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Measuring financial market inflation expectations — Results of the 68th
measurement (December 2004)

Thirteen domestic and two foreign analysts took part in the CNB’s December survey.

The Czech Republic’s inflation outlook remains little changed, say the analysts. Doubts persist

about the rate of growth of the global economy. The analysts all expect the first increase in CNB
interest rates to occur in spring 2005 at the earliest. There was a slight decrease in the average GDP
growth rate expected this year and conversely a slight increase in the figure for next year. The
estimated koruna-euro exchange rate moved quite markedly towards appreciation.

1. Inflation
Inflation remained slightly below the analysts’
annual CPI (%) expectations in November. According to their comments,
XI1-04 1 year 3 years the domestic economy is so far growing without any
min. 25 2,3| increase in inflationary pressures. The fact that core
average 28 2.8 inflation decreased in November is viewed as important for
max. 3.3 3.6 the CNB'’s decision-making on monetary policy going

forward. The inflationary pressures are furthermore being
contained by appreciation of the koruna against the euro.
On the other hand, the analysts mention food prices, which, contrary to the forecasts of most of them,
and also of the CNB, are rising despite this year’s good harvest. According to the analysts’ comments,
this is because of a rise in prices of livestock products resulting from the EU’s greater openness to
Czech farmers. Prices of commodities, particularly oil, remain an inflationary risk.

December is not expected to bring any major change in annual consumer price inflation. At the
start of next year, though, consumer price inflation is expected to fall close to 2% owing to a smaller
contribution of regulated prices and tax changes in 2005 compared to this year. In the second half of
the year, however, demand-pull inflationary pressures are expected to emerge in the Czech economy,

owing to faster wage growth next year and fairly robust growth of the domestic economy.

At the three-year horizon, the inflation prediction remains broadly stable, fluctuating just below
3.0% in the long run. The average estimate in the December survey is 2.8%. Inflation in the Czech
Republic at this horizon should be subject to the same effects as that in the euro area.

Predicti annual CPI CPI - actual data + predictions of analysts (avg.) for 1 year
reaiction
for 1Y 3Y
Month of
prediction % %
XII-03 3,3 2,8
[11-04 3,0 2,8
VI-04 2,7 2,7
IX-04 3,0 29 0'5
X-04 2,8 29 0'0
XI-04 2,8 2,7 _0'5
XII-04 2,8 2,8 %\& & \4-& & 4\\\‘& K *5\& & \496 A\.Q% 4\\\‘60 +9% %\.Qva
—&—actual data analysts (avg.) ‘
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2. Gross domestic product

GDP growth at the
end of
Prediction for this year next year GDP growth at the end of
Month of prediction % % X11-04 | currentyear | nextyear
111-04 3,3 3,7 min 3.4 2.7
VI-04 3,4 3,6 average 3,8 4,0
VII1-04 3,4 3,6 max 4.2 45
IX-04 3,6 3,8
X-04 3,8 3,9
XI-04 3,9 3,9
X11-04 3,8 4,0

The analysts have slightly revised their forecasts for domestic economic growth this year, as
data released in recent months reflect the negative effect of high oil prices on the world economy and
in particular on expectations of world economic growth. Concerns are particularly apparent in the euro
area, whose growth depends strongly on exports. The European economy is also under threat from
the strong euro.

According to the analysts, domestic economic growth should continue to be driven next year
chiefly by investment and the improving export performance of the Czech economy. Thanks to faster
wage growth, domestic consumption growth can also be expected to rise in 2005.

The risks to the majority scenario of a pick-up in Czech GDP growth next year are still a
slower recovery of the European economy and a weaker inflow of foreign direct investment.

3. Interest rates

2W repo rate (%) | 12M PRIBOR (%) 5Y IRS (%) CR 3,70/13 yield
XI1-04 1 month | 1year | 1month | 1year | 1 month 1 year 1 month 1 year
min. 24 2,0 2,7 2,6 3,5 3,4 4,0 3,9
average 25 3,0 2,9 3,4 3,7 4,3 4,2 4,8
max. 2,5 3,5 3,0 3,8 3,8 4,7 4,3 5,4

The latest macroeconomic figures and the appreciation of the koruna against the euro and the
dollar have further corrected the expectations of rising interest rates at the start of next year.
According to the respondents’ comments, the current rise in inflation is due chiefly to cost factors and
there are no major demand pressures stemming from the strong economic growth. This growth is
being driven by investment and exports, which will not affect consumer prices too much, and potential
output is meanwhile rising.

Most of the respondents now expect the first, 25 basis point increase in the CNB’s repo rate to
occur in spring 2005. Others believe the autumn is more likely. The estimates for the repo rate at the
one-year horizon range between 2.0% and 3.5%. However, the analysts have reduced the expected
extent of the tightening of CNB monetary policy at this horizon. Nine respondents expect the repo rate
to be at 3.00% (compared to just four in November) and four at 3.25% (seven in November) at the end
of next year. The estimates of 2.0% and 3.5% are each represented by only one analyst.
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The analysts expect only a very slight movement in medium-term rates and the ten-year bond
yield at the one-month horizon. The average estimate is almost the same as, or just slightly higher
than, the actual level at the time of the survey. The analysts justify the current fall in long-term rates by
the correction to the expectations of the growth rate of CNB interest rates, the expected appreciation
of the koruna (which besides reducing the probability of an increase in interest rates is making Czech
assets more attractive to foreign investors), the low yields on EMU markets and the unexpectedly low
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volume of government bond issues planned for 2005 Q1.

Turning to the longer-term outlook, expectations regarding the evolution of domestic interest
rates and the situation on global markets should be the key factors. The respondents mostly forecast
the yield curve to shift upwards slightly, thanks to global economic growth and a tightening of CNB

monetary policy.

2W repo rate 12M PRIBOR 5Y IRS CR 3,70/13 yield
Prediction for 1Yy 1M 1y 1M 1Y 1M 1Y
Month of prediction % % % % % % %
XII-03 2,5 2,3 3,1 4,0 45 5,0 54
[11-04 2,7 2,4 3,1 3,8 4.4 4,7 5,2
VI-04 29 2,7 3,5 4,2 4,8 51 55
IX-04 3,4 3,1 3,8 4,5 4,9 5,2 5,6
X-04 3,3 3,1 3,7 4,3 4,7 50 53
XI-04 3,1 3,0 3,5 4,1 4,5 4,8 5,2
XII-04 3,0 2,9 3,4 3,7 4,3 4,2 4,8

Actual values of indicators on the day of deadline for forecasts

/* expected level of 1W PRIBOR
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4. The exchange rate

exchange rate
EUR/CZK Prediction for 1 month 1year
X11-04 1 month 1 year Month of prediction EUR/CZK

min. 30,40 30,00 XI1-03 31,79 30,94
average 30,89 30,56 111-04 32.81 31.81
max. 3150 32,50 VI-04 31,63 31,44
IX-04 31,66 31,07

Exchange rate - fixing on the day of deadline for X-04 31,51 31,06
forecasts XI-04 31,47 30,97
9.12. 30,785 XI1-04 30,89 30,56

The analysts expect the koruna to be within a wider range of CZK 30.40-31.50/EUR at the
one-month horizon.

Most of the analysts expect the koruna to weaken somewhat before the year-end. They regard
its current rate of appreciation as too aggressive, fundamentally unjustified and unsustainable in the
long term. In the medium term they see it as likely that the exchange rate will stay around 31.00, with a
tendency to appreciate. The effect of the privatisation of Cesky Telecom on the koruna should have
unwound by now. Some of the analysts believe that this effect is overrated, as the CNB has declared
that it is working in collaboration with the government to minimise the impact of this transaction on the
exchange rate of the koruna. Foreign interest in the region, stemming, inter alia, from the weakening
US dollar, presents a risk of sharper appreciation of the koruna.

EUR/CZK - analysts' predictions for 1 year (avg.) and actual
data (avg.)
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In the longer term, the koruna’s exchange rate will be affected by CNB monetary policy and
the balance of payments. The current account deficit is not expected to widen. The still improving
balance of trade and services should be more or less offset by a worsening income balance. The ratio
of the current account deficit to GDP should thus reduce thanks mainly to growth of the economy. As
for the financial account, a question mark still hangs over the pick-up in net FDI inflow, but
expectations are optimistic in the case of portfolio investment. In their comments, the analysts say that
they view a strengthening of the koruna-euro exchange rate of around 2-3% a year to be
fundamentally justified.

Prague, 16 December 2004



	Measuring financial market inflation expectations – Results 
	Inflation
	Gross domestic product
	Interest rates
	The exchange rate


