore and copper
posted notable month-on-month declines of 4.5% and 8.6%
respectively. Lumber, another cyclical commodity, also posted
a 5.6% decline.

Further down the line, positive news on global supply chains
continued. Thanks to China’s reopening and continued post-
Covid adaptation, the Global Supply Chain Pressure Index now
stands at-1.31, the lowest point since 2008. This easing pressure
on global supply chains will support the global economy, while
reducing inflationary pressure somewhat.

Upward pressure on euro dred services
inflation

As expected, euro area inflation rose slightly again in April, from
6.9% to 7.0%, according to the flash estimate. This was mainly
the result of the small increase in energy price inflation, but fully
due to a (reversed) base effect: energy prices fell more sharply
in April 2022 than in April 2023 (each considered against the
previous March). Both food price inflation and core inflation

Figure 2 - Core inflation in the euro area
annualized percentage change of the three month moving average vis-a-vis
the previous three months
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fell. However, the latter was exclusively accounted for by non-
energy goods, whose annual rise declined from 6.6% in March
to 6.2% in April. In contrast, services inflation rose slightly
further from 5.1% to 5.2%. Excluding seasonal fluctuations
and looking at the underlying upward dynamics over the past
few months, goods inflation seems to turn (cautiously), but
there appears to be renewed upward momentum in services
inflation (see figure 2). The rise in inflation is widely spread
across different consumer services, with outliers in tourism and
hospitality.

This is a not very encouraging observation, as the ongoing
catch-up of wages to the recent inflation shock continues to
support (or even boost) services inflation. Incidentally, there are
indications that increasing profit margins in consumer-oriented
service sectors contributed more than average to the increase
of headline inflation in 2022.

We still assume that in the coming quarters, profit margins
will absorb some of the rising labour cost pressures, which will
allow a cooling of services inflation and, by extension, core
inflation. Moreover, sharply lower energy prices compared to
the second half of 2022 will trigger a substantial fall in energy
price inflation (partly due to base effects) and a broad-based
easing of inflationary pressures during the second half of this
year. Thus, while inflation will fall, given the recent trend in
services inflation, we have nevertheless slightly raised our
expectation for headline inflation in the coming months. This
is reflected in the expected average inflation rate, which we
have raised from 5.8% to 5.9% for 2023 and from 3.0% to
3.1% for 2024.

Both headline and core US inflation
decline slightly

US headline inflation declined by 0.1 percentage point to 4.9%
in April. A stagnation in food prices contributed strongly to
the decline. Thanks to strong base effects, food price inflation
declined from 8.5% to 7.6%. Meanwhile energy inflation
increased by 0.6% month-on-month as gasoline prices strongly
increased. Still, on a yearly basis, energy price inflation remains
negative (-5.1%).

Core inflation also declined by 0.1 percentage point to 5.5% in
April. A slowdown in shelter inflation was the main driver of this
decline (see figure 3). Though this slowdown is encouraging, it
remains to be seen whether it can persist. Leading indicators
such as the Zillow Observed Rent Index posted strong increases
in recent months.
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Figure 3 - US rent inflation
month-on-month in %
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Shelter aside, goods inflation unfortunately accelerated in April
t0 0.6% month-on-month. The prime culprit of this acceleration
were used car and truck prices. These prices had been declining
for 9 straight months, but went up by 4.4% month-on-month
in April. We anticipated this reversal, however. Though the
Manheim Used Vehicle Value Index, a leading indicator of
this component, declined somewhat in April (-3%), it remains
6% higher than its November low. Further increases in this
component in the coming months would not be surprising.

Service inflation (ex. shelter) also remained high at 0.4%
month-on-month. If we filter out medical care services, which
again declined as a result of a methodological change, service
inflation increased by 0.6% month-on-month. This high figure
is not totally surprising, as wage inflation, the prime driver of
service inflation, also accelerated last month. Average hourly
earnings increased by 0.5% month-on-month in April.

All in all, given the lower than expected food and shelter
inflation, we lower both our 2023 and 2024 forecasts by 0.1
percentage point to 4.3% and 2% respectively.

Central banks remain focused on
inflation when setting policy rates

The demise of another regional US bank, First Republic Bank,
shook financial markets again as it was the largest failure since
2008. Other similar regional US banks suffered major deposit
outflows and saw their share price plummet. Nonetheless, we
maintain our assumption that the crisis will remain contained
and temporary. This is also what central banks seem to expect.
Their prime concern remains high inflation. As our scenario
forecasted, both the Fed and the ECB thus raised their policy
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rates by 25 basis points to the range of 5%-5.25% in the US
and the rate of 3.25% (deposit rate) in the euro area.

In line with the Fed's hints, we confirm our view that the current
level of Fed funds rate (5%-5.25%) is expected to be the peak
of this rate hiking cycle. We should also keep in mind that the
Fed is operating its QT operation of reducing its balance sheet
at the cruising pace of 95 billion USD per month, resulting in
continued monetary tightening even at an unchanged policy
rate. Our view with respect to the peak of the US rate cycle
is consistent with the bulk of current market expectations.
However, compared to market expectations, our view on the
timing of the first rate cut differs. In our scenario, the Fed will
maintain its current rate until end 2023. Consistent with our
US macroeconomic scenario, which incorporates a technical
recession in the second half of 2023 and a notable increase
of the unemployment rate from the current historically low
level, the Fed will probably start its rate-cutting cycle in the first
quarter of 2024.

The ECB, on the other hand, still has more ground to cover.
After the expected rate hike in early May, we except two more
rate hikes of 25 basis points each, bringing the deposit rate to
its terminal rate of 3.75%. In contrast to market expectations,
we expect the ECB the maintain its peak rate until well into
2024. Finally, at its May meeting, the ECB also announced that
it expects to end the reinvestments under its asset purchase
programme (APP) from July on. The implied monthly pace
would, at least at the start, be broadly comparable to the
current pace of 15 billion EUR per month.

Consistent with the confirmation of our monetary policy
scenario, we maintain our view on long-term bond yields. In
the short term, bond yields still have some upward potential,
somewhat reducing the current strong inversion of the yield
curve. This is, in our view, particularly the case in the euro
area, where long-term real yields are still relatively low. After
peaking by the end of the second quarter, bond yields are likely
to gradually decline.

During the past month, intra-EMU spreads remained broadly
stable. We confirm our view that these spreads will continue
to moderately and gradually normalise from still fundamentally
low levels in the context of the ongoing tightening of monetary
policy. The ECB's flexible reinvestment policy of its PEPP (over
time, across asset classes and among jurisdictions) and the
availability of the Transmission Protection Instrument (TPI),
if needed, should be sufficient to ensure that this spread
normalisation continues in an orderly manner.
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Figure 4 - Business confidence in the euro area
purchasing managers index (PMI), 50 is neutral
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Finally, our view on the euro exchange rate has become slightly
more optimistic for the coming quarters. Now that it has
become likely that the Fed’s rate hiking cycle may be coming
to an end, while the ECB still has some way to go, the euro is
likely to appreciate gradually versus the US dollar, and reach
1.13 USD per EUR at the end of 2023. Even at that level, we
would consider the euro to be relatively undervalued compared
to its long-term fundamental value.

Euro area avoided recession

In the euro area, the preliminary flash estimate of real GDP
points to modest growth of 0.1% in the first quarter of 2023
versus the previous quarter. This is in line with our expectation,
although the stagnating German economy still performed
somewhat weaker than expected (0.0% versus 0.1% growth
expected), and the Spanish (0.5% versus 0.2%) and especially
the Italian (0.5% versus 0.1%) economies grew significantly
stronger than expected. In France, as expected, real GDP was
0.2% higher than a quarter earlier. It is thus increasingly clear
that the feared 2022-2023 winter-recession has been (narrowly)
avoided. (In the fourth quarter of 2022, the economy broadly
stabilised). The resilience of the economy of the continental euro
area was even slightly stronger than the GDP figures suggest:
adjusting the figures for the highly volatile Irish GDP, euro area
growth in the first quarter of 2023 would be as high as 0.2%.
Details on the expenditure components of GDP are not yet
available, but partial information from the National Statistical
Institutes suggests that net exports made a significant growth
contribution, while domestic consumption demand was weak.

Looking forward, confidence indicators suggest that this
dynamic could be changing in the meantime. Both the PMIs and
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the European Commission’s surveys of business sentiment point
to declining confidence in the export-sensitive manufacturing
sector. In contrast, confidence is strengthening quite sharply in
the more domestically driven service sectors (see figure 4). In
construction, confidence was more or less stabilising in April.
Consumer confidence improved slightly but remains weak,
following the sharp blow it received immediately after the
Russian invasion of Ukraine.

All this gives the impression that the pass-through of tighter
ECB policy into the real economy is rather piecemeal. However,
the impact of tightened monetary policy is already evident in
a number of monetary indicators. Lending to households and
businesses as well as money growth is slowing. The ECB's recent
quarterly bank lending survey points to further tightening of
credit conditions and a further decline in credit demand. But
then again, the European Commission’s six-monthly survey of
investment expectations shows that higher interest rates are not
yet inducing full investment stops. Companies plan to continue
investing. Apparently, the need for investments in innovation
due to the digital and green transition and for labour-saving
investments due to the still tight labour market outweighs the
increased financing costs. But cash-rich firms need to rely less
on credit to implement these investment plans.

Last month'’s developments are in line with our growth scenario.
We have therefore left our growth forecasts for the coming
quarters unchanged: a slight firming of real GDP growth in
the second quarter, followed by another weaker second half
of the year due to the tighter monetary environment, followed
by a gradual strengthening of growth in 2024. However, the
revision of the 2022 quarterly figures for German GDP causes
a downward revision of the expected average GDP growth in
2023 from 0.2% to 0.0%, due to changed overhang effects.
In contrast, stronger-than-expected growth in the first quarter
in Spain and in ltaly lifts the expected average growth rate for
2023 for these countries (from 1.5% to 2.1% for Spain and from
0.6% to 1.0% for ltaly). On balance, these changes produce
a slight downward adjustment to the euro area’s average real
GDP growth forecast for 2023, from 0.8% to 0.7%.

US growth slows down in Ql

US growth slowed down significantly, reaching 0.3% quarter-
on-quarter in Q1, down from 0.9% quarter-on-quarter growth
in Q4 2022 (see figure 5). Inventories were the main drag on
growth, dragging down growth by 1.2%. This major downside
inventory pressure is unlikely to be repeated in the coming
quarters. Investments also contributed slightly negatively to
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Figure 5 - US real GDP growth contributions
SA, % quarter-on-quarter
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GDP growth as residential investments and equipment spending
declined. Especially the decline in equipment spending, a
leading indicator for business investments, is reason for
concern. On the upside, net exports made a small contribution
to GDP growth as the trade deficit narrowed significantly in
March. Government spending increased by 1.2%, partly thanks
to increased defense spending in the wake of the Ukraine
war. It made a 0.2% contribution to GDP. The main driver
of GDP growth was private consumption, which contributed
0.6%, the highest contribution since Q2 2021. The high figure
was unfortunately mostly realised in January. In February and
March, consumer spending growth was almost nil. Consumer
spending might thus be weaker in future quarters.

The biggest strength of the US economy today remains its
labour market. In April, 253.000 non-farm payrolls were added,
while the unemployment rate declined to 3.4% from 3.5%.
Nonetheless, as labour is a lagging indicator, we still expect the
US economy to weaken substantially in the next few quarters.
Continued monetary tightening and the recent turmoil in
the financial sector will cause further tightening in financial
conditions. Furthermore, though we still believe Congress will
eventually reach an agreement to lift the debt ceiling (see our
KBC Economic Opinion of 3 May), such an agreement will likely

lead to tighter fiscal policy. We downgrade our growth forecast
from 1.3% to 1% for 2023 and from 0.3% to 0.1% for 2024.

China’s Q1 growth figures surprise
positively

The first reading of Q1 real Chinese real GDP growth came in

at 4.5% year-on-year, a significant upward surprise compared
to the 4.0% consensus forecast. The strong figure signals
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that the reopening of the economy is gaining steam after
three years of Covid-lockdowns. Looking at the underlying
growth components, we see that the rebound of the services
sector (consumption) and investments (likely thanks to state
companies) were the main contributors to growth. The tertiary
sector, which was impacted most by Covid containment
measures in previous years, saw a large growth acceleration
in Q1 (+3.1 percentage points) compared to Q4 2022. In the
primary and secondary sector, in contrast, contribution to real
GDP growth moderated by -0.3 and -0.1 percentage points,
respectively as the global economic environment weakens.

Looking forward, there are many reasons to remain cautious
on the Chinese economy. The real estate sector is still under
pressure, albeit less so than during the acute phase of the
crisis. There are some positive signs coming from the real
estate sector in 2023, with improvements seen in prices and
the completion of new homes (+32% year-on-year) in March.
The latter stands in strong contrast to the start of construction
on new homes, which declined significantly in March (-29%
year-on-year). The focus on finishing existing housing project,
in some cases with support from local governments, is aimed at
restoring confidence in the debt-laden real estate sector.

A second reason to remain cautious on the growth outlook
is the external environment, with a technical recession in the
US still in the cards and elevated geopolitical tensions. In this
context, the relevance of the strong March export figure for
China (+14.8% year-on-year) should not be overstated as the
jump in exports is at least partly attributable to exporters
rushing to fulfil a backlog of orders that had been disrupted by
the pandemic in the past months. The April figure was already
lower at 8.5% year-on-year. Another important concern around
economic growth is private sector investment weakness (in
contrast to public sector investment strength), especially in light
of the high (off-balance) local government debt and China’s
plans to crackdown on local government financing vehicles.

The strong Q1 figure puts the economy well on track to reach
the government’s growth target of 5.5%. This clears the way
for some much needed structural reforms of local government
finances and for more stringent regulations on the financial
sector to reduce corruption. We expect the central government
could prioritise these changes over supporting the economy
and we therefore put our growth outlook at a conservative
5.4% year-on-year for 2023, followed by a real GDP growth
rate of 4.9% in 2024.

The low March consumer inflation (headline: 0.7% and core:
0.7% year-on-year) and producer price inflation (-2.5% year-on-
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year) figures have prompted us to lower our inflation outlook for
2023 to 2.1% year-on-year. We expect inflation to strengthen
again later in the year as the impact of temporary disinflationary
factors, including lower fuel prices and exceptional car price
discounts, fade. For 2024, we see consumer price inflation
increase to 2.3% year-on-year. The weakness in inflation and
strong real GDP growth in Q1 have prompted us to take out
the Medium-term Lending Facility rate cut by the PBoC that we
had penciled in around Q3 2023. However, if growth conditions
were to deteriorate significantly going forward, monetary
policy easing is still a possibility.

Turkish elections with high stakes

Next weekend is an important one for the Turkish people.
They will elect a new president and a new parliament. Election
polls indicate that the battle for the presidential seat will be
a nail-biter. Both incumbent President Erdogan and his main
challenger Kilicdaroglu (backed by an alliance of six parties) will
garner about 46% of the vote, according to those polls. To be
elected as early as the first round, candidates must secure at
least 50% of the vote. It is therefore likely that a second round
of elections will be needed on Sunday, May 28. In the polls
for the parliamentary elections, President Erdogan’s AKP party
currently has the best score (about 35% of the vote), followed
by Kilicdaroglu’s CHP party (about 30% of the vote).

That the polls are so close is in large part due to the
skyrocketing inflation and currency crisis that have eroded the
purchasing power of the Turkish people. Both were fueled by
the unorthodox monetary policy ordered by the president.
Successive interest rate declines — notwithstanding sky-high
inflation — have driven foreign (and domestic) capital away from

Figure 6 - Turkish inflation and exchange rate
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Turkey, putting solid downward pressure on the Turkish lira
(see figure 6). Central bank attempts to support the currency
have led to a steep decline in FX reserves. This situation is
unsustainable in the longer term. Either way, monetary policy
will have to be adjusted after the election but normalisation is
expected to proceed much faster and further if the opposition
wins.
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Central and Eastern
European Economies

Explaining skyrocketing inflation in
Central and Eastern Europe

The period since the outbreak of the Covid-19 pandemic
has been one of the most turbulent periods experienced by
European economies since the end of World War Il. Most
notably, there were numerous lockdowns, collapsing global
supply chains and generous government subsidies to companies
and households. Over time, the recovery of growth after
the pandemic subsided and the Russian invasion of Ukraine
began. These events, among other negative manifestations,
have fed into a phenomenon that many countries, not only on
our continent, are still struggling with today: high consumer
inflation.

Having only relatively recently climbed to long-term highs,
price growth in the CEE region is finally starting to falter. It
can be expected that, just as the time profile of price increases
has varied in different countries, the opposite movement, i.e.
, will also show
a different trend, whatever this may look like. Which factors
may accelerate or, on the contrary, slow down the desired
development in the CEE region?

a decline towards a new inflationary “normal”

The inflationary upswing after January 2020 was stronger in
Eastern Europe than in the “old” EU countries. The more than
20% price level increases in March 2023 are almost exclusively
encountered in the CEE region (see figure CEE1).

Which main categories of goods and services contributed most
to price growth in CEE during the period under review? Table
CEET summarises the average contributions (in percentage

Part of KBC Group

Figure CEE1 - CPI in EU-countries in March 2023
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points) of items falling into COICOP categories 1-12 to annual
inflation in the four CEE countries (Czech Republic, Hungary,
Poland and Slovakia) and in Belgium (representing the “old”
EU).

The table shows that there is no simple pattern behind the
noticeably stronger rise in inflation in CEE, which is common
across the region and at the same time significantly different
from the pattern of price growth in Western Europe. While
in the Czech Republic housing has pushed up prices the most
(COICOP 4), followed by food and non-alcoholic beverages
(COICOP 1), in Hungary it is food that tops the inflation ranking
by a wide margin, followed by transport (COICOP 7). In Poland,
as in the Czech Republic, housing prices dominated inflation,
but unlike in the Czech Republic, their lead over food was
marginal. In Slovakia, food was the main contributor to inflation
in the period under review, as in Hungary, but only marginally
ahead of the effect of housing prices.

In the CEE region, the relative order of contributions to price
inflation in the Czech Republic was probably closest to Belgium

Table CEE1 - Average monthly contributions to annual inflation by COICOP category between January 2020 and March 2023

in %

Belgium 0.84 0.10 0.06 1.58 0.16
Czech Republic  1.51 0.68 0.39 2.50 0.37
Hungary 3.33 0.92 0.09 0.87 0.55
Poland 2.36 0.32 0.05 2.52 0.32
Slovakia 1.90 0.29 0.10 1.85 0.39

Source: KBC Economics based on OECD

Categories: Food & Non-Alcoholic Beverages (COICOP 01
nishings, Household Equipment & Routine Household
Restaurants & Hotels (COICOP 11), Miscellaneous Good
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Vlaintenance (COICOP 05), Health (COICOP 06), Trans,
ervices (COICOP 12

0.01 0.85 0.00 0.29 0.01 0.29 0.28
0.14 0.88 -0.03 0.49 0.02 0.70 0.40
0.30 1.29 -0.01 0.39 0.10 0.78 0.41
0.30 0.91 0.22 0.44 0.08 0.49 0.30
0.10 0.43 0.15 0.36 0.08 0.56 0.46

holic Beverages, Tobacco & Narcotics (COICOP 02), Clothing & Footwear (COICOP 03), Housing, Water, Electricity, Gas & Other Fuels (COICOP 04), Fur
port (COICOP 07), Communication (COICOP 08), Recreation & Culture (COICOP 09), Education (COICOP 10),
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(where housing prices clearly came first, followed by transport
prices, with food prices almost identical). Services and goods
from almost all COICOP categories, however, contributed to
the fact that the price level in the Czech Republic was one
third higher in March 2023 than in January 2020, while in
Belgium the increase was only 16%. The largest differences
in the magnitude of the average inflation contribution in the
two countries can be seen in categories 4 (housing), 1 (food
and non-alcoholic beverages) and 2 (alcoholic beverages and
tobacco). The finding that we can see higher price increases
across the consumer basket compared to Belgium is observed
also in other countries in the CEE region. The explanation is
that the relatively stronger inflationary impulse from the energy
sector at the beginning gradually seeps through the economy,
where it may be amplified (for example, by the overhang of
deferred demand) or weakened (for example, by government
price caps) in individual markets.

Among the main reasons why rising consumer inflation has hit
the CEE region harder than Western European countries and
why price developments differ significantly (both in magnitude
and structure) even across the CEE region are higher fossil
energy intensity and different economic structures (production
and ownership). In addition to the different responses of
governments to the price surge, the behavior of central banks,
i.e. the timing and vigor of monetary tightening, has also played
an important role. As regards the energy component of price
growth, which has long dominated inflationary pressures, the
historically massive dependence on supplies of relatively cheap
natural gas and oil from the East, whose shortfall could not (and
still cannot) be smoothly replaced by supplies from elsewhere,
played a very negative role in the CEE region.

In recent months, we have observed that the role of energy as
the main driver of price growth in CEE has been weakening,
while food has been more noticeably hampering a faster
decline in inflation. Going forward, however, we can expect
that also inflationary pressure of traditionally price-volatile food
will fade relatively soon, and the role of the main inflationary
impulses could then be taken over by so far less visible factors:
unanchored inflation expectations, rapid wage growth and
widening fiscal deficits. All three of the latter variables are
closely interlinked.

Unanchored inflation expectations of households and firms
stimulate wage growth pressures in both the private and public
sectors. Wage growth in the public sector leads to an increase in
budgetary expenditures (not only because of higher public wage
payments but also for pensions and social benefits” indexation).
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The risk of too rapid wage growth in CEE is exacerbated by
the relatively low unemployment rate, which in March 2023
stood at 2.6% in the Czech Republic, 2.8% in Poland and
3.9% in Hungary. Even in Slovakia, where the unemployment
rate reached 6.0%, it was only slightly higher than in Belgium
(5.9%) and remained below the level of the euro area (6.5%).
Regarding future potential inflationary pressures stemming
from deficit budgets, another specific risk can be identified in
the CEE region, this time in the form of a relatively low level
of indebtedness (which may make governments more fiscally
benevolent). As a share of GDP, public debt in the last quarter
of last year was 44% in the Czech Republic, 49% in Poland,
59% in Slovakia and 73% in Hungary. In the same period, the
ratio was 92% in the euro area and 105% in Belgium.

The last paragraph suggests that the answer to the question
of how quickly and effectively the price drop will be slowed
down in the CEE region in the future will, in addition to external
influences, depend primarily on the foresight and courage of
the respective governments and central banks to take politically
unpopular measures that will appropriately complement rather
than undermine each other.
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Real GDP growth (period average, Inflation (period average, in %)

based on quarterly figures, in %)

2022 2023 2024 2022 2023 2024
Euro area Euro area 3.5 0.7 1.1 8.4 59 3.1
Germany 1.9 0.0 0.9 8.7 6.6 3.7
France 2.6 0.6 1.1 5.9 5.4 2.1
Italy 3.8 1.0 0.9 8.8 6.7 2.2
Spain 5.5 2.1 1.5 8.3 4.3 3.2
Netherlands 4.5 1.5 1.0 11.6 4.3 3.6
Belgium 3.2 1.0 1.2 10.3 3.5 3.0
Ireland 12.2 53 5.1 8.0 6.3 2.8
Slovakia 1.7 0.9 2.8 121 10.0 7.0
Central and Eastern Czech Republic 2.5 0.3 2.6 14.8 12.3 2.4
Europe Hungary 46 0.1 35 15.3 18.6 6.0
Bulgaria 3.8 1.5 2.7 13.0 9.5 4.5
Poland 54 1.4 4.4 13.2 1.7 3.5
Romania 4.5 2.5 3.2 12.0 9.0 7.0
Rest of Europe United Kingdom 4.1 -0.2 0.8 9.3 6.4 2.8
Sweden 2.7 -0.9 1.0 8.1 7.6 2.6
Norway (mainland) 3.8 1.2 15 6.2 4.5 2.4
Switzerland 2.1 0.7 15 2.8 2.6 15
Emerging markets China 3.0 5.4 49 2.0 2.1 2.3
India* 6.9 6.2 6.4 6.7 53 4.7
South Africa 2.0 0.4 15 7.0 5.9 4.6
Russia Temporarily no forecast due to extreme uncertainty

Turkey 5.6 2.1 2.8 72.3 443 291
Brazil 2.9 0.8 1.5 9.3 5.2 4.3
Other advanced United States 2.1 1.0 0.1 8.0 43 2.0
economies Japan 1.0 1.1 1.1 2.5 2.5 1.4
Australia 3.7 1.6 1.6 6.6 5.4 3.1
New Zealand 2.2 1.2 1.4 7.2 5.1 2.6
Canada 3.4 0.8 1.3 7.0 3.6 2.2

* fiscal year from April-March 8/05/2023

Policy rates (end of period, in %)

8/5/2023 Q.2 2023 Q.3 2023 Q4 2023
Euro area Euro area (refi rate) 3.75 4.00 4.25 4.25 4.25
Euro area (depo rate) 3.25 3.50 3.75 3.75 3.75
Central and Eastern Czech Republic 7.00 7.00 7.00 6.00 5.00
Europe Hungary (BUBOR 3M) 16.20 15.00 12.50 10.80 9.50
Bulgaria -

Poland 6.75 6.75 6.75 6.75 6.25
Romania 7.00 7.25 7.25 7.00 6.50
Rest of Europe United Kingdom 4.25 4.75 4.75 475 4.75
Sweden 3.50 3.75 3.75 3.75 3.75
Norway 3.25 3.50 3.75 3.75 3.75
Switzerland 1.50 1.75 1.75 1.75 1.75
Emerging markets China 2.75 2.75 2.75 2.75 2.75
India 6.50 6.50 6.50 6.50 6.25
South Africa 7.75 7.75 7.75 7.75 7.50

Russia Temporarily no forecast due to extreme uncertainty
Turkey 8.50 8.50 24.00 25.00 23.50
Brazil 13.75 13.75 13.25 12.50 11.75
Other advanced United States (mid-target range) 5.125 5.125 5.125 5.125 4.875
economies Japan -0.10 -0.10 -0.10 -0.10 -0.10
Australia 3.85 3.85 4.00 4.00 4.00
New Zealand 5.25 5.50 5.50 5.50 5.50

Canada 4.50 4.50 4.50 4.50 4.50



Outlook main economies in the world __._

vee
10 year government bond yields (end of period, in %)

8/5/2023 Q.2 2023 Q3 2023 Q4 2023 Ql 2024
Euro area Germany 2.31 2.70 2.70 2.65 2.60
France 2.90 3.35 3.40 3.40 3.35
Italy 4.22 4.80 5.00 5.15 5.10
Spain 3.39 3.85 3.90 3.85 3.80
Netherlands 2.68 3.10 3.15 3.10 3.05
Belgium 3.02 3.35 3.40 3.40 3.35
Ireland 2.78 3.35 3.50 3.50 3.45
Slovakia 3.69 3.60 3.65 3.65 3.60
Central and Czech Republic 4.58 4.63 4.59 4.53 4.49
Eastern Europe Hungary 7.85 8.10 7.80 7.30 7.10
Bulgaria* 4.50 4.80 4.80 4.75 4.70
Poland 5.84 5.70 5.50 5.40 5.20
Romania 7.29 8.00 8.50 9.00 9.10
Rest of Europe United Kingdom 3.77 4.10 4.10 4.05 4.00
Sweden 2.34 2.80 2.80 2.75 2.70
Norway 3.20 3.60 3.60 3.55 3.50
Switzerland 1.12 1.55 1.55 1.50 1.45
Emerging markets China 2.75 3.10 3.05 3.00 2.95
India 7.04 7.53 7.48 7.43 7.38
South Africa 10.13 10.20 10.15 10.10 10.05

Russia 10.67 Temporarily no forecast due to extreme uncertainty
Turkey 12.71 12.00 25.00 18.00 18.00
Brazil 12.21 12.70 12.65 12.60 12.55
Other advanced United States 3.44 3.70 3.65 3.60 3.55
economies Japan 0.42 0.50 0.75 0.75 0.75
Australia 3.42 3.70 3.65 3.60 3.55
New Zealand 4.17 4.45 4.40 4.35 4.30
Canada 2.92 3.10 3.05 3.00 2.95

*Caution: very illiquid market

Exchange rates (end of period)

8/5/2023 Q2 2023 Q3 2023 Q4 2023 Ql 2024

USD per EUR 1.10 1.1 1.12 1.13 1.14
CZK per EUR 23.42 23.40 23.90 24.50 24.40
HUF per EUR 372 370 380 385 388
PLN per EUR 4.57 4.60 4.60 4.60 4.55
BGN per EUR 1.96 1.96 1.96 1.96 1.96
RON per EUR 4.93 4.95 4.95 4.95 4.95
GBP per EUR 0.87 0.90 0.92 0.93 0.94
SEK per EUR 11.22 11.20 11.00 10.90 10.85
NOK per EUR 11.63 11.60 11.40 11.25 11.00
CHF per EUR 0.98 0.99 1.00 1.02 1.02
BRL per USD 4.95 4.97 4.95 4.92 4.90
INR per USD 81.77 81.42 81.06 80.70 80.35
ZAR per USD 18.34 18.32 18.24 18.16 18.08
RUB per USD 76.82 Temporarily no forecast due to extreme uncertainty

TRY per USD 19.50 20.57 21.83 22.27 22.41
RMB per USD 6.92 6.89 6.86 6.83 6.80
JPY per USD 134.99 130.00 128.00 126.00 122.50
USD per AUD 0.68 0.66 0.66 0.66 0.66
USD per NZD 0.63 0.64 0.64 0.64 0.66
CAD per USD 1.33 1.37 1.37 1.36 1.33
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Outlook KBC home markets

Belgium Ireland

2022 2023 2024 2022 2023
Real GDP (average yearly change, in %) 3.2 1.0 1.2 12.2 5.3 5.1
Inflation (average yearly change, harmonised CPI, in 10.3 3.5 3.0 8.0 6.3 2.8
%)
Unemployment rate (Eurostat definition, in % of the 5.8 6.1 5.8 47 5.1 4.8
labour force, end of year)
Government budget balance (in % of GDP) -3.9 -5.0 -4.9 0.4 0.5 0.7
Gross public debt (in % of GDP) 105.1 106.6 107.5 47.0 42.8 39.2
Current account balance (in % of GDP) -3.6 -4.0 -3.0 12.2 9.8 9.5
House prices (Eurostat definition) (average yearly 5.6 2.0 2.0 12.3 3.0 3.0
change in %, existing and new dwellings)

Czech Republic Slovakia

2022 2023 2022 2023 2024
Real GDP (average yearly change, in %) 25 0.3 2.6 1.7 0.9 2.8
Inflation (average yearly change, harmonised CPI, in 14.8 12.3 2.4 121 10.0 7.0
%)
Unemployment rate (Eurostat definition) (in % of the 2.3 2.8 33 6.1 6.5 6.3
labour force, end of year)
Government budget balance (in % of GDP) -3.6 -4.9 -3.5 -2.0 -6.5 -4.5
Gross public debt (in % of GDP) 441 45.0 459 57.8 58.5 58.0
Current account balance (in % of GDP) -6.1 -3.0 -1.5 -8.3 -4.5 -3.5
House prices (Eurostat definition) (average yearly 16.9 0.0 25 13.7 -1.0 1.5
change in %, existing and new dwellings)

Hungary Bulgaria

2022 2023 2022 2023
Real GDP (average yearly change, in %) 4.6 0.1 3.5 3.8 1.5 2.7
Inflation (average yearly change, harmonised CPI, in 15.3 18.6 6.0 13.0 9.5 45
%)
Unemployment rate (Eurostat definition) (in % of the 3.8 4.1 3.8 4.0 4.5 4.1
labour force, end of year)
Government budget balance (in % of GDP) -6.2 -4.0 -3.0 -2.8 -3.0 -3.0
Gross public debt (in % of GDP) 73.3 69.5 66.7 229 23.6 25.0
Current account balance (in % of GDP) -8.0 -3.5 -2.1 -0.7 -1.5 -1.2
House prices (Eurostat definition) (average yearly 21.9 0.0 3.5 13.8 5.5 1.5
change in %, existing and new dwellings)
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