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Measuring financial market inflation expectations — Results of the 66"
measurement (October 2004)

This month, analysts have moderated previous expectations of faster inflation growth. The
apparently slower tempo of monetary policy restriction by the CNB, together with doubts concerning
the growth of the world economy, resulted in a downward shift in estimates of both short-term and
long-term interest rates and the ten-year bond yield. The favourable results of the Czech real economy
reinforced expectations of faster GDP growth for this year and next year. The average estimate for the
exchange rate of the koruna to the euro over a period of one year remained broadly stable.

The CNB received forecasts from thirteen domestic analysts and two foreign analysts in
October.

1. Inflation
The lower figures for consumer price inflation
annual CPI (%) prompted some of the respondents to cut their forecasts for
X-04 1 year 3 years future inflation. The average forecast for CPI at the one-year
min. 292 24 horizon was again lower than 3%. The analysts continue to
average 2:8 2:9 perceive the environment ip the Czech Republic as a low
max 38 35 inflation one, since this year’s growth in inflation was primarily
. ‘ d due to changes in indirect taxes and cost factors. The recent

significant upswing in producer prices should translate into
consumer prices only to a limited extent thanks to strong competition. In this context, rising oil prices
are a risk. On the other hand, the slowdown in agricultural price growth and this year’s favourable
harvest should have a positive impact.

According to the analysts’ forecasts, price growth should peak in October, when inflation is
expected to come close to 4%. During the remainder of the year, however, inflation should start falling.
The modest decline in the consumer price index should continue next year, with the majority of the
respondents expecting the index to return under 3%. Further developments in inflation will depend,
inter alia, on oil prices on the world markets, energy prices, the expected change in rents and the
prices of tobacco products. The selective wage hikes in the government sector, which provoke
demands for higher pay from other employees in both the public and the private sectors, may act as
an upward risk to inflation.

At the three-year horizon, inflation forecasts remain broadly stable, ranging from 2.6% to
2.9%. The average estimate in the October survey is 2.9%. Prices in the Czech Republic will be
subject to factors similar to those affecting euro area prices.

CPI - actual data + predictions of analysts (avg.) for 1 year
annual CPI
Prediction for 1Y 3Y
Month of %
prediction
X-03 3,0 2,7
XII-03 3,3 2,8
[11-04 3,0 2,8
VI-04 2,7 2,7
VIII-04 2,8 2,7
IX-04 3,0 29
X-04 2,8 29 ’
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2. Gross domestic product

GDP growth at the end of
Prediction for this year next year
Month of prediction % GDP growth at the end of
-04 33 3.7 X-04 current year | next year
V-04 3,3 3,6 min 3.5 2.7
VI-04 3.4 3,6 average 3,8 3,9
VII-04 3.4 37 max 4,0 4,5
VIII-04 3,4 3,6
IX-04 3,6 3,8
X-04 3,8 3,9

The favourable news from the real economy convinced the majority of the respondents to
make another minor upward readjustment of their forecasts for this year's and next year's GDP
growth. The average estimate increased for both time horizons, by 0.2% to 3.8% for this year and by
0.1% to 3.9% for next year.

According to the analysts, the growth of the Czech economy will be driven primarily by
investment. The recovery of the global, and in particular the European, economy and stronger external
demand support an increase in the production capacities of domestic firms. The contribution of net
exports to GDP remains negative, but the situation is improving thanks to the Czech Republic’s
membership of the EU. The growth in household consumption expenditure has been declining this
year, although not by as much as originally anticipated. Households have been using credit to offset
this year’s lower growth in disposable income. Next year, consumer demand might revive again.

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

3. Interest rates

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

X-04 1 month 1year | 1 month 1year | 1 month 1year | 1 month 1 year
min. 2,5 2,3 3,0 2,7 4,2 3,8 4.8 4.4
average 2,6 3,3 3.1 3,7 4,3 4,7 50 53
max. 2,8 3,8 3,3 4,1 4,4 5,0 5,1 5,8

The analysts tend to expect that the CNB will continue slowly raising interest rates. They have,
however, adjusted their expectations since last month. While in the previous survey, some analysts
believed that interest rates might be raised in September and most expected this step to be taken in
October, now the predicted time for this further tightening of monetary policy has shifted closer to the
end of the year. In September, some analysts also presumed that the CNB would make two increases
in interest rates by the end of 2004, but now they expect only one. This change in expectations is due
to lower inflation and moderate comments from CNB representatives in the preceding weeks.

Repo rate estimates for the one-year horizon range from 2.25% to 3.75%, with the largest
number of respondents (seven) expecting the repo rate to stand at 3.25% at that horizon and five
respondents expecting it at 3.50%. One respondent expected a rate of 3.00%, another of 3.75%. A
different scenario, i.e. a return to 2.25%, is seen as probable by one of the foreign respondents. This
respondent has had a consistently pessimistic view of the sustainability of the recovery in the global
economy, and therefore also expects a slowdown of the Czech economy, a loosening of monetary
policy and a weakening of the Czech koruna vis-a-vis the euro.
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As regards medium-term rates and the ten-year bond yield, the analysts expect only very
slight movement. The majority of the respondents predict a modest increase. They assume that further
decline should be prevented by the current relatively low level of the rates and the expectation of
further growth in domestic interest rates. On the other hand, low inflation and the weaker performance
of the world economy should limit the room for yield growth.

As to the longer-term outlook, expectations regarding the evolution of CNB rates and the
situation on global markets should be the key factors. The respondents of the survey mostly forecast
the global economy to return to stronger growth and the yield curve to shift slightly upwards.

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 % % % %
X-03 2,0 2,3 2,1 2,6 3,6 3,8 4.4 4,6
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 52
VI-04 2,1 29 2,7 3,5 4,2 4,8 5,1 55
VIII-04 24 3,2 3,0 3,7 4,3 4,8 5,1 55
IX-04 2,5 34 3,1 3,8 45 49 5,2 5,6
X-04 2,0 2,5 2,3 3,0 3,8 4,3 4,7 5,2

/* expected level of TW PRIBOR
Actual values of indicators on the day of deadline for forecasts
2W repo rate 12M PRIBOR 5R IRS CR 3,70/13 yield
12.10. 2,50 3,05 4,25 4,87

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

=—@— actual data =====predictions - 1 year
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4. The exchange rate

EUR/CZK exchange rate
X-04 1 month 1 year Prediction for 1 month 1 year
min. 31,30 30,50 Month of EUR/CZK
average 31,51 31,06 prediction
max. 31,70 33,00 X-03 31,92 31,28
XII-03 31,79 30,94
111-04 32,81 31,81
VI-04 31,63 31,44
Exchange rate - fixing on the day of deadline for forecasts VIII-04 31,51 31,19
12.10. 31,390 I1X-04 31,66 31,07
X-04 31,51 31,06

According to the analysts, the Czech koruna can be expected to move within the range of
31.30 to 31.70 CZK/EUR at the one-month horizon, i.e. the majority of the respondents predict a
moderate depreciation of the koruna in comparison with the exchange rate at the time of the survey.
Good foreign trade results, dynamic growth in industrial production, a pick-up in GDP and expectations
of a rise in the CNB'’s interest rates speak in favour of the koruna. By contrast, the upcoming
negotiations on the state budget for next year, the continuing repatriation of foreign investors’ earnings
with the end of the year approaching and the evolution of the EUR/USD exchange rate are thought by
the analysts to pose a risk to the koruna.

EUR/CZK - analysts' predictions for 1 year (avg.) and
actual data (avg.)
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In the medium term, the exchange rate of the koruna will be affected by the ratio between the
current-account and financial-account balances, and in particular by the volume of foreign direct
investment. In the longer run, the koruna should be supported by a favourable evolution of the balance
of trade, together with the expected modest rise in interest rates. The extremely high volume of
repatriations this year, which is due to the Czech Republic’'s accession to the EU, should not recur.
Most of the respondents in the survey thus expect a trend of modest appreciation of the koruna. Two
respondents predict a flat exchange rate path, and one of the foreign analysts continues to forecast a
weakening of the koruna to 33 CZK/EUR.

Prague, 15 October 2004



