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Measuring financial market inflation expectations — Results of the 95th
measurement (March 2007)

Eleven domestic and two foreign analysts sent in their predictions for inflation and other
financial market indicators to the CNB’s March survey. Compared to February, the inflation forecast
rose slightly at the one-year horizon and fell modestly at the three-year horizon, probably because of
the lowering of the CNB’s inflation target as from 2010. The analysts also revised their exchange rate
expectations downwards. The forecast for interest rates remained unchanged, however, despite higher
inflation and a weaker koruna. The market thus now expects rates not to increase until the end of
2007 Q3. The GDP growth forecast for 2007 increased slightly further, this time due to expected
stronger household consumption. The expected monetary conditions eased slightly compared to the
February survey owing to the prediction of a weaker koruna.

Inflation
annual CPI

11-07 annuaf CPI () Prediction for 1Y 3Y

- 1 year 3 years Month of prediction % %
min. 2,7 1.9 111-06 2,5 2.4
average 3,2 2,5 IV-06 26 2.4
max. 4,0 3.4 VII-06 2,9 2,6
In March, the analysts increased their X-06 31 2,7
inflation forecast at the one-year X11-06 33 2,7
horizon to 3.2% year on year. The 1-07 31 2,6
January surprise of lower CPI growth 11-07 3,0 2,6
than expected by the market 1-07 3,2 2,5

(generated chiefly by a change in the
consumer basket) was not repeated in February. The expected rise in regulated prices (this year’s
increase in excise duty on cigarettes) and mounting demand-pull inflationary pressures still pose an
upside risk to inflation. The recent downside risks (a strengthening koruna and falling oil prices in
2006) will be much weaker, say the analysts. This hypothesis is borne out by this year’s depreciation
of the koruna and oil price growth.

By contrast, the analysts slightly decreased their inflation forecast at the three-year horizon, to
2.5% year on year. This may be due to the CNB’s announcement of a new inflation target of 2% +1%
as from 2010.

The chart shows that the uncertainties of the inflation forecast increased at the one-year
horizon' owing to a faster rise in the maximum estimate of inflation. According to one analyst, food
price growth remains a downside risk to inflation.

CPI - actual data + predictions of analysts (avg.) for 1 year CPI for 1 year: average and range of the forecasts
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! The difference between the maximum and minimum estimate of the domestic analysts in this survey, due to a
more stable data base.
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Gross domestic product

GDP growth in
Prediction for current year next year
Month of prediction %
[11-06 51 4,6
IV-06 53 4,8
VII-06 57 4,6
X-06 5,6 4,6
XI11-06 5,6 4,7
I-07 4,6 4,6
[1-07 4,7 4,6
[1-07 4,8 4,6

11-07 GDP growth in
current year | nextyear
min 4,2 3,9
average 4.8 4,6
max 5,3 5,5

The forecast for GDP growth in 2007
increased slightly to 4.8% year on year. In 2008,
the analysts expect GDP growth at 4.6%, the
same as in previous months. The reasons for the
modest increase in this year’s GDP growth
forecast include expected slightly higher household consumption, mainly due to higher real wages (up
by 3.1% year on year according to one analyst), as well as lower unemployment (the average rate
should fall to 7.5% in 2007) and higher social benefits approved before the June elections. Investment
should profit from the inflow of money from EU funds and continuing FDI inflows (the launch of
construction of the Hyundai car factory).

The range of the estimates of GDP growth this year is the same as in February. However,
uncertainty still surrounds the contribution of the easy fiscal policy to overall GDP growth.
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Interest rates
1107 2W repo rate (%) 12M PRIBOR (%) 5Y IRS (%) 10Y IRS (%)
1 month 1 year 1 month 1 year 1 month lyear | 1 month | 1year
min. 2,50 3,00 2,57 3,20 3,40 3,80 3,80 3,95
average 2,50 3,06 2,81 3,36 3,45 3,99 3,83 4,19
max. 2,50 3,25 2,95 3,50 3,60 4,60 3,90 4,70

Expected short-term interest rates remained virtually unchanged compared to the February

survey, despite a modest pick-up in inflation and a weaker exchange rate of the koruna expected by the
analysts at the one-year horizon. The CNB’s communication following the Bank Board’s February
monetary policy meeting had a neutral effect on the market. The analysts thus still expect interest rates
to rise in the longer term, chiefly due to a pick-up in demand-pull inflationary pressures. According to
most of the analysts, there should be a double rise in monetary policy rates over the one-year horizon,
to a final level of 3.00%.
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None of the respondents expects a change in rates at the CNB’s monetary policy meeting in
March. According to the market, rates should be raised at the end of 2007 Q3 at the earliest. While the
range of the estimates of the 2W repo rate remained the same as in January, the analysts decreased the
range between their annual estimates of the 12-month PRIBOR towards a higher minimum value.
According to the analysts, a faster/slower appreciation of the koruna than in the past remains a risk
acting towards lower/higher rates.

The expected slope of the money market yield curve at the one-year horizon — as measured by
the 12M PRIBOR minus the 2W repo rate — rose by 3 basis points compared to February, to 30 basis
points.

Expected long-term rates at the one-year horizon showed a slight increase compared to the
February survey. The rise at longer maturities is due to an expected higher supply of government
bonds (the Ministry of Finance plans to issue government bonds worth CZK 69 billion in 2007 Q2,
instead of the CZK 40 billion expected by the market; gross government bond issues will thus amount
to CZK 115 billion in 2007 H1, which is much more than half of the issues planned for 2007 as a
whole).

The range of the estimates for the 5Y and 10Y yields increased compared to February (due to
a faster increase in the maximum estimates).

2W repo rate 12M PRIBOR 5Y IRS 10Y IRS
Prediction for 1M 1Y 1M 1Y 1M 1Y 1M 1Y
Month of prediction % % % %
111-06 2,00 2,50 2,33 2,77 3,24 3,52 3,63 3,80
IV-06 2,00 2,52 2,40 2,85 3,42 3,69 3,81 3,93
VI1I-06 2,12 2,65 2,65 3,04 3,71 3,93 4,08 4,17
X-06 2,50 3,00 3,06 3,39 3,58 3,91 3,89 4,10
XI1-06 2,50 3,06 2,95 3,38 3,44 3,86 3,68 4,10
I-07 2,50 3,02 2,82 3,34 3,43 3,82 3,79 4,15
11-07 2,50 3,05 2,78 3,32 3,38 3,88 3,79 4,16
111-07 2,50 3,06 2,81 3,36 3,45 3,99 3,83 4,19
Actual values of indicators on the day of deadline for forecasts
oo 2Wreporate [ ____12MPRIBOR | __ SYIRS | . 10YIRS
15.3. 2,50% 2,82% 3,44% 3,81%

12M PRIBOR for 1 year: average and range of the forecasts
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The exchange rate

-07 EUR/CZK exchange rate

1 month 1 year Prediction for 1 month 1year

min. 27,80 26,50 Month of prediction EUR/CZK
average 28,12 27,24 [11-06 28,82 28,02
max. 28,40 28,00 IV-06 28,71 27,87
VII-06 28,53 27,67
Exchange rate - fixing on the day of X-06 28,29 27,63
deadling for forecastg / X1l-06 27,90 27,35
1-07 27,69 27,10
15.3. 28,060 11-07 28,09 27,03
11-07 28,12 27,24

In March, the analysts expected the koruna exchange rate to be around 27.24 EUR/ CZK at the one-
year horizon, down by CZK 0.2 from February. The expected appreciation of the nominal exchange
rate of the koruna at the one-year horizon decreased to 2.9% compared to January. Following its
January depreciation and February stabilisation, the koruna should, according to the analysts, return to
the appreciation trend suggested by its strong fundamentals, but the pace of appreciation will be
slower than in recent years. However, increased exchange rate volatility could prevail in the shorter
run.

The expected lower appreciation could be due to the expected widening of the net export
deficit, generated by strong import demand driven by rising household consumption. Higher imports
could also be fostered by the renewed oil price growth. Net FDI inflow has peaked already (and
investment by domestic corporations abroad is on the increase) and portfolio investment will continue
to suffer from the negative koruna-euro interest rate differential.

The range of the domestic analysts’ estimates widened considerably compared to the
February survey (see the chart). The factors behind the weaker koruna (two respondents expect the
koruna to be flat at 28 EUR/CZK) include a possible dollar appreciation (= depreciation of CEE
currencies) or unclear fiscal policy. By contrast, the renewed interest in emerging markets’ assets (= a
rising appetite for risk) and possible inflows from EU funds may pose a risk of a stronger koruna.

EUR/CZK - analysts' predictions for 1 year (avg.) and
actual data (avg.)
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Wages
Wage growth in o wage growth in
I1-07 current vear | next vear Prediction for current year next year
- Y A Month of prediction %
min > > 07 6,3 6,1
average 6,6 6,5 1-07 6,3 6,1
max .o 8.0 111-07 6,6 6,5

In March, the analysts increased expected nominal wage growth (in organisations monitored
by the CZSO) to 6.6% and 6.5% year on year in 2007 and 2008 respectively. According to one
analyst, wage growth could deviate from the long-term range of 6—7% towards higher growth rates
owing to the pick-up in average wage growth in industry observed in January. The good performance
of domestic corporations, sustained strong economic growth and lower unemployment are fostering
higher wage growth.

Only two analysts made a distinction between wage growth in 2007 in the business sector
(5.6% and 8.0% respectively) and in the non-business sector (6.0% and 5.8% respectively).

We would like to thank the following respondents for their contributions to this survey of financial
market inflation expectations:

David Navratil, Ceské spofitelna

David Marek, Patria Finance

Miroslav Plojhar, Citibank

Jan Vejmélek, Komeréni banka

Pavel Sobisek, HVB Bank Czech Republic
Ale$ Michl, Raiffeisenbank

Petr Dufek, CSOB

Patrik Rozmbersky, Zivnobanka

Radomir Ja¢, PPF Asset Management
Vladimir Pikora, Next Finance

Vojtéch Benda, ING Wholesale Banking
Leila Butt, The Economist Intelligence Unit
Istvan Zsoldos, Goldman Sachs

Special thanks go to the analytical teams at Ceska spofitelna, Raiffeisenbank, ING Wholesale Banking
and The Economist Intelligence Unit for their comments on the forecasts.

Prague, 20 March 2007



