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REPORT ON INFLATION

16 February 2017

Annual inflation left negative territory for the first time since May 2015,
as the effects of last year’s 4-pp-VAT cut mostly faded out

e In January 2017, Romania’s annual inflation returned into positive territory for the first time
since May 2015, pointing to a 0.05% YoY increase, after it posted 0.54% YoY drop a month
earlier (see Chart 1). The movement was basically in line with our expectation (0.0% YoY) and
matched the market consensus of 0.1% YoY (Reuters poll). At the same time, filtered inflation®
(our preferred underlying price measure, which among others excludes the impact of tax
modifications), slowed a bit more than we had projected, starting the year near 1% (Chart 3).
However, as uncertainties around the pass-through of the fresh tax changes still prevail, this
figure should be treated with some reservation for the time being. Upon new information, it may
be revised later, in order to reflect the fundamental price dynamics in a more reliable way.

e The significant increase in the headline figure came from fading base effects, as the impact of
last year’s four-percentage-point VAT reduction largely vanished last month. Nonetheless, we
are not out of the woods yet, as several levies were scaled back starting from January,
including the relief on standard VAT, from 20% to 19% (Chart 1).

e The details of the inflation statistics paint a fairly mixed picture. First of all, the evolution of fuel
prices surprised us on the upside, as they gained further momentum in annual terms, despite
the elimination of a special excise duty. The unusual movement could be the result of a delay
that is of fully statistical origin, but we do not exclude that the price setting behaviour of agents
has also modified somewhat at the beginning of this year. Beyond fuel prices, unprocessed
foods’ CPI also rose quite rapidly. Admittedly, we projected a pick-up, but the fact data
overshot our expectations. It appears that the unusually cold weather conditions together with
the abundant precipitation had a quite large impact on unprocessed food prices.

e On the negative side, administered prices put further pressure on the headline data, after
authorities reduced electric energy prices in January again. In addition, railway tariffs also
dipped more than the one-pp VAT cut would have suggested.

e The slow-down in the VAT-adjusted core inflation measures was primarily due to market
services’ CPI (Chart 8), after the group of other services, covering first of all insurances,
became even cheaper. We recall that the price index of insurances started to swiftly decrease
on the back of intensified tensions around the mandatory car insurance premiums as well as
the actions of the Financial Supervisory Authority to limit maximum tariffs. Regarding telephone
charges, it may be worth mentioning that the timing of the VAT pass-through showed a
different pattern this year. It seems that the full impact of the one-percentage-point VAT
change passed into consumer prices already in January, while a year earlier there was a one-
month delay. This had a negative impact on January’s headline inflation, but it will turn into a
positive base effect in February. Other core CPI components, like processed foods (Chart 6)
and goods inflation (Chart 7) remained relatively stable, broadly in line with our expectations.

e Further tax changes (like on TV and radio subscriptions) are set to put pressure on consumer
price dynamics in February too. Therefore, before January’s data came out, we reduced our
year-end inflation forecast to 1.8% YoY, down from 2.2% earlier. As uncertainties around the
tax modifications still prevail, including potential delays in their pass-through too, presumably
we will have a really clear picture only at the end of Q1. However, it is important to note that in
essence the overall situation remained unchanged. As the negative effects of the one-off items
fade out and domestic price pressures intensify (Chart 9&10), while there are also signs of a
global reflation process, we think that consumer prices will gain momentum in the following
quarters, with the perspective of further acceleration in 2018 (we expect 2.9% average inflation
for next year). Therefore, we maintain our previous view that monetary policy normalisation
could start in H2, as Mr Isarescu also confirmed at his latest press conference.

lFiltered inflation is an in-house measure of underlying inflation dynamics. It excludes unprocessed food, fuels,
administered as well as beverage and tobacco prices, filtering out the first-round impact of indirect tax changes.
Moreover, it eliminates certain other items too, such as telephone charges and car prices, as these are strongly
connected to the EUR/RON exchange rate.
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Chart set:

Chart 1: Headline inflation
(%, NSA data)
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Chart 3: Inflation and underlying processes
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Note: Adjusted CORE2 =inflation excluding VFE (vegetables, fruits,
eggs), fuels, regulated as well as beverages and tobacco prices;
Filtered inflation = in-house underlying inflationary measure (SA).

Chart 5: Decomposition of inflation
(percentage points, SA)
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Note: filtered from VAT changes.
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Chart 2: Inflation by its main components
(YoY%, NSA data)
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Sources: NIS, OTP Research
Note: in line with the National Institute of Statistics’ (NIS) general
segmentation.

Chart 4: Inflation and filtered inflation
(%, SA)
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Sources: NIS, OTP Research
Note: filtered from VAT changes; 6M MA = six-month moving average

Chart 6: CPI and PPI of processed foods vs. agro-
commodity prices (YoY%, SA)
680 - .

. - 30
H l: ----- Agro commodity tracker
— LHS) - 25
! ==—Producer price fracker for
[ processed food (RHS) L 2p
| e Processed food prices
' - (RHS) - 15
- 10
-5
-0
]
' ,-" v ' LA VoL e
-10 \tl |:‘ \‘ -"'J 3 h: \\\’-r Yot -5
\ \r ) r.-'r
-2[] - : b L .10

.5:\\.;\'1' ok o B B B e

B S I TGS G

Sources: NIS, OTP Research
Note: filtered from VAT changes.
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Chart 7: Goods’ inflation
(YoY%, SA)
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Sources: NIS, OTP Research
Note: filtered from VAT changes.

Chart 9: ULC & households’ consumption vs.
inflation (YoY %)
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Chart 11: Global food prices
(2002-2004 average = 100)
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Chart 8: Market services
(YoY%, SA)
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Note: filtered from VAT changes; Core market services, beyond the

EUR/RON-related telephone charges, excluding the line of other
services too, which covers mainly insurances.

Chart 10: Industrial production prices vs. inflation
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Chart 12: Commodity indices of metals and energy
(2005 average = 100)
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Chart 13: Price expectations vs. inflation
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Chart 14: Policy rate and inflation
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Disclaimer

OTP Bank Romania S.A. does not intend to present this document as an objective or independent explanation of the matters contained therein. This
document a) has not been prepared in accordance with legal requirements designed to promote the independence of investment research, and b) is not
subject to any prohibition on dealing ahead of the dissemination of investment research.

This communication does not contain a comprehensive analysis of the described issues. This report is issued for information purposes only and should
not be interpreted as a suggestion, an invitation or an offer to enter into any transaction, as an investment advice, and it does not constitute legal, tax or
accounting advice. Also it is not and should not be considered a recommendation for investment in financial instruments according to NSC Regulations
no. 32/2006 and 15/2006.

Information herein reflects current market practices. Additional information may be available on request. This document is intended only for the direct
and sole use of the selected customers of OTP Bank Romania S.A. Any form of reproduction or redistribution to any other person that the intended
recipients, including publication in whole or in part for any purpose, must not be made without the express written agreement of OTP Bank Romania
S.A. Although the information in this document has been prepared in good faith from sources which OTP Bank Romania S.A. believes to be reliable, we
do not represent or warrant its accuracy and such information may be incomplete or condensed. The issuer of this report does not claim that the
information presented herein is perfectly accurate or complete. However it is based on sources available to the public and widely believed to be reliable.
Also the opinions and estimates presented herein reflect a professional subjective judgment at the original date of publication and are therefore subject
to change thereafter without notice. Furthermore there can be no guarantees that any market developments will unfold as forecasted. Opinions and
estimates constitute our judgment and are subject to change without notice.

OTP Bank Romania S.A. may have issued reports that are different or inconsistent with the information expressed within this report and is under no
obligation to update or keep current the information contained herein.

OTP Bank Romania S.A. may hold a position or act as market maker in the financial instrument of any issuer discussed herein or act as advisor or
lender to such issuer. This document is not intended to provide the basis for any evaluation of the financial instruments discussed herein. In particular,
information in this document regarding any issue of new financial instruments should be regarded as indicative, preliminary and for illustrative purposes
only, and evaluation of any such financial instruments should be made solely on the basis of information contained in the relevant offering circular and
pricing supplement when available. OTP Bank Romania S.A. does not act as a fiduciary for or an advisor to any prospective purchaser of the financial
instruments discussed herein and is not responsible for determining the legality or suitability of an investment in the financial instruments by any
prospective purchaser.

This report is not intended to influence in any way or to be considered a substitute to research and advice centred on the specific investment objectives
and constraints of the recipient (including tax concerns) therefore investors should obtain individual financial advice. Before purchasing or selling
financial instruments or engaging investment services, please examine the prospectuses, regulations, terms, agreements, notices, fee letters, and any
other relevant documents regarding financial instruments or investment services described herein in order to be capable of making a well-advised
investment decision. Please refer to your competent adviser for advice on the risks, fees, taxes, potential losses and any other relevant conditions
before you make your investment decision regarding financial instruments or investment services described herein. OTP Bank Romania S.A. in
compliance with the applicable law, assumes no responsibility, obligation, warranty or guarantee whatsoever for any direct or indirect damage (including
losses arising from investments), or for the costs or expenses, detrimental legal consequences or other sanctions (including punitive and consequential
damage) sustained by any natural or legal person as a result of the purchase or sale of financial instruments or engaging investment services described
herein, even if OTP Bank Romania S.A. was warned of the possibility of such occurrences.

Figures described herein refer to the past and past performance is not a reliable indicator of future results. Investments in financial instruments carry a
certain degree of risk (fluctuation of share prices, uncertainty of dividend, yields and / or profits, exchange rate fluctuations, etc.). The capital invested is
not guaranteed, investment gains, usually assumed proportionate to risk, and past performance of financial instruments is not a guarantee for future
performance.

Please note that the Internet is not a secure environment and OTP Bank Romania S.A. does not accept any liability for any loss caused by the result of
using this report in a form altered or delayed by the wilful or accidental interception, corruption or virus infection.

All rights reserved — OTP Bank Romania S.A. (registered seat: Street Buzesti, no. 66-68, 1st district Bucharest, Romania; company registration number:
01-10-041585; NBR registration no RB-PJR-40-028/1999; for further information please refer to: https://www.otpbank.ro/en).

This document has been provided to the recipients upon their prior request. Your abovementioned permission may be withdrawn by an e-mail
addressed to csaba.balint@otpbank.ro or a written mail addressed to OTP Bank Romania S.A , Buzesti Street, no. 66-68, 1st district, Bucharest,
Romania. Please refer to your name and e-mail address in both cases.
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