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Measuring financial market inflation expectations — Results of the 64th
measurement (August 2004)

The analysts’ views of future economic developments in the Czech Republic are more or less
stable. Their predictions for the monitored financial market indicators remain broadly unchanged from
previous surveys.

The CNB received forecasts from 14 domestic analysts and four foreign analysts in August.

1. Inflation

The analysts still characterise the environment in the
Czech Republic as a low inflation one. They say that so far
consumer price inflation has been driven primarily by rising

annual CPI (%)
VIII-04 |1 year | 3 years

min. 2,1 2,4 indirect taxes, food prices and raw materials prices and the
average 2,8 27 impact of the increase in indirect taxes on consumer prices has
max. 3,8 33 been very subdued. In relation to the July inflation figures, on the

other hand, mention is made of signs of inflationary pressures, as
food prices fell by less than would be usual due to seasonal effects and prices in the recreation
category went up more than they did last year.

The analysts expect inflation to peak in the autumn and then start gradually falling back. The
annual CPI inflation estimates for the end of this year are above 3%. The analysts say that given the
slowdown in agricultural product price inflation, food prices have probably peaked. This year’'s harvest
is also favourable. However, oil prices remain a risk factor.

The analysts expect inflation to return below 3% next year. The upside risks to inflation include
food prices (although their growth should be more moderate than this year), rent changes, further
changes to excise duties, and continuing growth in restaurant and recreation and culture prices. Prices
in the categories of shoes and clothing, transport and equipment for the house should have the
opposite effect.

At the three-year horizon, the inflation predictions remain more or less flat, ranging between
2.6% and 2.9%. The average estimate for August is 2.7%. Inflation in the Czech Republic at this
horizon will be subject to similar influences as the euro area price level.

annual CPI CPI - actual data + predictions of analysts (avg.) for 1 year
Predictionfor | 1Y 3Y
Month of %
prediction
VIII-03 3,2 2,6
IX-03 3.1 2,7
XII-03 3,3 2,8
[11-04 3,0 2,8
VI-04 2,7 2,7
VII-04 2,8 2,6
VIII-04 2,8 2,7
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—e— actual data analysts (avg.)




CZECH

) NATIONAL BANK

2. Gross domestic product

GDP growth at the end of
Prediction for this year next year
Month of dicti %
L OH%T e ¥ 2 T GDP growth at the end of
III-04 3’3 3’7 VIII-04 | current year | next year
IV-04 3.3 3.6 min 3,1 2,91
V-04 3’3 3,6 average 3,4 3,6
VI-04 3.4 3,6 max 3,5 4.0]
VII-04 3,4 3,7
VIl-04 3,4 3,6

There are still expectations of a slight pick-up in GDP growth for this year as well as a change
in the growth structure. By comparison with last year, buoyant household consumption should be
offset by growing investment activity. As demand picks up in the EU member states, the export
performance of the domestic economy should further improve and the balance of services should
develop more favourably as well.

The analysts remain more pessimistic in their GDP growth estimates than the CNB. By their
estimates, economic growth should exceed the 3% level this year (the average of the predictions for
2004 remaining 3.4%) and pick up modestly next year (the average of the predictions being 3.6%,
although while the domestic analysts all predict faster growth in 2005, two foreign respondents see a
slowdown to 2.9%—3.0% as a more likely scenario).

The risks to the majority scenario of faster GDP growth are a slower recovery of the world
economy and a weaker inflow of foreign investment.

3. Interest rates

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

VIii-04 1 month 1 year 1 month 1 year 1 month 1year | 1 month 1 year
min. 2,3 2,5 29 3,0 4,0 4,4 4,8 5,0}
average 2,4 3,2 3,0 3,7 4,3 4,8 5,1 55
max. 2,5 3,8 3,2 4,0 4,4 5,2 5,2 5,9|

The analysts still expect the CNB to increase the repo rate by approximately 50 basis points
by the end of the year. In their latest remarks they refer to the CNB’s July forecast for economic
growth and inflation and to the July inflation figures. Some of analysts expect the CNB to increase the
repo rate by 25 basis points as early as August, whereas others feel that it will defer the increase until
September, when the economic growth figures for Q2 become available. According to their comments,
the recent evolution of oil and metals prices and the relatively high July inflation speak in favour of
earlier intervention by the CNB.

The tightening of monetary policy should continue in 2005, owing to the evolution of inflation
and the closing of the output gap. The analysts’ estimates for the repo rate at the one-year horizon
range between 2.50% and 3.75%. The largest number of respondents (eight) put the repo rate at this
horizon at 3.25%. The second most frequent estimate is 3.00% (five respondents).

According to the analysts’ comments, the near-term outlook for medium-term rates and long-
term bonds will be determined primarily by developments on world markets, which at present fear a
slowdown in the rate of economic recovery due to rising oil prices. The timing of the further increase in
CNB rates will also be significant, naturally.
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As to the longer-term outlook, the pace of increase of the CNB repo rate should be the key
factor. As ever, developments abroad will be important, but so will other factors, in particular events on
the domestic political scene (the debate on the state budget for next year) and the koruna’s exchange
rate. Most of the analysts forecast a gradual upward shift in the yield curve as a result of a continuing
recovery of the world economy and expected growth in interest rates.

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 % % % %
VIII-03 2,0 2,4 2,1 2,7 3,4 3,9 4,2 4,5
IX-03 2,0 2,3 2,1 2,6 3,6 3,8 4,3 4.4
XII-03 2,1 2,5 2,3 3,1 4,0 4,5 5,0 54
111-04 2,0 2,7 24 3,1 3,8 44 4,7 5,2
VI-04 2,1 29 2,7 3,5 4,2 4.8 5,1 55
VII-04 2,3 3,0 29 3,6 4.4 49 5,2 5,6
VIII-04 2,0 2,5 2,3 3,0 3,8 4,3 4,7 5,2
/* expected level of 1W PRIBOR
Actual values of indicators on the day of deadline for forecasts
2W repo rate 12M PRIBOR 5R IRS CR 3,70/13 yield
10.8. 2,25 2,97 4,31 4,97

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

4,5

actual data (avg.)
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4. The exchange rate

EUR/CZK
VIii-04 1 month |1 year
min. 31,05 30,00
average 31,51 31,19
max. 32,00{ 33,00

Exchange rate - fixing on the day of deadline for forecasts

10.8. 31,370

exchange rate

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

VIII-03 32,09 30,92

IX-03 32,70 31,27

XII-03 31,79 30,94

111-04 32,81 31,81

VI-04 31,63 31,44

VII-04 31,53 31,36

VIII-04 31,51 31,19
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The stabilisation of the domestic political situation manifested itself in narrowing the range for
the expected short-term movement of the koruna-euro exchange rate. The parliamentary vote of
confidence in the government on 24 August is thus the sole remaining short-term risk for the koruna.

Although the CNB did not increase the repo rate at its July monetary policy meeting, its
updated forecast is consistent with a gradual slight rise in interest rates, and the markets are expecting
a tightening of monetary policy in the next few months. Demand for dollars is also likely to be an
important factor determining the koruna’s exchange rate. A key factor in the autumn will be the ruling
coalition’s ability to push through the state budget for 2005 in parliament. The koruna will also be
affected by the evolution of the balance of payments, where the risks are a low inflow of direct foreign
investment and a rising income deficit.

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

—e—actual data

predictions - 1 year

In the longer term, the domestic analysts remain broadly optimistic and expect a gradual
strengthening of the koruna. Their expectations for most of the balance of payments items are
favourable, with only direct foreign investment inflow remaining relatively low. The current account
deficit might deteriorate slightly year on year (mainly due to the income balance, which, however, also
includes reinvested earnings, which do not directly affect the foreign exchange market). Conversely,
the financial account should improve significantly. According to the analysts, accession to the EU is
strengthening the role of portfolio capital inflow. The domestic currency should be supported by
accelerating economic activity, driven mainly by investment and gradually also by net exports.
Moreover, the interest rate differential should improve markedly at the one-year horizon.

By contrast, the foreign analysts remain more sceptical about the koruna. Three of the four
respondents expect it to depreciate against the euro.

Prague, 17 August 2004



