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Highlights

= The major economies have shown signs of stronger-than-expected resilience in the final quarter
of 2020, reinforcing our economic outlook for a gradual recovery in the course of 2021. The
short-term outlook nonetheless remains challenging amid the rapid spread of new Covid-19
strains, which highlights lingering downside risks. While the arrival of vaccines sets the stage for
a turnaround in the pandemic and a strengthening economic recovery later in the year, there
are stark differences in the pace of the vaccination campaigns between countries. This suggests
a somewhat less synchronised recovery across the world economy in the quarters ahead.

= The euro area economy shromk significantly less thon expected in the fourth quarter, bringing the
cnnucl real GDP growth rate to -6.8% in 2020. Despite signs of resilience, tight restrictions and
a slow vaccination rollout will extend subdued economic activity well into Q1 2021. Significant
momentum should build later in the year, backed by a gradual easing of restrictions, strong
policy support and on improving external backdrop. We have upgraded the euro area growth
outlook from 3.1% to 3.8% in 2021 on a larger positive statistical overhang. Annual growth
should pick up further to 4.1% in 2022, pushing euro area output back to the pre-pandemic level.

= The US economy contracted by 3.5% in 2020, reflecting remarkable economic resilience to
the pandemic. January data suggest upbeat business sentiment across sectors despite some
emerging supply constraints in monufacturing. On the whole, we have become more optimistic
about the US economic outlook due to the accelerating vaccination rollout ond substantial
additional fiscal support. As a result, the real GDP forecast has been revised upward from 4.4%
to 5.2% in 2021, implying US output will reach its pre-pandemic level this year. We now also
pencil in real GDP growth of 3.5% in 2022, up from 2.5% earlier.

= China’s economic recovery continues at a still swift pace with fourth-quarter real GDP growing
faster than expected. This brings cnnual average growth in 2020 to 2.3%, which is a strong
outperformance compared to most major economies. After the early stages of investment-led
recovery, the fourth-quarter recovery in consumption is a positive signal for the momentum of
the Chinese recovery going into 2021. We therefore maintain our GDP growth outlook of 8.5% in
2021 ond 5.2% in 2022.

» Inflationary pressures strengthened in early 2020 on both sides of the Atlantic. In the euro areq,
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January headline inflation spiked due to a number of technical and mostly one-off factors.
While we have increased our inflation outlook to 1.3% in 2021, largely on expectations of higher
oil prices, underlying price pressures are set to remain reasonably muted over the longer term.
Similarly, US inflation is set to rise faster than previously envisaged this year, backed by rising
energy prices and upward pressures from fiscal stimulus. Hence, we see US headline inflation

picking up to 2.4% in 2021 and 2.2% in 2022.

Global economy

Global economic activity has shown signs of resilience in the
face of surging Covid-19 cases, highlighted by somewhat
better-than-expected GDP data for the last quarter of 2020.
Across major economies, underlying growth dynamics vary
greatly, as is the case with the final 2020 annual growth rates.
In the euro area, one of the hardest-hit regions, real GDP shrank
by 6.8%, while the US economy contracted by a less severe
3.5%. China was the only major economy to record positive
annual growth in 2020, with GDP increasing 2.3%. As a result,
pandemic-induced output losses were less pronounced than
initially feared, though still significantly larger than during the
Global Financial Crisis in 2009.

Increased resilience amid a worrisome
virus spread

The fact that major economies have weathered the second
wave of the pandemic with a lesser economic impact is not
surprising. In the past, we argued that due to the more targeted
lockdowns, the absence of large supply disruptions in industry
and ongoing policy support, the negative impact on activity

Figure 1 - Confirmed Covid-19 cases
new cases, average for 7-day periods, per 100.000 inhabitants
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would be significantly more limited compared to spring 2020.
The economic cost of renewed restrictions nonetheless appears
to have declined even more than earlier envisaged. We believe
that the increased resilience is for the most part because of
the greater adaptability of households and firms, implying
that economic activity has become less sensitive to renewed
restrictions. In this sense, economic activity has adjusted in
ways that signal economies are ‘learning to live" with Covid-19.

In spite of increased economic resilience, adverse virus dynamics
continue to weigh on activity at the beginning of 2021,
underscoring the challenging winter months ahead. The rapid
spread of more contagious British and South-African Covid-19
strains poses a major concern for policymakers, despite the
recent declines in infection rates across Europe and the US
(figure 1). China has seen new local outbreaks too, although
the spread appears contained for the time being. Globally,
containment measures are converging back towards the peak
levels seen in April 2020 in order to contain the spread of new
virus variants. This is particularly the case for many European
countries, where nation-wide lockdowns have been extended
and tightened.

Uneven developments of vaccination
campaigns

While the evolution of Covid-19 infections dominates the
near-term growth outlook, the arrival of vaccines promises
a turnaround in the pandemic later in the year. The progress
in vaccination campaigns, however, remains highly uneven,
signalling a somewhat bumpier pathway out of the pandemic.
Israel remains the standout performer in the vaccination race,
so far having inoculated more than 40% of the population
(figure 2). The UK and the US have also stepped up the
vaccination effort recently, with the latter well on track for
100 million doses administered in first 100 days of the Biden
administration. In contrast, the European Union’s vaccination
rollout is visibly falling behind, which appears to reflect a
combination of factors including a shortfall of supplies, heavy
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Figure 2 - Share of the total population that received at
least one vaccine dose
As of 12/02/2021
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bureaucracy and logistics problems. Still, with increased supply
in the coming weeks, the vaccine rollouts should accelerate,
targeting the most vulnerable groups.

Against this backdrop, we maintain our economic scenario for
a gradual recovery in 2021. While still assuming a synchronised
rebound in the global economy, a different pace of vaccination
suggests a somewhat more nuanced and geographically uneven
recovery. In this respect, the US economy appears ahead of the
curve, all the more so after factoring in additional fiscal stimulus.
In the euro area, new virus strains and vaccination delays set the
stage for a somewhat slower recovery that gains traction in the
latter part of 2021. Outside the advanced economies, China is
projected to rebound strongly in 2021 with positive regional
spillovers to other emerging markets. Altogether, we expect all
major economies to recover to pre-crisis levels before the end of
next year. The poorest economies, on the other hand, will likely
experience a delayed recovery, largely as a result of constrained
vaccine supply.

Our economic outlook remains subject to considerable risks.
Among others, the rapid spread of new Covid-19 variants
remains a major downside risk, not least should the available
vaccines prove ineffective or significantly less effective. A
slow pace of vaccination and related concerns are important
downside risks too, potentially pushing back the economic
recovery. In the face of lingering uncertainty, we maintain
three scenarios: the baseline (a gradual recovery strengthening
from H2 2021 onwards), to which we attach a probability of
60%; the pessimistic (a disrupted and unsteady recovery) with
a probability of 30%; and the optimistic (a sharp and strong
recovery already in H1 2021) with a 10% probability.
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Figure 3 - Real GDP growth in the euro area
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A less-than-expected contraction in the
euro area

The euro area economy shrank by 0.7% qoq in the final quarter
of 2020, significantly less than expected in the face of the second
pandemic wave and renewed lockdowns. For the full year,
real GDP contracted by 6.8%, which nonetheless masks large
differences in the economic performance across the common
bloc. The southern economies were generally more exposed
to the pandemic shock due to the less favourable structural
characteristics (e.g. a high share of tourism), leaving the likes
of Spain (-11.0%), Italy (-8.9%) and France (-8.3%) hit hardest.
Meanwhile, the northern, industry-oriented economies, led by
Germany (-5.3%), showed more resilience throughout 2020.

At the member states level, notable heterogeneity persisted in
the fourth quarter, both in terms of underlying growth dynamics
and the drivers of that growth. Against expectations, Spain
recorded a positive 0.4% goq expansion, supported by strong
household consumption offsetting a drag from investment and
net exports. Real GDP growth surprised to the upside in the
sense that weakness was less severe than feared in France and
Italy, with GDP falling by 1.3% and 2.0% qoq, respectively. In
France, both net exports and investment underpinned activity,
a similar pattern to that seen in Germany where growth inched
up by 0.1% qoq in the last quarter of 2020 (figure 3).

Weak economic activity is expected to extend well into Q1
2021, owing to ongoing tight restrictions and slow initial
vaccine rollout. The available high frequency data point to
subdued activity in January, highlighted by a drop in the euro
area composite PMI to 47.5 from 49.1 in December. Services
remain a major drag on business activity, while manufacturing
suggests continued expansion. The manufacturing resilience
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could nonetheless be tested in the coming months with
some emerging signs of bottlenecks in global supply chains.
Furthermore, negative spillovers from strict lockdowns in
Europe are likely to take some toll on industry as suggested
by the first decline in German industrial orders after seven
consecutive monthly increases in December.

Looking beyond this near-term sluggishness, the growth
outlook is more upbeat. We expect a sustained recovery to
begin from the second quarter onwards when the progress
on the vaccination front should allow for a gradual easing
of restrictions. Significant momentum should build later in
the year, driven by pent-up demand and a loose policy mix
including favourable financing conditions and extended fiscal
support. The EU Recovery fund is set to bolster recovery too,
though concerns are growing about its implementation, not
least in Italy due to the ongoing domestic political turmoil (also
see KBC Economic Opinion of 1 February). Finally, the external

demand channel will be an important driver of the recovery,
backed by a synchronised global rebound.

We have improved our euro area growth outlook from 3.1% to
3.8% in 2021, largely on the knock-on effect of better-than-
expected real GDP growth in Q4 2020. In the euro area, the
positive ‘overhang’ into 2021 is a sizable 2.1 percentage points,
though notable cross-country differences exist (see Box 1).
Annual average growth is projected to pick up to 4.1% in 2022.
Importantly, the updated real GDP path is consistent with an
even earlier recovery to the pre-pandemic level, now assumed
in mid-2022.

The remarkable resilience of the US
economy

In line with our expectation, US real GDP rose at a 4.0%
annualised rate in the fourth quarter of 2020. The expansion
was driven by fixed investment, both residential and non-
residential. Private consumption also contributed positively
to growth, yet its dynamics moderated sharply on the back
of a worsening health situation and delays in rolling over
fiscal support. In contrast, net exports as well as government
spending were a drag on growth (figure 4). Altogether, the US
economy contracted 3.5% for the full year 2020, showing a
remarkable resilience to the pandemic, with output now only
2.5% below its pre-pandemic level.

The early signs suggest that the US economy started the new

year in decent shape. Business sentiment remains upbeat with
January ISM data flagging solid activity in manufacturing (58.7)
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Figure 4 - US real GDP growth contributions
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and services (58.7), the latter likely reflecting December’s
pandemic relief bill. Similarly, the composite PMI index surged
to the highest level since 2015 on the back of broad-based gains
in business activity. At the same time, some soft indicators in
manufacturing now point to intensifying pandemic-related
supply pressures, including rising transportation costs, slowing
delivery times and staffing challenges.

Other than sentiment data, there are two important reasons
why we have become more optimistic about the US economic
outlook. The first is a steadily improving vaccination rollout,
reaching now more than 1.3 million a day. The government’s
target is to have 300 million fully vaccinated by end-summer.
This will allow for a quicker normalisation to pre-pandemic
everyday life and economic activity, which will boost spending
amid a large savings buffer. The second reason is additional
fiscal stimulus, with negotiations currently underway on the
final size of the package (also see KBC Economic Opinion of 4

February).

A compromise deal between the Democrats’ USD 1.9 trillion
package and the USD 600 billion proposed by Republicans
emerging in the coming weeks seems most likely at the
moment, adding further to underlying growth momentum.
However, with the Senate moving forward with the budget
reconciliation process, it is possible that the package will be on
the larger end as the Democrats will only need a simple majority
to pass the bill.

In circumstances where some concerns are emerging that
US fiscal policy might potentially threaten to overheat the US
economy, it is worth noting that many elements of the package
now being considered represent measures to provide financial
support for the unemployed or local and State governments
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Box 1 — Pandemic also ‘infects’ economic growth rates

Economic growth is usually expressed as the change in gross domestic product (GDP) over a certain period of time. Often this is a year.
The annual change in GDP then reflects the increase or decrease compared to the previous year, usually expressed as a percentage.
But to measure the real pulse of the economy, a year is a rather long period. To get a quick idea of the fluctuations, we also look at
the quarterly changes. Economic growth can accelerate or decelerate throughout the year, or even suddenly change dramatically. This
was very clearly the case in 2020 due to the covid-19 pandemic. Sometimes these different views give a blurred picture.

The dark blue line in Figure B1.1 shows the course of Belgian GDP' from 2018 to 2020, expressed as an index, with the value in the
fourth quarter of 2018 as 100. The figure shows that quarter-on-quarter GDP growth in 2019 accelerated from 0.2% in the first
quarter to 0.6% in the fourth quarter. The average quarterly growth rate was 0.4% and in the fourth quarter of 2019 GDP was 1.6%
higher than a year earlier. Yet in the tables with average growth figures, a growth figure of 1.7% appears for the Belgian economy
in 2019. That figure refers to the percentage difference between the average level of GDP in 2018 and 2019. In the figure, this is
represented by the light blue lines for each year. Thus, the light blue line in 2019 was 1.7% higher than in 2018.

If growth does not fluctuate too much, these different measurements of growth do not deviate too much from each other. Changes
in the annual growth rates then provide a reasonably good and, above all, simple picture of economic development. But with large
fluctuations in growth from quarter to quarter, the differences can become much greater. That was the case in 2020 due to the
pandemic, as shown by the dark blue line in the figure.

A contraction of 3.4% in the first quarter was followed by a further, much sharper fall of 11.8% in the second quarter. This was
followed in the third quarter by a strong recovery of 11.6%, after which the economy grew slightly by 0.2% in the fourth quarter. In
the end, Belgian GDP at the end of 2020 was 4.8% lower than at the end of 2019 and the average contraction per quarter was 1.2%.
But the total damage to the Belgian economy, as represented by the light blue lines, amounted to 6.2% in 2020. That figure appears
in the tables as average annual growth.

Figure B1.1 - Evolution of real GDP in Belgium
105

02 03 % o

100
0,2
95
20
-11,8
85 t t t
2018 2019 2020
=—Index, Q4 2018 = 100
——Average of GDP

Source: KBC Economics based on NBB

By causing large swings in the economy, the pandemic further ‘infects’ the information value of the usual growth measures. The
figure illustrates that the difference between the GDP level in the fourth quarter of 2020 and the average GDP level in 2020 is much
larger than in previous years. That difference is called the statistical spillover effect or ‘overhang’. It determines how much growth of
the past year is already acquired for the average growth rate of the next year. Indeed, if the dark blue line in the graph maintains the
level of the fourth quarter of 2020 in the four quarters of 2021, the light blue line of 2021 will be 2.4% higher than in 2020. Thus,

1 To exclude the influence of price changes, GDP is measured in fixed prices. The influence of seasonal fluctuations and calendar effects is also adjusted in the business cycle analysis

KBC Economic Perspectives February 202115



Part of KBC Group

without any quarter-on-quarter economic growth in 2021, annual GDP growth would already be 2.4%. Since we expect a gradual

further recovery of the Belgian economy, we have set the average growth rate at 4.1% (see main text on Belgium). However, this

figure gives the impression of a much stronger recovery than we actually expect. Indeed, more than half of it consists of already

acquired ‘overhang’. In normal circumstances, the overhang does not change that much from one year to the next (see figure BE.1)

and does not distort the picture painted by the annual growth figures.

Of course, the ‘overhang’ is not typically Belgian. Its extent differs from country to country, depending on the profile of economic

fluctuations. Among the main euro area countries for which GDP figures have been published for the fourth quarter of 2020,

Belgium, together with Spain and Italy, occupies a middle position between Germany, where the overhang from 2020 to 2021 is

‘only” 1.5%, and France, with an overhang of 3.6%. The ‘infection’ of the growth figures therefore also clouds the international

comparison of growth figures. For the eurozone, the overhang is 2.1%. This is significantly higher than last month’s forecast of 0.7%.
The difference is explained by the fact that the GDP contraction in the eurozone in the fourth quarter was significantly smaller than

expected (-0.7% yoy instead of -2.5% yoy).

that occur automatically in most European countries. In that
respect, these stabilising influences probably should not be
thought of as a pure ‘stimulus’ although other elements of the
package such as the ‘economic impact payments’ of USD 1,400
to lower and middle income households undoubtedly are. In
circumstances where the US economy looks set for a solid
rebound, debate about overheating and/or inflation risks may
become more commonplace in the months ahead.

We have upgraded the US growth outlook from 4.4% to0 5.2%
in 2021, implying that the output should recover to the pre-
pandemic level in the middle of this year. In 2022, we pencil in
real GDP growth of 3.5%, up from 2.5% earlier. At the same
time, our GDP outlook is subject to upside risks due to the
probability of substantial fiscal support measures and possibly
bigger-than-expected pent-up demand from US consumers.
The fast-tracking of additional government spending plans, e.g.
green infrastructure, is then an important upside risk for the
growth outlook in 2022.

China’s strong outperformance

Figure 5 - Chinese Real GDP growth and contributions
in percentage points
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China’s economic recovery continues at a still swift pace with
Q4 real GDP growing a faster-than-expected 2.6% quarter-
on-quarter (6.5% year-over-year). This brings annual average
growth in 2020 to 2.3%, which is a strong outperformance
compared to other major economies. Notably, consumption
contributed 3.5 percentage points to year-over-year growth,
while investment contributed 2.8 percentage points (figure 5).
Given that the early stages of the recovery in China were led
by investment while consumption lagged, this further recovery
in consumption is a positive signal for the momentum of the
Chinese recovery going into 2021. However, some normalisation
in the pace of growth should be expected going forward. We
therefore maintain our GDP growth outlook of 8.5% in 2021
and 5.2% in 2022.

Recent concerns that monetary policy in China could be
prematurely tightened, as reflected by a sharp jump in the
overnight repo rate at the end of January, are likely exaggerated.
A net liquidity withdrawal via open market operations ahead
of the Spring Festival period (when demand for liquidity tends
to be higher) helped spark these concerns. However, liquidity
demand may be lower than normal this year given Covid-
related restrictions on travel and the discouragement of large
gatherings by the government. Comments by a PBoC advisor
that pointed to risks of asset bubbles furthered concerns that
tightening could be on the table.

However, other PBoC officials have since confirmed that
China won't face a sudden sharp change in policy. Indeed, we
expect policy rates to remain stable this year, and although
credit growth should decelerate somewhat, it will still remain
supportive. The policy trade-off between moving the Chinese
economy away from debt-dependent growth while still
supporting the economy has been present for many years and
remains a serious challenge going forward. A renewed focus
on containing credit risks is therefore a welcome development
for the long-term stability of Chinese growth, but as usual, we
expect this focus to be targeted and measured, mainly through
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specific macroprudential policy instruments.

Stronger inflationary pressures in 2021

In line with the recent trend across commodities markets, oil
prices have maintained strong bullish momentum in 2021.
Brent crude surged to 60 USD/barrel, hitting the highest level in
a year on the improving fundamental picture. On the demand
side, the second pandemic wave has resulted in less-than-feared
demand destruction so far, with weakness in Europe offset by
resilient oil consumption in the US and China. Furthermore,
a strong vaccine-led rebound in oil demand is expected later
in the year and extending well into 2022 when global oil
consumption is projected to fully recover.

On the supply side, the OPEC+ alliance continues to sharply
restrain its output, withholding more than 7 million barrels
per day from the global oil market. Moreover, Saudi Arabia
announced a surprising unilateral production cut of an
additional 1 million barrels per day in February and March,
further limiting global supplies. This all leads to a tighter market
balance in the first quarter, implying an ongoing drawdown of
excess inventories accumulated in the first half of 2020.

Looking ahead, the oil market is set to rebalance further, owing
to a strong rebound in oil demand and ongoing supply curbs
from OPEC+. Against this background, we have materially
upgraded our oil price outlook in 2021 with Brent crude now
seen averaging 58 USD/barrel this year, a significant increase
from 43 USD/barrel in 2020. At the same time, we see notable
upside risks to the oil prices in the short term.

Higher oil prices have important implications for our inflation

Figure 6 - Inflation in the euro area
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outlook. In the euro area, headline HICP inflation jumped to
0.9% yoy in January from -0.3% yoy in December, significantly
above expectations. Similarly, core inflation spiked to 1.4%
yoy from 0.2% a month earlier (figure 6). Stronger inflationary
pressures reflect a number of technical and mostly one-off
factors, including the reversal of the Germany’s VAT cut, the
introduction of the carbon tax, and delays in winter sales in
several countries, including France and Italy.

Furthermore, methodological changes to the HICP basket
weights in 2021 (based on changes in consumption patterns
observed in 2020) shifted inflation mechanically higher. Along
with expectations of higher oil prices, this has prompted us to
increase the inflation outlook by 0.3 percentage points to 1.3%
in 2021. The inflation outlook for 2022 remains unchanged at
1.3%. Importantly, while we do see inflation moving up faster
than previously envisaged, underlying price pressures are set to
remain moderate over the longer term. This is a result of both
cyclical influences and structural disinflationary forces, together
implying an extended period of undershooting the euro area
inflation target.

In the US economy, inflationary pressures are seen gradually
building up. However, the January CPI reading which came
in below consensus at 1.4% yoy still suggests underlying
pressures remained modest as this year began. Following
a drop in headline inflation to 1.2% seen in 2020, we have
upgraded our inflation outlook for 2021 and 2022 to 2.4%
(from 2.0% earlier) and 2.2% (from 2.0% earlier), respectively.
A faster than previously envisaged rise in prices is primarily due
to the higher projected energy prices, together with the risk
of some upward pressures from fiscal measures. Apart from
some emerging pandemic-related supply pressures (e.g. rising
transportation costs), the latter is the main upside risk to our
US inflation outlook.

A focus on ‘reflation’ in the context of a rebound in economic
activity and exceptionally accommodative fiscal and monetary
settings globally, related pressures on supply chains, the
impact of sharply higher oil prices and some statistical issues
all suggest the possibility of significant upward momentum in
inflation globally in coming months. While our upward revisions
to inflation forecasts reflect the reality of upside risks in this
regard that may not yet be fully discounted, activity levels that
remain below pre-pandemic levels and structural forces that
have kept inflation subdued for some time suggest any step-
up in price pressures will be contained. Nonetheless, concerns
about inflation may increase in coming months.
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Central and Eastern
European Economies

The bright spot in the CEE economies:
industrial production

The most recent GDP and industrial production data for the
Central and Eastern European (CEE) economies have reinforced
ourview thatindustry has been significantly more resilient during
the second wave of the pandemic. Both Poland and Slovakia
saw ongoing momentum in manufacturing in November,
though in terms of levels, Slovakia’s output remained marginally
below the pre-pandemic period (figure CEE1). Following strong
October readings, November manufacturing activity eased
somewhat (on a month-on-month basis) in the Czech Republic
and Hungary but held up above the pre-pandemic level. In
Bulgaria, manufacturing activity moderated in November too,
with the January 2020 level yet to be recovered.

Looking ahead, the key question is to what extent the industrial
sector’s resilience will extend into 2021. According to the survey
data and comments made by industrial companies (for example,
PMI surveys), industry resilience has been underpinned by solid
external demand and well-functioning supply chains. Although
the regional manufacturers remain optimistic at the beginning
of the year, the most recent survey data point to renewed supply
chain disruptions and higher costs of inputs. January’s German
PMI survey showed the highest number of delivery delays since
1996 (the start of the PMI index). That reflects a combination
of rising pressure on suppliers, shortages of materials and
components, as well as logistical issues, particularly around
the availability of shipping containers. The same factors

Figure CEE1 - Manufacturing in CEE
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seem to affect the major regional economies. Manufacturing
companies have reported a steep rise in delays and input prices
in early 2021. In Poland and the Czech Republic, the input price
inflation was highest since summer 2018 and spring 2017,
respectively. Our view is that these factors will not derail the
industrial recovery in the CEE region but may limit the pace of
manufacturing growth in the first half of 2021.

One must also keep in mind that there are significant differences
across manufacturing sub-sectors. While consumer electronics
and the car industry tend to perform relatively well, other
sectors such as machinery clearly lag. The reason may be related
to the relatively resilient consumer demand of households that
are constrained in consumption of specific services, but so far
have not faced a dramatic rise in unemployment. As a result,
households might have shifted part of their spending from
services (such as recreation and culture) to durable industrial
goods (such as cars, PCs and electronics). On the other hand,
machinery, a sector that relies more on corporate investments as
a prime driver, has clearly felt the effects of overall uncertainty
and precautionary savings more intensively. That should be the
case at least until Q2 2021, when we expect the vaccine-led
economic recovery to gradually begin.

CNB’s hawkish forecast

At its first meeting this year, the CNB Bank Board unanimously
kept interest rates unchanged. The CNB's new forecast, on the
basis of which the Bank Board made its most recent decision, is
consistent with “stability of the interest rates initially, followed
by a gradual rise in rates from the middle of 2021 onwards”. At
the same time, the Bank Board assessed the risks of the forecast
as “substantial and tilted to a longer-lasting pandemic than
assumed by the forecast”.

According to the CNB’'s new forecast, slightly faster GDP
growth is expected this year and a moderate slowdown in
2022. Meanwhile, the inflation forecast has been changed
significantly. The CNB now expects that inflation will fall below
the 2.0% target for a while. The Czech koruna exchange rate
outlook has seen an even more meaningful change. The CNB
now assumes that the koruna should strengthen to 25.4 EUR/
CZK by end-2021, thanks to, among other things, the widening
interest rate differential. Surprisingly, even such a strong koruna
appreciation should not be an argument against rising interest
rates, according to the CNB’s model-based forecast.

Amid still elevated uncertainty, the CNB Bank Board’s
communication has been somewhat at odds with the latest
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model-based forecast. In other words, the Bank Board does not
want to commit to an aggressive interest rate normalization. We
believe that the CNB’s action will therefore be influenced by the
further development of the pandemic situation, which has yet
to improve significantly in the Czech Republic. The economic
implications of the pandemic may therefore be longer lasting,
as the CNB'’s alternative scenario suggests. In this alternative
scenario, the CNB would not start the hiking cycle until the
turn of the year, and a further rate increase would be much
more gradual compared to the baseline scenario. Given the
uncertainty associated with the further developments of the
pandemic and the success of vaccination, this scenario seems
reasonable, in our view.

The financial markets’ response to the hawkish forecast was
unequivocal and swift. The koruna hit an 11-month high
against the euro, while the forward rate agreements as well
as the swap rates (especially long-term ones), increased
significantly. Two hikes in the main rate to 0.75% are already
priced in over the one-year horizon, and almost four over next
two years. Financial markets are now clearly convinced of the
early end of the pandemic in the Czech Republic and believe
in the rapid normalization of interest rates. In our opinion, the
CNB’s approach will be more gradual. At the same time, we
admit that risks to our interest rates outlook are significantly
tilted to the upside.

Stronger inflationary pressures in
Hungary amid higher oil prices

With the recent surge in international oil prices, implying higher
local fuel prices, Hungary's inflation outlook has become
less benign. In general, fuel prices, which make up 6.7% of
the inflation basket, depend mainly on the global oil price,
refining costs, the exchange rate, transport cost, retail margin
and taxes. As some of the taxes are nominally fixed (i.e. not
depending on the price of fuel) there is a technical minimum
price of fuel per litre at HUF 160 (or EUR 0.45). In the last couple
of months, a 10% increase in oil prices has led to, on average,
a HUF 15-20 (approximately 5%) rise in the fuel price. Having
said that, the rapid rise of oil prices between November and
February should result in a direct effect on Hungarian inflation
of 0.6 percentage points, from which roughly half has already
materialised between November and December.

The secondary effects of the oil price changes are significantly

more difficult to estimate, as they depend on a number of
factors. These include the persistence of the oil price changes,
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the development of other costs in the economy (for example,
labour cost), and the strength of domestic demand (i.e. the
ability to pass through the higher cost to consumers). We
think that these secondary effects are likely to be weaker than
before the Covid-19 crisis as wage growth moderates and retail
sales fell in 2020 and may catch up only gradually during this
year. We therefore do not expect substantial secondary effects
in 2021. All in all, the higher projected path of oil prices is
expected to increase average headline inflation in Hungary by
0.3 percentage point to 3.6% in 2021.

The National Bank of Hungary (NBH) assumes an average
oil price of 48 USD/barrel for 2021 in its latest inflationary
report, which means that there is a notable upside risk in the
inflation outlook revision for March should oil prices remain at
the current levels. As core inflation filtered from indirect tax
changes remains the main focus of MPC, the NBH is primarily
concerned about the secondary effects of oil price changes. We
expect the headline inflation forecast may be increased from
the current 3.5-3.6% somewhat higher, while core inflation
and core inflation filtered from indirect tax changes may be left
unchanged at 3.8-4.0% and 2.8-3.0%, respectively. All in all,
the fast increase in oil prices may confirm the NBH's message
that there are upside risks to the inflation outlook. That is to
say, the wait-and-see approach of the central bank may be
continued, and that the HUF may strengthen somewhat more
given a lower appetite to ease monetary policy further. This
in turn can partly mitigate the effect of higher oil prices, and,
more importantly, moderate the upward inflationary pressures
via lower imported prices.
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Real GDP growth (period average, Inflation (period average, in %)
in %)
2020 2021 2022 2020 2021 2022
Euro area Euro area -6.8 3.8 4.1 0.2 1.3 1.3
Germany -5.3 3.6 3.4 0.3 1.6 1.7
France -8.3 5.9 4.6 0.5 13 1.2
Italy -8.9 4.4 4.5 -0.2 0.7 1.0
Spain -11.0 5.4 5.5 -0.3 0.5 0.6
Netherlands -4.1 2.6 3.6 1.1 1.6 1.6
Belgium -6.2 4.1 4.0 0.4 15 14
Ireland 3.0 5.0 4.0 -0.5 15 2.0
Slovakia -5.8 4.2 4.2 2.0 0.7 15
Central and Eastern Czech Republic -5.6 3.5 4.6 3.3 1.5 2.0
Europe Hungary -5.7 4.2 5.0 3.4 36 3.4
Bulgaria -4.7 3.0 4.0 1.2 2.1 2.2
Poland -2.8 5.1 4.0 3.6 2.4 2.8
Romania -5.1 4.0 4.1 2.1 2.5 2.8
Rest of Europe United Kingdom -9.9 4.5 3.0 0.9 2.0 2.2
Sweden -3.0 2.5 3.6 0.7 11 1.4
Norway -3.7 33 2.9 1.2 2.6 1.9
Switzerland -3.3 3.2 2.9 -0.9 0.3 0.5
Emerging markets China 2.3 8.5 52 2.5 2.0 2.4
India* -8.0 12.6 4.7 6.2 4.2 4.2
South Africa -7.1 3.7 2.1 3.0 39 4.1
Russia -3.1 3.5 2.3 3.6 4.2 3.9
Turkey 1.3 5.5 3.9 12.7 13.5 9.5
Brazil -4.6 2.9 2.5 33 4.9 35
Other advanced United States -3.5 5.2 3.5 1.2 2.4 2.2
economies Japan -5.3 2.4 2.2 -0.1 -0.1 0.5
Australia -3.0 35 3.0 0.9 15 1.7
New Zealand -3.8 4.5 3.3 17 1.4 15
Canada -5.6 4.5 4.0 0.7 17 1.9
* fiscal year from April-March 5/02/2021

Policy rates (end of period, in %)

5/2/2021 Ql 2021 Q2 2021 Q3 2021 Q4 2021

Euro area Euro area (refi rate) 0.00 0.00 0.00 0.00 0.00

Euro area (depo rate) -0.50 -0.50 -0.50 -0.50 -0.50

Central and Eastern Czech Republic 0.25 0.25 0.25 0.25 0.25

Europe Hungary 0.75 0.75 0.75 0.60 0.60
Bulgaria -

Poland 0.10 0.00 0.00 0.00 0.00

Romania 1.25 1.25 1.25 1.25 1.25

Rest of Europe United Kingdom 0.10 0.10 0.10 0.10 0.10

Sweden 0.00 0.00 0.00 0.00 0.00

Norway 0.00 0.00 0.00 0.00 0.00

Switzerland -0.75 -0.75 -0.75 -0.75 -0.75

Emerging markets China 2.95 2.95 2.95 2.95 2.95

India 4.00 4.00 4.00 4.00 4.00

South Africa 3.50 3.50 3.50 3.50 3.75

Russia 4.25 4.25 4.25 4.25 4.25

Turkey 17.00 17.00 17.00 17.00 14.00

Brazil 2.00 2.00 2.00 2.25 2.50

Other advanced United States (mid-target range) 0.13 0.13 0.13 0.13 0.13

economies Japan -0.10 -0.10 -0.10 -0.10 -0.10

Australia 0.10 0.10 0.10 0.10 0.10

New Zealand 0.25 0.25 0.25 0.25 0.25

Canada 0.25 0.25 0.25 0.25 0.25
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10 year government bond yields (end of period, in %)

5/2/2021 Ql 2021 Q2 2021 Q3 2021 Q4 2021
Euro area Germany -0.45 -0.40 -0.30 -0.25 -0.20
France -0.22 -0.20 -0.10 -0.05 0.00
Italy 0.54 0.60 0.60 0.65 0.70
Spain 0.13 0.15 0.25 0.30 0.35
Netherlands -0.38 -0.35 -0.25 -0.20 -0.15
Belgium -0.27 -0.25 -0.15 -0.10 -0.05
Ireland -0.13 -0.10 0.00 0.05 0.10
Slovakia -0.33 -0.30 -0.20 -0.15 -0.10
Central and Czech Republic 1.44 1.45 1.58 1.72 1.85
Eastern Europe Hungary 2.51 2.30 2.25 2.15 2.20
Bulgaria 0.28 0.30 0.35 0.40 0.40
Poland 1.27 1.30 1.60 1.80 1.90
Romania 2.83 2.80 2.80 2.80 2.80
Rest of Europe United Kingdom 0.49 0.50 0.50 0.60 0.80
Sweden 0.15 0.20 0.30 0.35 0.40
Norway 1.19 1.25 1.35 1.40 1.45
Switzerland -0.37 -0.30 -0.20 -0.15 -0.10
Emerging markets China 3.25 3.25 3.42 3.40 3.50
India 6.07 6.10 6.30 6.30 6.40
South Africa 8.46 8.50 8.70 8.70 8.80
Russia 6.22 6.00 5.90 5.90 5.90
Turkey 12.52 13.00 12.75 12.50 12.00
Brazil 7.50 7.30 7.45 7.40 7.50
Other advanced United States 1.15 1.10 1.30 1.30 1.40
economies Japan 0.06 0.00 0.00 0.00 0.00
Australia 1.23 1.20 1.40 1.40 1.50
New Zealand 1.40 1.40 1.60 1.60 1.70
Canada 0.99 0.90 1.10 1.10 1.20

Exchange rates (end of period)

5/2/2021 Ql 2021 Q2 2021 Q3 2021 Q4 2021
USD per EUR 1.20 1.21 1.23 1.25 1.25
CZK per EUR 25.78 25.90 25.80 25.60 25.30
HUF per EUR 356.65 355.00 350.00 354.00 360.00
PLN per EUR 4.48 4.50 4.48 4.45 4.40
BGN per EUR 1.96 1.96 1.96 1.96 1.96
RON per EUR 4.87 4.87 4.87 4.87 4.88
GBP per EUR 0.88 0.88 0.90 0.91 0.92
SEK per EUR 10.09 10.10 10.10 10.05 10.00
NOK per EUR 10.27 10.40 10.30 10.20 10.00
CHF per EUR 1.08 1.09 1.09 1.09 1.10
BRL per USD 535 5.35 5.30 5.20 5.10
INR per USD 72.82 73.00 72.90 72.95 72.80
ZAR per USD 14.88 15.00 15.00 15.00 15.00
RUB per USD 74.59 73.00 71.00 70.00 69.00
TRY per USD 7.05 7.20 7.10 7.20 7.50
RMB per USD 6.47 6.50 6.48 6.46 6.45
JPY per USD 105.43 105.00 105.00 105.00 105.00
USD per AUD 0.77 0.77 0.77 0.78 0.78
USD per NZD 0.72 0.72 0.73 0.73 0.74
CAD per USD 1.28 1.28 1.27 1.26 1.25
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Outlook KBC home markets

Belgium Ireland

2020 2021 2022 2020 2021 2022
Real GDP (average yearly change, in %) -6.2 4.1 4.0 3.0 5.0 4.0
Inflation (average yearly change, harmonised CPl, in 0.4 1.5 1.4 -0.5 1.5 2.0
%)
Unemployment rate (BE:Eurostat definition; IE: covid- 5.8 7.2 6.9 19.8 7.0 6.0

19-adjusted national definition) (in % of the labour
force, end of year)

Government budget balance (in % of GDP) -10.0 7.2 -6.6 -5.0 -3.0 0.0
Gross public debt (in % of GDP) 114.8 116.6 117.2 63.0 64.0 60.0
Current account balance (in % of GDP) 0.1 0.4 -1.0 2.0 6.0 8.0
House prices (Eurostat definition) (average yearly 37 -1.0 1.5 0.0 1.0 1.0

change in %, existing and new dwellings)

Czech Republic Slovakia

2020 2021 2020 2021
Real GDP (average yearly change, in %) -5.6 3.5 4.6 -5.8 4.2 4.2
Inflation (average yearly change, harmonised CPl, in 3.3 1.5 2.0 2.0 0.7 1.5
%)
Unemployment rate (Eurostat definition) (in % of the 3.1 3.7 3.0 7.0 9.5 8.0
labour force, end of year)
Government budget balance (in % of GDP) -6.8 -7.3 -5.6 -8.0 -7.4 -4.5
Gross public debt (in % of GDP) 37.7 43.3 46.0 64.0 67.0 65.0
Current account balance (in % of GDP) 2.8 1.8 1.1 -3.0 -35 -3.5
House prices (Eurostat definition) (average yearly 8.0 37 2.4 10.0 2.0 25
change in %, existing and new dwellings)

Hungary Bulgaria

2020 2021 2020 2021
Real GDP (average yearly change, in %) -5.7 4.2 5.0 -4.7 3.0 4.0
Inflation (average yearly change, harmonised CPl, in 3.4 3.6 3.4 1.2 2.1 2.2
%)
Unemployment rate (Eurostat definition) (in % of the 4.2 4.2 4.0 4.8 5.0 4.8
labour force, end of year)
Government budget balance (in % of GDP) -9.0 -6.5 -4.8 -3.0 -3.9 -2.0
Gross public debt (in % of GDP) 80.6 79.3 77.4 24.3 26.9 28.0
Current account balance (in % of GDP) -0.1 -0.3 -0.1 1.0 3.0 0.6
House prices (Eurostat definition) (average yearly 4.0 2.0 3.0 4.2 25 3.2
change in %, existing and new dwellings)
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