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Measuring financial market inflation expectations — Results of the 58"
measurement (February 2004)

The February survey of the expected evolution of selected financial market indicators revealed
slight changes to the predictions for inflation and the 2W repo rate at the one-year horizon. The
expected level of medium-term rates also increased modestly. However, the most pronounced shift
was recorded for the prediction for the koruna’s exchange rate, with the analysts gradually reducing
the expected pace of the appreciation of the domestic currency.

Twelve domestic and two foreign analysts took part in this survey.

1. Inflation

The average of the predictions for consumer price

annual CPI (%) inflation at the one-year horizon rose slightly from January and
11-04 1 year 3 years is 3.2% for February 2005. The range of the forecasts
min. 2,5 2,3 narrowed somewhat compared to January, the individual
average 392 28 predictions varying between 2.5% and 4.0%.
. 4 4
max 0 .0 Inflation in January rose faster than expected by the

majority of market participants. Nevertheless, the analysts
mention that the increase in excise duties (specifically on alcoholic beverages and cigarettes) will not
show up in the price level most probably until March, owing to forward purchasing by retailers. During
subsequent months, inflation will be driven upwards by higher food and producer prices. One possible
risk may be an effort on the supply side to take advantage of the tax changes to increase prices. A
further wave of tax adjustments is to come in May, but due to the unfinished discussions on the
specific changes to VAT this brings considerable uncertainty into the inflation forecasts. The situation
is similar with the liberalisation of rents.

A rise in inflation at the lower end of the estimates is typical of the foreign analysts. According
to comments this forecast is based on the assumption that the rise in inflation resulting from the tax
adjustments and energy prices will have no secondary impacts and inflation will remain calm, since the
weak economic growth in the euro area is also likely to depress domestic demand. The possible risks
to this forecast include membership of the euro area and a weaker koruna.

The analysts expect inflation to calm in 2005 as the tax adjustments disappear from the
statistical bases. In the longer run the role of households’ purchasing power and the effect of
accession to the EU are expected to strengthen. At the three-year horizon the inflation predictions
remain more or less stable, the analysts’ average estimate being 2.8%.

annual CPI CPI - actual data + predictions of analysts (avg.) for 1 year
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[1-03 24 2,8

[11-03 2,5 29

VI-03 3,2 2,7

IX-03 3,1 2,7

X11-03 3,3 2,8

1-04 29 29

[1-04 3,2 2,8
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2. Gross domestic product

GDP growth at the end of GDP growth at the end of
Prediction for this year next year 11-04 this year next year
Month of prediction % % min. 2.8 2.9
1-04 3,2 3,6 average 3,2 3,6
[1-04 3,2 3,6 max. 3,5 4,0]

The majority of the analysts foresee a slight pick-up in GDP growth for 2004 as well as a
change in the growth structure. Higher inflation will slow the growth rate of real wages, which in turn
should weaken the buoyant growth in households’ consumption. Consumer demand should gradually
be replaced by higher investment activity. A positive contribution from net exports can also be
gradually counted on. Exports should be supported by a weaker koruna and an upturn in demand in
EU member states. The services balance should also improve.

According to the estimates, economic growth should exceed the 3% level this year (average of
the predictions for 2004: 3.2%) and pick up even further next year (average of the predictions for
2005: 3.6%).

3. Interest rates

2W repo rate (%) [12M PRIBOR (%)[ 5Y IRS (%) | CR 3,70/13 yield

11-04 1 month| 1year |1 month| 1year |1 month| 1year |1 month| 1 year
min. 2,0 2,3 21 2,7 3,9 4,2 4,7 4.8
average 2,0 2,6 2,3 3,0 4,0 4,4 4,8 52
max. 2,0 3,0 2,5 3,3 4.1 4,8 4,9 55

By comparison with January the analysts’ expectations shifted upwards only modestly in the
segment of medium-term rates. According to the analysts, a gradual closing of the income gap, higher
inflation and a slower appreciation of the koruna will lead the CNB to raise rates to a level that is
neutral with regard to economic growth. They regard it as likely that the CNB will also take the ECB’s
steps into consideration when deciding on the settings of the monetary conditions.

The majority of the analysts expect the first tightening of monetary policy to come in the
second half of this year, i.e. after the May increase in taxes has fed through into inflation. At one year,
the repo rate should — according to the forecasts — most probably be at the 2.50% level. However, the
expectations at this horizon differ quite widely: the forecasts for the repo rate at one year range
between 2.25% and 3.00%.

According to the analysts’ comments, the outlook for medium-term rates and long-term bonds
will be determined primarily by developments on European markets and the prospects for the Czech
economy. Expectations of a rise in interest rates, the high state budget deficit planned for this year and
the course of the negotiations on the public finance reform (which so far do not seem to be paving the
way towards an improvement in the state of public finances) will increase the pressure for further
growth in medium-term rates and bond yields. At the one-year horizon, the estimate of the spread
between Czech and German bond yields is around 50 basis points.

At the one-month horizon the average predictions for short-term rates are as usual very close
to their current values. The predictions for the longer horizon — the 5Y IRS and the ten-year bond yield
— differ from the current level by around 10 basis points in both directions. Czech bond yields should
fluctuate around their present levels in the immediate future. The behaviour of European markets
should remain the dominant factor for bonds, whereas domestic impulses (e.g. auctions) should cause
only temporary fluctuations.
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In the case of the 2W repo rate and the 5Y IRS the average prediction for the one-year
horizon shifted upwards by 10 basis points compared to the January survey, while the prediction for
the 12M PRIBOR and the ten-year bond remained the same.

2W repo rate 12M PRIBOR 5Y IRS CR 3,70/13 yield

Prediction for 1M 1Y 1M 1Y 1M 1Y 1M 1Y
Month of prediction % % % %

11-03 2,5 2,8 2,6 3,2 3,5 4,1 4,1 4,6

111-03 2,4 2,7 2,3 29 3,0 3,8 3,6 4,3

VI-03 2,4 2,6 2,2 2,8 29 3,5 3,56 4,1

IX-03 2,0 2,3 21 2,6 3,6 3,8 4,3 4.4

XII-03 2,1 2,5 2,3 3,1 4,0 45 50 54

[-04 2,0 2,5 2,3 3,0 3,8 43 4,7 52

11-04 2,0 2,5 2,3 3,0 3,8 4,3 4,7 5,2

/* expected level of TW PRIBOR

*/ CR 6,55/11 yield

Actual values of indicators on the day of deadline for forecasts

2W repo rate

12M PRIBOR

10.2.2004

2,00

2,32

CR 3,70/13 yield

4,88

55

actual data (avg.)

12M PRIBOR - analysts' predictions for 1 year (avg.) and

2,0
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4. The exchange rate

EUR/CZK
11-04 1 month 1 year
min. 32,20 30,50]
average 32,96 31,93
max. 33,50 34,00}

Exchange rate - fixing on the day of deadline for forecasts

10.2.2004

33,120 |

exchange rate

Prediction for 1 month 1 year
Month of prediction EUR/CZK

[1-03 31,74 30,56

111-03 31,74 30,70

VI-03 31,39 30,92

IX-03 32,70 31,27

XII-03 31,79 30,94

[-04 32,34 31,37

[1-04 32,96 31,93
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The respondents expect the koruna’s exchange rate to be within the range of CZK 32.20-
33.50/EUR at the one-month horizon, the average expectation being CZK 32.96/EUR. The analysts
put the recent depreciation of the koruna down to the use of the koruna as a source for financing
investments in other Central European currencies, particularly the Slovak koruna. Working against the
Czech koruna are the lowest interest rates of all the EU accession countries and also a growing
current account deficit. The strength of the euro against the dollar is also playing a partial role.

According to the analysts, the Czech koruna at present lacks any significant impulses for
moving in one direction or the other. The domestic analysts almost without exception foresee at the
short-term horizon either a slight appreciation or stagnation of the koruna, whereas the foreign
analysts are more pessimistic and tend to expect a depreciation.

EUR/CZK - analysts' predictions for 1 year (avg.) and

actual data (avg.)
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In the longer-term outlook, the foreign and domestic analysts’ predictions differ even more
considerably. The foreign analysts expect the koruna to depreciate (range of the estimates: CZK
33.50-34.0/EUR), whereas the domestic analysts tend to foresee an appreciation of the koruna.
However, their opinions on the speed of appreciation differ, as can be seen from the range of their
estimates (CZK 30.50-32.30/EUR). According to the domestic analysts, a change in trend should be
fostered in the course of the year by foreign direct investment, an expected slight improvement in the
balance of payments this year and a rise in yields on the bond market. The koruna’s exchange rate will
also be affected by the euro-dollar exchange rate and temporarily weakened by repatriation of
earnings and outflow of dividends. However, by comparison with the past, the domestic analysts, too,
are further reducing their opinion on the pace of the appreciation, pointing to negative sentiment in the
region, the negative interest rate differential and fiscal instabilities

The average estimate for the exchange rate of the domestic currency at the one-year horizon
is CZK 31.93/EUR.

Prague, 17 February 2004



