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Measuring financial market inflation expectations — Results of the 97th
Measurement (May 2007)

Eleven domestic and two foreign analysts sent in their predictions for inflation and other financial
market indicators to the CNB’s May survey. Compared to April, analysts slightly increased their inflation
forecast at the one-year horizon due to expected faster wage growth and demand-pull inflationary pressures,
following the increase of estimated GDP growth in 2007. The level of expected interest rates moved also
higher. One-half of the respondents expect the rate hike in May, at the one-year horizon the repo rate should
be, on average, at the level of 3.25%. Compared to April, analysts expect stable exchange rate of the koruna
at the one-year horizon. The expected monetary conditions tightened slightly compared to the April survey
owing to the higher expected interest rates.

1. Inflation CPI for 1 year: average and range of the forecasts
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In May, the analysts slightly increasea tneir mtiation Torecast at the one-year norizon 1o 3.Z%o year on year;
the forecast at the three-year horizon (the new inflation target of 2.0% will be already valid at that time) stayed
unchanged at 2.5% y/y. The main reason for increase in the inflation forecast is probably the expected faster wage
growth, supported by declining unemployment and the drop in available labour force. There is also concern about
ongoing food prices growth (continuing strong agricultural prices growth) and secondary effects of the possible
fiscal reform approval (rise in lower VAT rate to 9%). Also present exchange rate of the koruna remains an upside
risk to inflation. The new consumer basket, according to one of the analysts, could act as a downside risks to
inflation. Moreover, analysts expect this year the growth in household gas prices, ongoing increase in both tobacco
excise tax and regulated rents.

The chart shows that the spread of the inflation forecast increased at the one-year horizon' owing to the rise
in the maximum estimate of inflation.
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2. Gross domestic product
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Analysts increased their forecast for the GDP growth in 2007 to 5.1 % y/y, on the contrary the
average expected GDP growth for 2008 declined to 4.6 % y/y. The main reason for the GDP forecast rise in
2007 is expected higher household consumption, stemming from higher real wages, lower unemployment,
generous social benefits approved before last June elections and ongoing household credit growth.
Investments should flourish due to inflow of money from the EU funds, continuing FDI inflow and foreign
demand increase. Expected slowdown in household consumption and investments in 2008 are due to higher
interest rates, which will have a negative impact on household and corporate credit growth.

The range of the estimates for this year GDP growth increased slightly owing to the rise in the
maximum estimate. The future form of the planned fiscal reform presents the main uncertainty to the GDP
forecast.

3. Interest rates
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Expected short-term interest rates slightly increased compared to the April survey, as the data from

real economy identically present an upside risk to inflation. Increase in inflation expectations together with
expected higher GDP growth and weaker Czech koruna make the CNB’s interest rate hike to come closer.
Expectations of an early interest rate hike were supported also by the CNB’s outcome (consistent with the
April macroeconomic forecast and its assumptions was a gradual rise in nominal interest rates over the entire
forecast horizon, apparent change in the Bank Board mood, two votes for interest rate increase in April,
hawkish communication of some Bank Board members).

Seven of thirteen analysts expect the 25 basis points interest rate hike on the May Bank Board
meeting; at the one-year horizon they expect the level of the 2W repo rate around 3.25%, which is 15 basis
points higher than in April.

At the same time the range of the estimates widened chiefly due to rise in the maximum estimate.
Two analysts expect the repo rate at the one-year horizon at the level of 3.50%. The highest estimate of the
1Y PRIBOR rose by 25 basis points. Future exchange rate and fiscal reform shape remain the main
uncertainty to analysts’ forecasts.

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 — fell by 2 basis points compared to April to 33 basis points due to
faster growth of the short term maturities.




Expected long-term rates at the one-year horizon moved higher in comparison to April, as analysts
worry about even higher possible budget deficit than planned 4 % of the GDP. Their worries are supported by
the high amount of the government bonds supply in 2.Q/07 (in the first half of this year the Ministry of
Finance plan to issue CZK 115 bln in bonds, while the limit for the whole 2007 is CZK 153 bln. The opposite
effect on long term rates might have a possible issue of eurobonds, mentioned already by the MF several times
as well as planned fiscal reform, which could, according to one of the analysts, reduce a supply of government
bonds in 2008 by CZK 35 bin.

The range of the estimates for the 5Y stayed stable but for the 10Y yields widened compared to April
due to a faster increase in the maximum value. The main uncertainty presents the future fiscal reform shape.
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4. The eXChange rate EUR/CZK for 1 year: average and range of the forecasts
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Analysts expected the koruna exchange rate to be around 27.14 EUR/CZK at the one year horizon,
i.e. the same as in April. The expected appreciation of the nominal exchange rate of the koruna at the one-
year horizon has risen from 2.9 % to 3.5 %, owing to the recent depreciation of the koruna. Among the
main factors of the long-term appreciation trend of the Czech koruna belongs the real and nominal
convergence of the economy. However the data from 1Q/07 signal a slowdown in the Czech koruna
appreciation path (according to one analyst to 2.5% y/y).

The Czech koruna should also appreciate moderately in the short-term, according to analysts.
However, the path of the appreciation might be positively affected by the improving trade balance. Its
increasing surplus should lower the current account deficit, stemming chiefly from dividends outflow.
According to one of the analysts the current account deficit should decline from last year 4.2% to this year
3.7% of the GDP. On the contrary, net FDI inflow has peaked already (moreover investment by domestic
corporations abroad is on the increase) and portfolio investment will continue to suffer from the negative
koruna-euro interest rate differential.

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

actual data (avg.)
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The range of the domestic analysts’ estimates widened, compared to April, towards the stronger
koruna. Against the weaker koruna should act hedging exporters activity and expected monetary policy
tightening (one foreign analyst expects the rise in the repo rate by 100 basis points at the one-year horizon),
which could lead to reduction of carry trades positions financed from CZK. On the contrary, against the
stronger koruna should act expected dividends outflow or unclear future of the fiscal reform, which
represents the main uncertainty of the forecast.

5. Wages
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In May, the analysts increased again their expectations of the nominal wage growth in 2007 to
6.9% y/y and in 2008 to 6.6% y/y. A good performance of domestic corporations, sustainable strong
economic growth and lower unemployment are fostering higher wage growth and give evidence of tighter
labour market conditions.

No one analyst sent in its distinction between wage growth in the business sector and in the non-
business sector.
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