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Romania: inflation forecast update

We revise down year-end inflation forecast amid declining soft commaodity futures prices and lower energy prices.
Inflationary pressures should ease after the first quarter, due to favourable energy-related statistical base effect. We
see NBR holding key rate steady at 7.00% throughout 2023. Persistent and broad-based features of the current
high inflation suggests that it should not decline quickly and hence upside risks to inflation trajectory remain.

Above target inflation over the policy horizon

Analysts: Inflation has been the main macro topic for the past year around the world
and it is likely to remain in 2023. Therefore, we decided to release an
updated view on Romania consumer prices, due to some changes in forecast
assumptions. We see inflation at 8.0% by year-end vs. the 8.7% previously,
after peaking at 16.8% in November 2022, the fastest pace in almost 20
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Ciprian Dascalu years. We expect core inflation to peak-out in February 2023 at 15.4% and
ciprian.dascalu@bcr.ro remain above headline inflation over the entire projection horizon. Headline

inflation is projected to decline to around 5.0% by end- 2024, still above the
upper bound of the NBR's target range of 2.5%z1pp over the medium term.
Uncertainties around our inflation outlook remain elevated over the short term
and depend on domestic and EU growth profiles, while the war in Ukraine
and re-opening of China could potentially have meaningful impact on world
commodity prices.

The downward revision of the 2023 inflation outlook is particularly related to
lower energy prices, given the price caps on electricity and natural gas prices
over the next couple of years and the assumed decline in soft commodity
prices, in line with their futures prices.

Fig. 1: Food and non-food prices behind disinflation process in 2023
Contributions to annual inflation rate (pp)
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Eugen Sinca (Senior Economist) Source: NIS, BCR Research

Vlad lonita (Quantitative analyst) With potentially slowing inflation, we believe that the central bank will keep
the key rate on hold at 7.00% throughout 2023. Meanwhile, liquidity

Note: ) i management, the NBR'’s favourite policy tool, is likely to be actively used in

ote: Past performance is not necessarily . . X . .

indicative of future results. the following quarters, depending on the EUR/RON and upcoming inflation
readings.
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Fig. 2: Double-digit core inflation for most of 2023 Fig. 3: Large contribution from core inflation

CPl inflation (core and headline) vs. NBR key rate Contribution to year-end inflation rate (pp)
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Headline inflation is likely to remain elevated in the short term (near or
above the 15.0% yly), before falling sharply (-3pp) at the beginning of the
second quarter, due to a strong energy-related statistical base effect, and
ending the year at 8.0% y/y, 0.7pp lower than to our previous forecast
update released in August 2022.

Core inflation (CPI less administered, volatile food and fuels, tobacco, and
alcohol), the central bank’s preferred gauge for tracking underlying inflation
pressures, is projected to peak just above the 15.0% in February this year,
remain in double-digit territory until the last quarter of this year and stay
above headline inflation at least over the following couple of years. We think
that potentially cooling core inflation should give the central bank some
breathing room on rates, especially as other CEE central banks already
signalled the end of their hiking cycles.

Before offering more details on the current assumptions behind the
forecasted path for headline inflation, we took a different look at the
historical CPI data to see how broad-based the recent high inflation is. For
this, we calculate a 20% trimmed-mean inflation, which is basically an
alternative approach of measuring inflation by eliminating 10% of the most
volatile m/m consumer price changes from both ends of the distribution.
After removing the outliers, the trimmed inflation reveals that the current
high inflation is not only a result of a sharp increase in the prices of a few
items, and it is broad-based (see fig. 4). The broad-based nature indicates
that the current high inflation should not go away so quickly, thus potentially
making it harder for the central bank to bring inflation under control over the
medium term.

In our view, the uncertainties surrounding our inflation projection remain
elevated over the short term and depend on domestic and EU economic
growth profiles. The war in Ukraine is still playing a major role and the re-
opening of China’s economy should certainly influence the global economy,
with both factors potentially having a meaningful impact on world commodity
prices.
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Fig. 4: Trimmed inflation signals persistent and
broad-based price growth
CPI inflation vs. trimmed inflation rate
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Fig. 5: Recent VAT hikes add just 0.1pp to year-end
inflation
CPl inflation vs. CPI without VAT changes
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After hitting all-time highs in 2022, the global energy market is likely to be
more stable this year, with a mild winter and calmer energy prices. Futures
prices indicate that electricity and natural gas prices should moderate in
2023, though stay significantly above the five-year average for some time

(see fig. 6 and 7).

Fig. 6: Electricity futures prices 50% higher vs. 5Y
average
Electricity price vs. 5Y average, futures curve
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Fig. 7: Natural gas futures prices 40% higher vs. 5Y
average
Natural gas price vs. 5Y average, futures curve
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Turning back to our newest projection, we reiterate that the downward
revision for 2023 is particularly related to exogenous factors such as volatile
commodity prices and government measures to tackle them.

The new fiscal measures, those designed to keep price caps on electricity
and natural gas prices until March 2025 and establishing electricity tariffs
based on actual consumption, not on the average consumption of 2021,
explain nearly half of our forecast revision. On the other hand, the short-
term inflation outlook is likely to be only slightly affected by the recently
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introduced VAT rate hike from 9% to 19% for non-alcoholic drinks that
contain added sugar and from 5% to 9% for hotel accommodation,
restaurant and catering services starting January 1. Assuming a full and
immediate pass-through into final prices, these could have an impact of
0.1pp on the annual figure, all other things equal (see fig. 5). Prices for
mandatory car insurance is also expected to go higher following the rise in
the contribution to the Insurance Guarantee Fund (from 2.5% to 4%).
According to our estimates, the measure may have an upward impact of
less than 0.1pp in 2023, assuming low double-digit price growth for
mandatory car insurance. In the case of a much sharper surge (closer to a
mid-double-digit advance), it would have a sizable impact on the CPI rate.
Supply-side pressures related to the new hike in excise duties for tobacco
as of April are already visible, as the most important producers partially
increased in advance cigarette prices starting with late December or mid-
January.

Fuel prices should decline marginally this year, due to the recent removal of
the compensation for car fuel of 50 bani/litre as of January limited to some
extent by the cuts in excise duties for gasoline and diesel, and firewood
prices which are capped until the end of March. On top of these, Brent
Crude oil futures prices are averaging 81 USD per barrel this year, down
18% relative to 2022 (see fig. 8). According to our estimates, a 10% drop in
oil price should push overall inflation down by about 0.4pp within one-year
time, due to both first- and second-round effects (ceteris paribus).

Fig. 8: Lower oil prices on weaker global demand Fig. 9: Gradual depreciation of the local currency
Fuel price vs. Brent crude oil price, futures curve EURRON rate and forecast
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Our year-end EURRON estimate stands at 5.05. Hence, we expect the
depreciation to be gradual (about 2% on average), in line with past years, as
fundamentals should ultimately prevail, and the RON should start to weaken
once the offshore inflows into local currency sovereign debt fend-away.
Furthermore, our estimates show that EURRON dynamics have an
asymmetric effect on consumer prices and that a 1% depreciation of the leu
against the euro should push consumer prices higher by about 0.25-0.3%
over the following twelve months.

Inflationary pressures coming from food items are likely to ease. Food prices
should increase slower in 2023 compared to the previous year, as prices of
some global soft commodities like wheat, milk, pork meat, sunflower seed oil
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and sugar are seen to decline based on their future contracts (see fig. 10-

15).

Fig. 10: Wheat futures fall sharply into the summer
EU wheat price vs. 5Y average, future curve
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Fig. 12: Cooling pork meat futures
Lean hog price vs. 5Y average, future curve
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Fig. 11: Sunflower seed oil futures decline
marginally
Sunflower seed oil price vs. 5Y average, future curve
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Fig. 13: Milk futures drop significantly
Milk price vs. 5Y average, future curve
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Fig. 14: White sugar futures decline gradually Fig. 15: Cocoa futures inch higher
White sugar price vs. 5Y average, future curve Cocoa price vs. 5Y average, future curve
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Market impact

Next NBR rate setting meeting is scheduled for 9 February. We expect no
change in monetary policy conditions after January dovish hike which

combined with the drop in commitment to tight liquidity management from
press release actually led to an easing in monetary conditions afterwards.

Updated inflation forecast is due for release after the meeting with the new
Inflation Report. In the communique after the previous meeting, the NBR
was expecting inflation ‘to reach one-digit levels in 2023 Q3 already’.
Furthermore, central bank’s spokesman Dan Suciu said that price growth in
Romania will probably ease to about 7% by the end of this year.

Lower inflation outlook is mostly priced into ROMGBS, in our view. At the
same time, a significant deceleration in inflation should imply higher ‘two-
way flexibility’ on FX. The NBR already signalled its discomfort with RON
strengthening by loosening money market liquidity management.
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Disclaimer

This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with consolidated
subsidiaries "Erste Group") independently and objectively as other information pursuant to the Circular of the Austrian Financial
Market Authority regarding information including marketing communication pursuant to the Austrian Securities Supervision Act.
This publication serves interested investors as additional source of information and provides general information, information
about product features or macroeconomic information without emphasizing product selling marketing statements. This
publication does not constitute marketing communication pursuant to Art. 36 (2) Austrian Securities Supervision Act as no direct
buying incentives were included in this publication, which is of information character. This publication does not constitute
investment research pursuant to § 36 (1) Austrian Securities Supervision Act. It has not been prepared in accordance with legal
requirements designed to promote the independence of investment research and it is not subject to the prohibition on dealing
ahead of the dissemination of investment research. The information only serves as non-binding and additional information and is
based on the level of knowledge of the person in charge of drawing up the information on the respective date of its preparation.
The content of the publication can be changed at any time without notice. This publication does not constitute or form part of,
and should not be construed as, an offer, recommendation or invitation to subscribe for or purchase any securities, and neither
this publication nor anything contained herein shall form the basis of or be relied on in connection with or act as an inducement
to enter into any contract or inclusion of a security or financial product in a trading strategy. Information provided in this
publication are based on publicly available sources which Erste Group considers as reliable, however, without verifying any such
information by independent third persons. While all reasonable care has been taken to ensure that the facts stated herein are
accurate and that the forecasts, opinions and expectations contained herein are fair and reasonable, Erste Group (including its
representatives and employees) neither expressly nor tacitly makes any guarantee as to or assumes any liability for the up-to-
dateness, completeness and correctness of the content of this publication. Erste Group may provide hyperlinks to websites of
entities mentioned in this document, however the inclusion of a link does not imply that Erste Group endorses, recommends or
approves any material on the linked page or accessible from it. Neither a company of Erste Group nor any of its respective
managing directors, supervisory board members, executive board members, directors, officers of other employees shall be in
any way liable for any costs, losses or damages (including subsequent damages, indirect damages and loss of profit) howsoever
arising from the use of or reliance on this publication. Any opinion, estimate or projection expressed in this publication reflects
the current judgment of the author(s) on the date of publication of this document and do not necessarily reflect the opinions of
Erste Group. They are subject to change without prior notice. Erste Group has no obligation to update, modify or amend this
publication or to otherwise notify a reader thereof in the event that any matter stated herein, or any opinion, projection, forecast
or estimate set forth herein, changes or subsequently becomes inaccurate. The past performance of securities or financial
instruments is not indicative for future results. No assurance can be given that any financial instrument or issuer described
herein would yield favorable investment results or that particular price levels may be reached. Forecasts in this publication are
based on assumptions which are supported by objective data. However, the used forecasts are not indicative for future
performance of securities or financial instrument. Erste Group, its affiliates, principals or employees may have a long or short
position or may transact in the financial instrument(s) referred to herein or may trade in such financial instruments with other
customers on a principal basis. Erste Group may act as a market maker in the financial instruments or companies discussed
herein and may also perform or seek to perform investment services for those companies. Erste Group may act upon or use the
information or conclusion contained in this publication before it is distributed to other persons. This publication is subject to the
copyright of Erste Group and may not be copied, distributed or partially or in total provided or transmitted to unauthorized
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