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National Bank of Hungary preview:
Don’t lose all hope for cuts
Following the NBH s mini rate-cut cycle seen during the summer
months, we believe that a temporary pause is imminent. The inflation
picture is still supportive, but the combination of growing external
inflation risk and the expected announcement of a lower inflation target
has dashed hopes of a rate cut

The National Bank of Hungary is expected to stay on hold at its 22 September meeting, but we still
forecast further cuts before the end of the year

Our call
Following the commitment made at the start of the summer, the rest of the season brought
no surprises, with the National Bank of Hungary (NBH) delivering the three previously promised
interest rate cuts in line with expectations. During this period, central bank representatives
repeatedly stated that the decision on whether to continue cutting rates would be made in
light of the September Inflation Report. Based on this, we are once again facing an open-ended
decision in September. Although inflation continues to develop favourably, we believe that,
given the expected announcement of a reduction in the inflation target and geopolitical risks,
the Monetary Council will keep the base rate at 5.50% in its decision on 21 September to
maintain tight monetary policy.
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Looking ahead, Governor Mihály Varga said that the next key moment for monetary policy
would be the September Inflation Report and its updated staff projections. We think that, when
the time comes, the central bank will present a trajectory of inflation affected by geopolitical
developments. Therefore, despite the positive surprises in recent months’ inflation figures, we
expect the inflation path to be revised upward over the monetary policy horizon based on the
expected effects of higher energy prices and hotter imported inflation. The NBH's room for
manoeuvre will also be limited due to ongoing geopolitical pressure.

In addition, the ECB raised rates by 25bp in September, narrowing the interest rate differential
with Hungary. We also expect the publication of the NBH's previously announced review of the
optimal inflation target. In our view, the review will ultimately support lowering the current 3%
target to 2%, implemented in two stages over the coming years.

In our base case, we still forecast further cuts before the end of the year, based on the
assumption that local developments in Hungary could open the door to two more 25bp moves.
We believe that Hungary will receive further structural market support following the
publication of the new mid-term budget plan, expected in October. That said, risks are rising as
energy prices, bond yields and the recent weakening of the forint apply more pressure.

Even so, we think a terminal rate of 5.00% by the end of the year would still provide a
sufficient risk premium and maintain a positive real interest rate, helping preserve market
stability. We acknowledge, however, that this view is highly speculative and depends on
favourable outcomes regarding fiscal planning, developments in EU funding and the resilience
of corporate pricing power.

Our market views
Hungary remains the key CEE story, with by far the largest long positioning across asset
classes, driven by the idiosyncratic post-election narrative and prospects for euro adoption.
However, the recent surge in global energy prices has again highlighted Hungarian assets’ high
beta to global markets, reflecting both the economy’s exposure to energy costs and crowded
positioning. Rate expectations have consequently repriced sharply higher over the past two
months, reinforced by reports that the NBH may pause rate cuts to strengthen the case for
lowering its inflation target.

The front end now prices less than one full cut, a view that may be tested next week. If energy
prices continue to rise, markets could begin pricing rate hikes, as elsewhere in CEE, despite our
forecast for cuts later this year. By contrast, a lower inflation target should support the long
end, pointing to further flattening even though the curve is already inverted. The forint should
also benefit from a more hawkish NBH: both a pause and a lower inflation target would signal
tighter policy for longer and enhance carry appeal. Still, the domestic story is having limited
market impact, and a sustained rally in FX and fixed income is unlikely without some relief in
global energy prices.
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Some background
The August inflation print brought the disinflationary period to an end, but inflation rose by
just 0.1ppt despite the global energy price shock triggered by recent geopolitical events. The
forint has weakened since the publication of the last Inflation Report. We still expect inflation
to remain below target through the end of the year, although upside risks are clearly growing.
The first hard data release for the third quarter painted a positive picture; we do not, however,
expect economic growth to accelerate to a pace that could be considered overheating.

The rising global risk aversion certainly doesn’t support the currency, but local developments
can largely offset this. This is reflected in the forint's resilience. While it has given back some of
its earlier gains, it has proved more resilient during the recent global sell-off than in previous
years. It is currently hovering around the levels seen at the previous rate-setting meeting, at
around 364. The same can be said of Hungarian government bond yields; they have risen
since the beginning of the summer but at a relatively moderate pace.

Looking at the local story, two main factors are currently driving the markets: expectations
regarding the lowering of the inflation target and the expected introduction of the medium-
term budget. Both will provide new information about a potential path to adopting the euro.
The key question is whether these documents will be credible. If so, convergence towards the
eurozone will be priced in even further. This could give the NBH more room for manoeuvre, and
lower refinancing costs could ease the pressure on the budget.
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