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Highlights

+ The United States' erratic trade policy continues to be a major source of global uncertainty. Last
month, Trump threatened to impose a 50% tariff on the EU, a threat he paused until 9 July. Trump's
“Liberation Day” reciprocal tariffs are also set to take effect again on that day, though negotiations
are likely to push the eventual tariffs lower. We maintain our working assumption of, eventually, a
30% effective tariff on Chinese imports, a 25% effective tariff on imports from other Asian nations, a
15% effective tariff on EU imports and a 10% effective tariff on imports from other countries.

+ Both oil prices and natural gas prices rose more than 5% on 13 June as Israel and, later, the US
launched strikes on Iran. Iran produces approximately 4.5% of global oil supplies and 6.5% of global
gas supplies. Furthermore, markets fear(ed) a widening of the conflict in the Middle East and a
closure of the Strait of Hormuz in particular. 30% of the world’'s seaborne crude and 20% of liquid
natural gas travel through this Strait. That said, in view of the 24 June ceasefire agreement, a closure
of this strait remains a tail risk.

+ Euro area inflation continues to soften. Headline inflation dropped below target from 2.2% to 1.9%
in May, while core inflation dropped from 2.7% to 2.3%. The decline was caused by a large drop in
services inflation (partially due to a seasonal effect). Core goods and energy inflation remained
unchanged, while food inflation increased. Given higher energy prices, we slightly upgrade our 2025
inflation forecast from 2.1% to 2.2%, while downgrading it from 1.9% to 1.8% for 2026.

+  Notwithstanding increased tariffs, US inflationary pressures remained mild in May. Both headline
and core inflation increased by only 0.1% month-on-month, bringing them on an annual basis to
2.4% and 2.8% respectively. Energy prices declined, while shelter and services inflation softened.
Notably, goods prices were unchanged, suggesting slower-than-expected passthrough of tariffs to
consumer prices. We thus downgrade both our 2025 and 2026 inflation forecasts by 0.1 percentage
points to 2.9% and 2.7% respectively.

+ Despite a big upward revision to euro area Q1 GDP, the underlying growth dynamics remain
sluggish. Business sentiment indicators remain weak, as the rebound in manufacturing sentiment is
compensated by a decline in services sentiment. Consumer confidence is gradually recovering but is
still at a low level. European labour markets remain tight as unemployment rates stand at historical
lows and employment continues to increase. Given the upward revision of the Q1 growth figures, we
upgrade our 2025 forecast from 0.9% to 1.2% while maintaining our 0.9% 2026 forecast. These annual
average growth rates are consistent with a gradual but delayed recovery of the European economy.

KBC Economic Perspectives June 2025 11



Part of KBC Group

+ US GDP is set for a rebound in Q2. That said, the underlying dynamics raise concerns. Though
consumer confidence rebounded, retail sales declined in May. The housing market also feels the
pressure of maintained elevated interest rates. The labour market remains resilient but is showing
signs of gradual easing. Given the improved outlook for Q2 GDP growth, we upgrade our forecasts
from 1.1% to 1.6% for 2025 and from 1.2% to 1.4% for 2026.

+ The ECB and the Fed monetary policy decisions diverged again in June. The Fed remains in wait-
and-see mode, given the uncertain impact of tariffs on inflation. We expect the Fed funds rate to
remain restrictive this year and now expect only two rate cuts this year, in line with the Fed dot plot.
In contrast, the ECB cut its policy rates again in June, though President Lagarde indicated the rate
cutting cycle might be nearing its end. We maintain our scenario of one more rate cut this year,
bringing the bottom of this cycle at 1.75%.

+ The Chinese economy has weathered initial disruptions from the US trade war better than originally
expected, and the May and June agreements on a trade framework between the two countries
provides some relief from increasingly antagonistic trade barriers. Uncertainty remains, however, and
many weaknesses are still evident in the domestic economy. As such, we only marginally upgrade

our real GDP forecast from 4.2% to 4.5% in 2025 and from 4.1% to 4.2% in 2026.

Global Economy

US trade policy uncertainty keeps the global economy
in limbo. At the end of May, Donald Trump threatened to
impose a 50% tariff on EU imports from 1 June onwards.
Following a call with Ursula von der Leyen, he delayed
the imposition of the 50% tariff till 9 July. The reciprocal
tariffs for other countries (as announced on “Liberation
Day") are also set be imposed on that day. However, as
negotiations between the US and other trading partners
are ongoing, the eventual effective tariffs are likely to be
lower. We currently maintain our working assumption of
a 30% effective tariff on Chinese imports, a 25% effective
tariff on imports from other Asian nations, a 15% effective
tariff on EU imports and a 10% effective tariff on imports
from other countries.

Though the tariff policies will almost certainly hurt growth,
their impact will likely be somewhat milder than initially
anticipated. We hence revised the growth outlooks for
all three major economic blocs upwards. In the US, this
better growth outlook is caused by a big upgrade of our
Q2 outlook, driven by stronger exports and consumption,
and the prospect of lower reciprocal tariffs. In the euro
area, a big Q1 revision lifted our growth outlook in 2025.
Finally, in China, exports are withstanding the tariff
pressure (possibly due to trade diversion), while retail
trade and industrial production surprised to the upside.
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With regards to inflation, the Iran war and the related
risk of higher energy prices puts upward pressures on
headline inflation. That said, the underlying inflation
dynamics remain relatively mild in all three economic
blocs for now. In the US, core goods prices didn't increase
in May, despite a big hike in effective tariffs. This suggests
the passthrough of tariffs will take longer to materialise.
In the euro areaq, services inflation dropped notably in
May and the wage dynamics remain favourable. In Ching,
headline inflation remains negative while producer prices
continue to decline.

Iran conflict drove up energy prices

Qil prices jumped by 5.8% on 13 June to 74 USD per barrel,
as Israel launched six waves of air strikes on Iran, aiming
at military and nuclear sites. Iran retaliated with ballistic
missiles and drone strikes, though many were intercepted
by Israel's Iron Dome. Following a week of escalations, on
22 June, the US got involved by bombing nuclear sites in
Iran. The initial retaliatory response by Iran was relatively
contained lifting some of the pressure on energy markets.
Following this contained response, Israel and Iran agreed
to a ceasefire. That said, the ceasefire is fragile, and
tensions could rapidly escalate again.

Though so far there was no major loss of oil supply, Israeli

strikes could increasingly aim at Iranian oil infrastructure
if the conflict intensifies again. Iran produces 3.2 million
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barrels of crude oil per day (see figure 1) and exports 1.8
million barrels per day. A partial loss of this production
capacity would obviously be problematic for oil markets.
However, as OPEC+ is ramping up supply rapidly and
global oil demand is weakening, oil markets should be
able to absorb such a shock.

In a worse case, the conflict could also spread to the rest
of Middle East, however. Markets are particularly worried
that Iran could block the Strait of Hormuz. About 21 million
barrels of oil (close to 20% of global consumption) are
shipped through this passage every day. A blockade
would thus significantly reduce global oil supply. That
said, this remains a tail risk as Iran is dependent on trade
from the Strait of Hormuz. Furthermore, a blockade would
isolate it diplomatically and would entice both America
and China to send their navies to unblock the passage.

In line with oil prices, European natural gas prices
increased by 5% to 377 EUR per MWh on 13 June. Iran
produces 275 billion cubic meters of gas per year (6.5% of
global output), while Israel produces 21 billion cubic meters
of gas per year. Iran's South Pars gas field, which contains
almost 20% of the world's known gas reserves was hit
and had to partially stop production. Furthermore, gas
markets are also dependent on free shipping passage
through the strait of Hormuz as 20% of the world's liquid
natural gas travels through it.

Eurozone inflation (temporarily?) below 2%
Euro area inflation fell to 19% in May. Excluding the one-

off (caused by energy price-related base effects) dip of
1.7% in September 2024, it thus fell below the ECB's 2%
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target for the first time since June 2021. More importantly,
the cooling of core inflation continues. After rebounding
from 2.4% in March to 2.7% in April, core inflation fell to 2.3%
in May. Food price inflation picked up further to 3.2% (from
3.0% in April and 2.3% in early 2025), while energy price
inflation stabilised at -3.6%.

The decline in core inflation is entirely caused by calendar
effects in services inflation. The late timing of Easter in
2025 meant that the price increases associated with
the Easter holidays for package holidays, among others,
occurred in April this year instead of March. That then
caused a boost in services inflation from 3.5% in March
to 4.0% in April. This April rebound was reversed in May.
Services inflation fell to 3.2%, its lowest level since March
2022. Meanwhile, the price growth rate of non-energy
goods remained at 0.6% for the fourth consecutive month.

The new decline in core inflation is in line with our scenario
of a gradual cooling of underlying inflationary pressures.
This is caused by the fading out of wage adjustments to
the inflation upsurge in 2021-2022 due to the energy crisis
following Russia's invasion of Ukraine. The sharp rise in
unit labour costs that followed is now gradually wearing
off, not only due to the moderation of nominal wage
increases, but also due to the firming of productivity
growth (see figure 2). Meanwhile, the recent strong
appreciation of the euro is slightly reducing imported
inflation.

From current levels, the disinflationary impulses of core
inflation will begin to weaken. Admittedly, wage indicators
still suggest a cooling in the nominal wage growth rate
and productivity gains will likely increase. But presumably,
profit margins will recover somewhat - something that
was already visible in the first quarter of 2025 (see figure
2). We expect core inflation to stabilise near 2%, although
it may toke a few more months to reach that level
altogether. Due to base effects, core inflation may even
increase again temporarily by the end of the year.

However, going forward, headline inflation will be mainly
determined by new inflation impulses The recent surge
in the oil price is likely to increase it in the short term,
although the high volatility of the oil price makes it
difficult to estimate the expected increase precisely.
Futures markets suggest lower oil prices in the medium
term, suggesting lower (or even negative) energy price
inflation. However, the uncertainty surrounding this
remains high. We have slightly raised our forecast for
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Figure 2 - Euro area GDP deflator
year-on-year change in % and contributions in ppts
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average euro area inflation for 2025 from 2.1% to 2.2% and
lowered it slightly for 2026 from 19% to 1.8%. A definitive
return of inflation below 2% remains to be awaited for a
few more months.

US inflation remains well-behaved for now

US inflation remained soft in May. Both core and headline
inflation increased by 0.1% month-on-month. Despite
unfavourable base effects, headline inflation only
modestly increased (from 2.3% to 2.4%), while core inflation
remained unchanged at 2.8%. Aside from food prices,
which increased by 0.3%, all major categories were soft.

Energy prices declined by 1%, mostly due to an earlier big
drop in gasoline prices. Shelter prices increased by 0.3%,
a deceleration vs last month. Both owner-equivalent rent
and rent of primary residence decelerated. Market rents
also decelerated notably in the last 6 months, which
bodes well for future shelter prices.

Services excluding shelter were notably soft, increasing
by only 0.1% last month. Many service categories were
softish. Prices for professional medical care services
were unchanged, while transportation services declined.
The latter category was influenced by another big drop
in airline fares (the third in a row). Overall, travel-related
components have shown softness in the latest CPI-prints,
given the big decline in international tourism to the US.

Most notable were the soft figures for core goods
inflation. Notwithstanding recent major tariff increases,
core goods prices were unchanged last month, while
core producer prices increased mildly (see figure 3).
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Figure 3 - US core goods inflation
in %, year-on-year
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Surprisingly, many import-dependent categories such as
new vehicles and apparel even declined. That said, some
import-dependent categories such as toys or computer
hardware saw their prices increase markedly last month
(by 1.3% and 11% month-on-month respectively). This
suggests that the passthrough of tariffs to prices will be
slower than expected and probably unevenly distributed
across sectors.

The lower April and May inflation figures and the de-
escalation in the trade war with China, also had a
beneficial effect on consumer inflation expectations.
Overall, despite the recent rise in oil prices, we slightly
lower our inflation forecasts for both 2025 and 2026 by 0.1
percentage points to 2.9% and 2.7% respectively.

Surprisingly strong growth rebound in euro area

In the euro area, real GDP growth was revised upward
to 0.6% in the first quarter of 2025 (versus the previous
quarter). That is double the initial estimate, which was
itself well above expectations. The unexpectedly better
growth figures (throughout many euro area countries)
were driven by exports to the US, which experienced
a sharp boost in the final weeks of the quarter in
anticipation of import duties. This was particularly the
case in Ireland, where real GDP in the first quarter was
almost 10% higher than in the previous quarter mainly
due to MNE operations. With a weight of barely 4% in euro
area GDP, the Irish economy thus provided more than half
of the euro area GDP growth figure.

German exporters also boosted their exports to the US -
especially those of cars and pharmaceuticals - sharply in
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Figure 4 - Real GDP growth in Germany
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the final weeks of the first quarter. Total exports of goods
and services in the first quarter rose by 3.2% (in constant
prices) compared to the previous quarter. That resulted
in a positive contribution of net exports to GDP growth
of almost 1 percentage point (after strong negative
growth contributions in the previous quarters — see figure
4). Admittedly, the GDP growth effect from increased
exports was tempered by the fact that a lot of goods
were supplied from existing inventories. But as German
consumption and investment also picked up modestly,
the German economy ended up growing by 0.4% in the
first quarter - double the initial estimate and significantly
more than expected.

The strongest growth in the euro area was again recorded
in Spain (0.6%), while the Italian economy also showed a
relatively strong performance (0.3%). Belgium did slightly
better with growth of 0.4%, which was significantly better
than neighbouring France and the Netherlands, where
growth was stranded at 0.1%.

The 0.6% growth rate - equivalent to almost 2.5% on an
annualised basis and more than double the potential
growth - is unlikely to be repeated in the near future.
On the contrary, underlying growth dynamics remain
weak. For the second and third quarters of 2025, we
assume quasi-zero growth. Uncertainty due to the
trade war, military conflicts and the need for additional
military spending in a context of much-needed fiscal
consolidation in most countries is likely to continue to
weigh on economic activity. Despite some improvements,
most sentiment indicators remain weak.

All eyes are on the new German government. In the
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2025 budget and the multi-year financial plan, it will
make its grand investment plans and military spending
in the coming years more concrete. This will also make
it clearer how some short-term stimulus measures, such
as corporate tax relief and a reduction in energy prices,
will be financed. But the full picture on Germany's public
finances and its growth impacts (including those of the
important Lander and de-budgeted spending) may only
become clear during the summer months. Nevertheless,
we still expect a growth boost to the German economy
even before the year-end, but especially in 2026 and
2027. As defence spending usually provides little direct
economic impetus and investments require time for
implementation, we assume a gradual strengthening
of growth. An unexpectedly strong confidence recovery
could provide a positive surprise, however, as households'
historically high savings rate and their consumption
underperformance built up since the pandemic could
support a German consumption boom with spill-over
effects to the rest of the euro area.

We nevertheless maintain our base case for the euro
area of (cumulative) barely 0.1% growth in the second
and third quarters, with growth rates picking up from
the fourth quarter and especially during 2026. However,
the substantially stronger-than-expected growth rate
in the first quarter causes an upward revision of the
expected average growth rate for real GDP in 2025 from
0.9% to 1.2%. The expected average growth rate for 2026
remains unchanged at 0.9%. This leads to the paradoxical
observation that the expected acceleration of economic
growth in 2026 will be accompanied by a lower average
growth rate than in 2025 (see also KBC Economic Brief of
27 June 2025 " The paradox of growth figures”).

US GDP set to rebound in Q2

Following a slightly negative growth figure in Q1(-0.2% qoq
annualised), GDP is set to rebound in Q2. Current large
swings in import figures (along with wonky developments
related to gold imports and exports) muddle the GDP
picture somewhat. Changes in imports don't directly
affect GDP figures as imports are subtracted from the
other elements of GDP (e.g. personal consumption) which
inherently include imported goods and services (see KBC
Economic Opinion: Imports don't subtract from GDP, but

they certainly do play a role). In practice, however, as

different sources are used to calculate each component,
the large swings in imports might not be fully captured in
the data used to calculate other components (particularly
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changes in inventories), especially in first estimates.

These factors complicate the estimation of GDP.
However, looking at the underlying components of GDP, it
appears that overall demand, though slowing, is holding
up, and that consumption, despite some concerning
signs, should recover somewhat relative to Q1. Non-
residential investments may also provide another decent
contribution to growth in the second quarter. Meanwhile,
an improvement in the trade balance (from -138.3 bn USD
in March to -61.6 bn USD in April) not only reflects a sharp
drop inimports, but also a decent upswing in exports, the
latter of which will have a positive impact on GDP. Given
these factors, we revise our Q2 estimate upwards from
0.2% to 0.8% quarter-on-quarter.

Looking at growth in a larger context might give us a
better picture of the underlying economic trend. We now
forecast GDP will only grow by 0.75% in the first half of the
year. This is much lower than the 1.4% growth in the second
half of last year. The slowdown can be largely attributed
to lower contributions from consumer spending. Data on
consumer spending are not particularly encouraging.
Consumer confidence data are at low levels, even though
they rebounded somewhat after the US and China
de-escalated their trade war. Retail sales declined by
09% last month, following a 0.1% decline in April. There
were particularly big drops in car sales and restaurant
spending. That said, the control group, which strips out
volatile components (i.e. cars, gas, building materials, and
restaurants) grew at a still decent 0.4%.

Worrying signs are also coming from the housing market,
which remains under the pressure from high interest
rates. The housebuilder sentiment index dropped again
in June and is now at its lowest level since the end of
2022. Housing starts and housing permits also declined
markedly in May, boding ill for residential investment in Q2.

On the positive side, the labour market remains relatively
resilient. Non-farm payrolls increased by 139k, firmer than
expectations, though there were important downward
revision to prior months. The increase was entirely driven
by the private sector, as government jobs declined
marginally. The number of people employed part time for
economic reasons declined for the second time in a row.
The unemployment rate also remained constant at 4.2%.
That said, weekly unemployment claims indicate that the
unemployment rate could tick up slightly in the coming
months (see figure 5).
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Figure 5 - US unemployment data
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The uncertain trade policy along with stricter migration
policies is likely to weigh further on growth in the coming
quarters. We expect the economy to be most affected in
the second half of this year. Given our major adjustment
of our Q2 growth estimate, we upgrade our forecasts
from 11% to 1.6% for 2025 and from 1.2% to 1.4% for 2026.
This implies a major slowdown from the 2.8% growth seen
in 2024.

China weathers trade storm better than expected

The Chinese economy appears to be weathering Trump's
trade war better than originally expected. A temporary
reprieve in mid-May from tit-for-tat escalating tariffs
with the US (which quickly reached 125% and 145%,
respectively), followed by an agreement in early June on
a framework to stick to that truce, have helped reduce
disruptions.

Uncertainty remains high, however, with the latest
agreement hardly constituting a friendly and growth-
supportive trade deal between the two countries.
US tariffs on Chinese goods remain at an extremely
elevated 55%, while Chinese tariffs on US goods stand at
10%. Export controls on specific products (e.g. US chips)
remain in place, and there is a lack of clarity on whether
future talks to reduce tariffs further or to address Trump's
concerns over the trade balance between the two
countries will take place.

For now, the impact on Chinese economic activity is
evident but altogether muted. While exports to the US
declined 34% year-on-year in May, total Chinese exports
still grew 4.8% year-on-year. Meanwhile, both industrial
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production and retail trade showed surprising strength
in May, up 0.6% and 09% mom, respectively (or 5.8% and
6.4% year-on-year, respectively). If the trend continues in
June, the Chinese economy could be on track to grow
above 5% year-on-year in the second quarter.

There are still many reasons to remain cautious about
the outlook, however. Consumer confidence remains
weak, translating into still elevated savings while business
sentiment in the manufacturing sector has fallen below
levels indicating a contraction. Private sector investment
continues to stagnate while foreign fixed asset investment
growth is still deeply negative (down 13.4% in the first 5
months of the year relative to the same period last year).
Meanwhile, inflation continues to point to slack in the
economy. Though core inflation ticked up marginally to
0.6% year-on-year in May, producer prices fell 3.3% year-
on-year.

Given these concerns, we only modestly upgrade our
outlook for China's Q2 GDP growth from 0.1% quarter-
on-quarter to 0.5% quarter-on-quarter. This results in an
upgrade to our real GDP growth forecast from 4.2% to
4.5% in 2025 and from 4.1% to 4.2% in 2026.

Central banks are keeping an eye on economic
developments

The ECB cut its deposit rate further to 2% in June, while the
Fed kept its policy rate unchanged at 4.375%. The still high
uncertainty surrounding the lingering trade conflict made
both central banks signal that with their current policy
rates, they are well placed to wait for further economic
developments. The main difference between the two
central banks is that the ECB policy rate is in the neutral
zone, while the Fed says it is still modestly restrictive.

ECB near end of easing cycle

Having already removed its reference to a "restrictive"
interest rate level at its previous policy meeting, the ECB
stated in June that it is "well placed to navigate through
current conditions and uncertainties" after the latest rate
cut. This implies that the end of the ECB's rate cutting
cycle is near. We therefore maintain our view that in the
third quarter of 2025 the ECB will cut its deposit rate by
25 basis points one last time in this interest rate cycle,
to 1.75%. That level would be at the lower bound of the
neutral zone, or even slightly stimulative. September's
policy meeting seems to be a suitable opportunity

KBC Economic Perspectives

Part of KBC Group

for this, as ECB economists will then present updated
macroeconomic forecasts again.

The latest ECB rate cut on 5 June was also based on new
projections. Compared to the March forecast, expected
economic growth through 2027 remained largely
unchanged. By contrast, expected headline inflation
was revised firmly downwards by 0.3 percentage points
each for 2025 and 2026. That notable downgrade to the
inflation outlook was attributed by ECB President Lagarde
to a lower outlook for energy prices and the stronger
euro exchange rate. For 2027, the forecast remained
unchanged at 2%, thus in line with the ECB's 2% medium-
term target. Hence Lagarde's reference that the end of
the interest rate cycle was in sight. Since the ECB does
not expect underlying core inflation to be in line with its
2% target until 2026 at 19%, our expectation of one more
rate cut in this cycle is justified.

An important observation here is that the ECB is quite
optimistic about the impact of the trade dispute on
inflation. The ECB namely assumes that the EU will
not take meaningful retaliatory measures in the trade
conflict with the US. ECB inflation optimism is also highly
dependent on volatile factors such as energy prices
and exchange rate movements. Indeed, the June policy
meeting was one of the rare times when the ECB explicitly
referred to the euro exchange rate in its press release.
This also means that a further strengthening of the euro
could lead to additional rate cuts by the ECB to soften
the deflationary effect of the currency strength.

Fed waiting for signs of "tariff inflation"

Based solely on the current favourable inflation data,
the Fed's policy rate should actually be broadly neutral,
especially if we also take into account some underlying
vulnerabilities of the US labour market (such as the
relatively low rate of job separations and hires). However,
Fed Chairman Powell emphasised that monetary policy
should be forward-looking, and thus take into account,
among other things, the risks of (trade) tariff inflation,
even if not yet manifest in current data. Hence, the Fed
still considered the current modestly restrictive interest
rate level of 4.375% as appropriate.

With this extension of the interest rate pause, the Fed
says it is taking time to learn about the inflation impact
of the trade conflict. The overall still resilient US labour
market gives the Fed the necessary room to do so.
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We assume that the Fed will cut its interest rate twice
more in 2025, by 25 basis points each time. During 2026,
the Fed policy rate is then likely to reach its cyclical low of
3.375%. For 2025, our scenario is in line with the new Fed
outlook, but we forecast one more rate cut than the Fed
in 2026.

Bond yields sideways for rest of 2025

US 10-year vyields are likely to move in a band around
current levels for the rest of this year. However, the risks
are tilted to the upside. Those risks are caused by the
expansionary budget currently going through congress
(OBBB-act) and the current 'risk-off' market sentiment
towards US bonds.

For German 10-year vyields, we expect a gradual
decompression of the term premium (gradually eliminating
the so-called convenience vyield). This will manifest
itself mainly during 2026, when the announced fiscal
stimulus and associated debt issuance are effectively
implemented. The era of relative scarcity of the European
benchmark bond, the German Bund, is probably largely
behind us.

Against this backdrop, we also expect a further
weakening of the US dollar. Besides an increasing risk
premium on the dollar, this also reflects the dollar's still
significant overvaluation against the currencies of US
trading partners (and thus not only against the euro).
Moreover, the dollar will likely receive less interest rate
support from autumn 2025 onwards. Indeed, the Fed is
then expected to resume its easing cycle, at a time when
the ECB will have completed its easing.

Further decline of intra-EMU spreads

Intra-EMU  spreads between eurozone government
bonds narrowed further recently. For instance, Italy's 10-
year interest rate spread with Germany fell below 100
basis points. We expect a further moderate narrowing
of spreads, despite ongoing uncertainty and rating
downgrades of, for example, Belgium. Driving factors
remain a risk-on' market sentiment towards Europe, which
was also reflected in declining eurozone corporate bond
spreads. Market expectations of stronger future fiscal
cooperation within the EU may also play a role, and
certainly the stabilising effect of the ECB's Transmission
Protection Instrument.
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Central and Eastern Europe

Current economic developments in Central and Eastern
Europe have been somewhat overshadowed by important
political events. Most notably, the presidential elections
in Poland were won by the opposition candidate, Karol
Nawrocki. This will lead to a period of several years of
cohabitation in Poland, during which time a left-liberal,
pro-European government will struggle to pass important
legislation becaues of the presidential veto. This may
include postponing fiscal consolidation, which, in our
view, is not good news for the zloty and Polish government
bonds. The second event was Bulgaria's qualification for
admission to the eurozone. The final Convergence Report
has been approved by the European Commission and
the ECB, and the country is expected to join the currency
area in January 2026.

As for cyclical developments in selected Central and
Eastern European countries, these have recently been
mixed, resulting in revisions in both directions.

Update economic perspectives

Let's start with Bulgaria, which continues to show solid
economic momentum. Our growth forecast has been
revised upwards due to the confirmation that the country
will join the euro area soon. We think that this certainty
is expected to lead to stronger inflows of foreign direct
investments and to further compression of the sovereign
credit spreads (which is already happening). Both should
accelerate the convergence process.

In the meantime, inflation is expected to remain above
2%, but no significant spikes are anticipated. The
convergence process is expected to accelerate without
causing excessive inflation.

Regarding the Czech economy — it has clearly surprised
on the upside in Q2 2025. The latest relatively solid
data from manufacturing and surprisingly strong retail
sales confirm the strong start in Q2 2025. Our call for a
slowdown in Czech growth momentum due to global
trade uncertainty now seems less certain. Currently, the
data (our nowcast) point to a Q2 growth figure close to
0.5%. We are now expecting a slowdown of quarterly
dynamics to approximately 0.2%. Hence judging just from
the data, the risks associated with our GDP projection
would be tilted slightly to the upside.
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Czech inflation came in higher at 2.4% yoy in June (2.1%
expected) as food prices and service inflation surprised
to the upside. On the other hand, energy and fuel
prices help to keep the inflation in the toleration band
this year (though the Middle East conflict is a source of
uncertainty). Looking ahead, we believe services may
push the year-on-year inflation even higher in June (2.8%).
Later on, slightly slower food inflation should help inflation
come back closer to the 2.0% target.

While in May the CNB cut the policy interest rate by 25
bps to 3.50%, the subsequent comments were clearly
hawkish, signalling the bar for further interest rate cuts
is rather high. Putting that together with slightly higher
service inflation and rather favourable data from the real
economy, we now see only one additional interest rate
cut in Q4 2025 and then a long-term stability at those
levels consistent with our estimate of the neutral rate (3.0-
3.5%).

Speaking about Hungary - its growth forecast for 2025
has been downgraded slightly due to weaknesses in
confidence indicators and the manufacturing sector.
However, fiscal stimuli are expected to support growth in
2026, especially with upcoming parliamentary elections.

Hungary's inflation dynamics remain complex and
continue to challenge the central bank’s policy stance.
In May, headline inflation rose to 4.4% year-on-year from
4.2% in April, slightly above expectations and remaining
outside the National Bank of Hungary's (MNB) tolerance
band of 3% +1%. While core inflation moderated slightly to
4.8%, it remains elevated. Within non-core components,
food, electricity and gas ticked up notably. Within core
components, there were large upticks in hospitality
and leisure. The global oil price increases linked to
geopolitical tensions in the Middle East pose medium-
term inflationary risks. Looking ahead, inflation s
expected to moderate to around 3.7% in July, aided by
base effects and new price caps on household goods.
However, inflation may fluctuate in the 3.7-4.2% range in
the second half of 2025, with upside risks stemming from
high wages, strong domestic demand, and potential pre-
election fiscal loosening. Against this backdrop, the NBH
is likely to maintain a "wait-and-see” approach, with the
next potential 25 bps rate cut not expected before late
autumn or December, conditional on further disinflation
and continued forint stability.

Concerning Slovakia - its growth forecast was revised
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downward due to uncertainty in the external environment
and weakening domestic demand as well. Uncertainty
also weighs on consumer confidence. There are
structural challenges in industry in the medium term
- particularly in the automotive sector, which faces
capacity constraints. Moreover, weaker external demand
is weighing on momentum too. Still, there are upward risks,
which are stemming from the possible delay in US tariff
implementation, the construction sector's benefits from
EU - RRF funds utilisation and the recovery in the real
estate sector.

Box 1 - Crossing the Rubicon: Bulgaria
set to join the eurozone

On 4 June 2025, the European Commission and the ECB
published ad hoc Convergence Reports confirming that
Bulgaria meets the criteria to adopt the euro, paving
the way for accession on 1 January 2026 (see also our
Economic Brief of 4 June). This marks the culmination of

a long and politically turbulent journey since Bulgaria
joined the EU in 2007. Despite early enthusiasm, deeper
integration was delayed by shifting political priorities and
repeated government changes. Although Bulgaria often
came close to fulfilling the Maastricht criteria, it wasn't
until 2018 that the political momentum to pursue euro area
membership—alongside Croatia—began to build. While
Croatia joined in 2023, Bulgaria's progress was hindered
by political instability and inflation concerns. A renewed
push in 2025, supported by improved macroeconomic
indicators, led to a positive assessment and a clear
timeline for euro adoption.

Figure CEE1 - People in favour of euro adoption
in %, Eurobarometer
100 -

Euro adoption / Euro adoption
90 -

1 1 1 1 1 1 1 1 1 1
2006 2008 2010 2012 2014 2016 2018 2020 2022 2024
— Czech Republic — Bulgaria — Poland — Hungary — Romania
— Slovakia — Croatia — Slovenia — EU

Source: KBC Economics based on DG COMM
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The Slovak inflation remains elevated due to sticky service
inflation as the lack of labour is an important factor.
Higher taxes (VAT, CIT and new transactional tax) create
further inflationary pressures. Looking forward, 2026
inflation will be influenced by the expected phase out
of energy subsidies for households, probably prioritising
only the low-income families. All these factors will create
upward pressure on inflation. We believe food prices
will be volatile and remain a negative risk factor for the
outlook for 2026.

Eurozone membership is expected to deliver substantial
macroeconomic and institutional benefits. Bulgaria has
operated under a currency board regime since 1997,
with the lev pegged to the euro and no independent
monetary policy—effectively importing ECB policy without
access to its financial mechanisms. In this context, euro
adoption is a logical and long-overdue step, similar to the
experience of the Baltic states. Benefits include reduced
transaction costs, lower risk premiums, improved credit
ratings, and increased investment. Integration is also
expected to enhance fiscal discipline, anchor inflation
expectations, and accelerate institutional convergence,
reinforcing Bulgaria's role in EU governance.

From Doubt to Support

According to the biannual Eurobarometer, fewer than
50% of Bulgarians currently support joining the eurozone
(see figure CEE1). Enthusiasm declined sharply following
the European sovereign debt crisis, with support falling
from 60% pre-crisis to just 40% afterwards. This scepticism
is mirrored in other key CEE economies, particularly
among Polish and Czech citizens. Hungary stands out
as a notable exception, where public support remains
stronger.

Nonetheless, support in Bulgaria is expected to grow. In
most cases, euro adoption leads to a significant increase
in public approval of the common currency. Slovakia
and Croatia are clear examples of this shift in sentiment
following accession.

Euro Adoption in Other CEE Countries: Still a
Distant Prospect

The euro remains a contentious issue in the Czech
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Republic. While the current governing coalition has largely
sidelined the topic, the upcoming autumn parliamentary
elections are unlikely to bring change. Neither of the two
leading parties, ANO and ODS, support euro adoption,
citing low public support despite strong backing from the
business community. Pro-euro parties such as the Mayors,
TOP 09, and the Pirates advocate for joining the eurozone
by 2029/2030, but their limited influence as junior coalition
partners makes this timeline overly optimistic. Meanwhile,
parties like SPD continue to favour retaining the koruna.

Economically, the Czech Republic is well-positioned to
join the eurozone, having met the Maastricht criteria
and aligned closely with EU standards. Technically, the
process would take around three years, including at least
two years in ERM Il with a fixed exchange rate. However,
recent experiences in Croatia and Bulgaria suggest that
prior accession to the banking union could further delay
the process. Ultimately, euro adoption remains a politicall
decision, and without a shift in priorities, the mid-2030s is
the earliest realistic timeframe for accession.

According to the European Commission's latest
Convergence Report, Poland does not currently meet
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the Maastricht criteria and is unlikely to do so in the
near future. More importantly, there is a clear lack of
political will. Finance Minister Andrzej Domanski recently
reaffirmed that Poland is not preparing to join the
eurozone, arguing that maintaining an independent
currency is optimal. Even if the ruling coalition were
supportive, it lacks the two-thirds majority in the Sejm
required for euro adoption. The main opposition party,
PiS, remains firmly opposed. Furthermore, National Bank
of Poland Governor Adam Glapiriski has long resisted the
idea, and the recent election of President Karol Nawrocki
suggests that a similarly eurosceptic successor could be
appointed when Glapirnski's term ends in 2027.

In Hungary, next year's elections could prove decisive.
Prime Minister Viktor Orbdn and his Fidesz party have
consistently opposed euro adoption. However, Fidesz
is currently trailing behind the emerging Tisza Party, led
by Péter Magyar. Magyar supports euro adoption as a
means to enhance economic stability and predictability
for businesses. Still, even with political will, Hungary would
first need to restore fiscal discipline and improve its
institutional framework to meet the convergence criteria.
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Outlook main economies in the world UBB

Part of KBC Group
Real GDP growth (period average, Inflation (period average, in %)
based on quarterly figures, in %)
2024 2025 2026 2024 2025 2026
Euro area Euro area 0.8 12 09 2.4 2.2 18
Germany -0.2 0.2 0.8 2.5 2.4 1.7
France 11 0.5 09 2.3 1.2 1.6
Italy 0.5 0.4 0.4 1.2 1.7 1.7
Spain 3.2 2.3 19 29 2.6 19
Netherlands 1.0 11 0.8 3.2 3.2 2.8
Belgium 1.0 0.8 0.8 4.3 3.0 17
Ireland 1.2 4.0 4.0 1.4 2.2 21
Slovakia 21 1.2 1.4 3.2 4.0 3.5
Central and Eastern Czech Republic 1.0 19 16 2.7 2.4 2.2
Europe Hungary 05 05 33 37 43 41
Bulgaria 2.7 2.8 2.7 2.6 2.6 2.5
Poland 29 31 3.3 3.6 39 3.0
Romania 0.8 1.4 2.5 58 49 3.8
Rest of Europe United Kingdom 11 1.0 1.0 2.3 3.2 2.4
Sweden 1.0 1.4 2.3 2.0 0.8 15
Norway (mainland) 0.6 14 17 29 2.6 22
Switzerland 14 11 1.4 09 0.2 0.6
Emerging markets China 5.0 4.5 4.2 0.2 01 1.0
India® 6.5 6.3 6.3 4.6 3.2 4.8
South Africa 0.5 1.0 17 44 3.5 4.6
Russia Temporarily no forecast due to extreme uncertainty
Turkey 3.2 29 3.3 58.5 34.0 22.4
Brazil 3.4 2.3 2.0 44 51 4.3
Other advanced United States 28 1.6 14 3.0 29 27
economies Japan 0.2 0.8 07 2.7 2.8 1.6
Australia 1.0 2.0 2.4 3.2 2.6 2.7
New Zealand -0.5 1.2 2.5 29 2.2 21
Canada 1.6 1.2 11 2.3 21 21
* fiscal year from April-March 23/6/2025

Policy rates (end of period, in %)
23/6/2025 Q2 2025 Q3 2025 Q4 2025 Q12026

Euro area Euro area (refi rate) 215 215 190 190 190
Euro area (depo rate) 2.00 2.00 175 175 175
Central and Eastern Czech Republic 3.50 3.50 3.50 3.25 3.25
Europe Hungary 6.50 6.50 6.50 6.25 6.00
Bulgaria -
Poland 5.25 5.25 5.00 4.50 4.00
Romania 6.50 6.50 6.50 6.25 6.25
Rest of Europe United Kingdom 4.25 4.25 4.00 3.75 3.75
Sweden 2.00 2.00 2.00 2.00 2.00
Norway 4.25 4.25 4.25 4.00 4.00
Switzerland 0.00 0.00 0.00 0.00 0.00
Emerging markets China (7-day . repo) 1.40 1.40 1.30 1.20 110
India 5.50 5.50 5.50 5.50 5.50
South Africa 7.25 7.25 7.00 7.00 7.00
Russia Temporarily no forecast due to extreme uncertainty
Turkey 46.00 46.00 39.50 35.00 32.00
Brazil 15.00 15.00 15.00 15.00 15.00
Other advanced United States (mid-target range) 4.375 4.375 4125 3.875 3.625
economies Japan 0.50 0.50 0.75 0.75 0.75
Australia 3.85 3.85 3.60 3.35 3.35
New Zealand 3.25 3.25 3.00 3.00 3.00
Canada 2.75 2.75 2.50 2.50 2.50




Outlook main economies in the world UBB
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10 year government bond yields (end of period, in %)

23/6/2025 Q2 2025 Q3 2025 Q4 2025 Q12026
Euro area Germany 2.50 2.55 2.55 2.60 2.65
France 3.23 3.25 3.25 3.29 3.34
Italy 3.51 3.55 3.54 3.58 3.62
Spain 319 3.25 3.24 3.28 3.32
Netherlands 2.73 2.75 2.75 2.80 2.85
Belgium 3.08 315 314 318 3.22
Ireland 2.84 290 290 294 299
Slovakia 3.42 3.50 3.49 3.52 3.56
Central and Czech Republic 4.33 4.30 4.20 4.20 4.20
Eastern Europe Hungary 7.21 710 690 6.60 6.20
Bulgaria (EUR)* 3.32 3.35 3.35 3.39 3.44
Poland 5.62 5.40 5.30 490 470
Romania 7.37 7.40 7.40 7.45 7.50
Rest of Europe United Kingdom 4.51 4.55 4.55 4.60 4.65
Sweden 2.30 2.35 2.35 2.40 2.45
Norway 397 4.00 4.00 4.05 4.0
Switzerland 0.39 0.40 0.40 0.45 0.50
Emerging markets China 1.65 1.65 1.65 1.65 170
India 6.31 6.32 6.32 6.32 6.37
South Africa 10.10 1015 1015 1015 10.20
Russia 1513 Temporarily no forecast due to extreme uncertainty
Turkey 31.09 32.00 30.00 28.00 26.00
Brazil 13.86 13.97 13.97 13.97 14.02
Other advanced United States 4.34 4.40 4.40 4.40 4.45
economies Japan 1.42 1.45 1.50 1.50 1.50
Australia 418 4.20 4.20 4.20 4.25
New Zealand 4.62 4.65 4.65 4.65 470
Canada 3.28 3.30 3.30 3.30 3.35
*Caution: very illiquid market

Exchange rates (end of period)

23/6/2025 Q2 2025 Q3 2025 Q4 2025 Q12026

USD per EUR 115 115 117 1.20 1.20
CZK per EUR 24.84 24.80 24.60 24.60 24.50
HUF per EUR 403.93 402.00 398.00 408.00 412.00
PLN per EUR 4.28 4.30 4.28 4.25 4.23
BGN per EUR 196 196 196 196 196
RON per EUR 5.04 5.07 51 514 514
GBP per EUR 0.86 0.86 0.87 0.88 0.88
SEK per EUR 116 .20 115 110 11.00
NOK per EUR 11.65 .70 11.60 11.50 1.50
CHF per EUR 094 093 093 093 093
BRL per USD 5.52 5.48 5.44 5.37 5.37
INR per USD 86.70 86.64 85.90 84.83 84.83
ZAR per USD 18.12 18.07 1792 17.69 17.69
RUB per USD 78.10 Temporarily no forecast due to extreme uncertainty

TRY per USD 3972 3979 £1.66 4344 4499
RMB per USD 719 7.20 719 718 7.8
JPY per USD 147.4 148.00 145.00 142.00 140.00
USD per AUD 0.64 0.64 0.64 0.65 0.66
USD per NZD 0.59 0.59 0.59 0.60 0.61
CAD per USD 1.38 1.39 1.38 1.37 1.36
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Outlook KBC markets - Central and Eastern Europe

Czech Republic

2024

2025

Slovakia

2024

2025
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Real GDP (average yearly change, based on quarterly
figures, in %)

Inflation (average yearly change, harmonised CPI, in
%)

Unemployment rate (Eurostat definition) (in % of the
labour force, end of year)

Government budget balance (in % of GDP)

Gross public debt (in % of GDP)

Current account balance (in % of GDP)

House prices (Eurostat definition) (average yearly
change in %, existing and new dwellings)

-2.2
43.6

1.8

Hungary
2024

44.6

09

89

2025

45.0

0.7

5.6

21

3.2

5.2

-5.3

59.3

3.8

Bulgaria

2024

4.0

53

-49

60.7

8.0

2025

Real GDP (average yearly change, based on quarterly
figures, in %)

Inflation (average yearly change, harmonised CPI, in
%)

Unemployment rate (Eurostat definition) (in % of the
labour force, end of year)

Government budget balance (in % of GDP)

Gross public debt (in % of GDP)

Current account balance (in % of GDP)

House prices (Eurostat definition) (average yearly
change in %, existing and new dwellings)
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