CZECH CNB NATIONAL BANK

Measuring financial market inflation expectations — Results of the 99th

Measurement (July 2007)

Ten domestic and two foreign analysts sent in their predictions for inflation and other financial
market indicators to the CNB’s July survey. Compared to June, analysts further increased their interest rate
forecast, despite marginal decrease of inflation forecast, expected stable exchange rate of the koruna at the
one-year horizon and stability of expected wage growth. The GDP forecasts in 2007 and 2008 continue to
increase. However without demand-pull inflationary pressures the GDP growth may be contributed to the
growth of the potential product. The expected monetary conditions tightened slightly compared to the June
survey owing to the higher expected interest rates.

1. Inflation
VII-07 annual CPI (%)
1 year 3 years
min. 2,3 2,1
average 3,1 2,5
max. 4.4 3,0

In July, the analysts slightly decreased their inflation forecast at the one-year horizon to 3.1 % year on year.
Compared to the increase of inflation forecast in 2006, the forecast in 2007 has stabilized slightly above 3 % level at
the one-year horizon. The expected inflation 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. Among main upside risks to inflation belong increasing
administrative prices (rise in lower VAT rate, ecological tax reform), household consumption supported by expected
faster wage growth, concerns about ongoing food price growth (continuing strong agricultural prices growth). Also
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present exchange rate of the koruna and ongoing oil price growth present a moderate upside risk to inflation.

The chart shows that the spread of the inflation forecast decreased at the one-year horizon' owing to the fall

in the maximum estimate of inflation by one analyst (from 4,7 % to 4,4 % y/y).

annual CPI CNB
Prediction for 1Y 3Y 1Y
Month of prediction % % %
VI-06 29 26 38
x06 31 27 41
07 31 26 34
107 32 25 33
V07 31 25 35
V07 32 25 37
V07 32 25 38
VIO7 31 25 -

! 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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2. Gross domestic product

VII-07 GDP growth in GDP growth in the current year: average and range
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Analysts increased their forecast for the GDP growth in 2007 to 5.6 % y/y and to 4.9 % in 2008. The
main reason for the GDP forecast rise in 2007 is expected higher household consumption, stemming from
higher real wages, lower unemployment and ongoing household credit growth. At the end of the year 2007
some of the analysts expect on the one hand slowdown in household consumption due to lower credit growth
and on the other hand improved investment activity due to inflow of money from the EU funds and
continuing FDI inflow (Hyundai). The future form of the planned fiscal reform presents the main uncertainty

to the GDP forecast.
The range of the estimates for this year GDP growth increased owing to the rise in the maximum

estimate by one analyst, who did not participate in June survey.

3. Interest rates

VII-07 2W repo rate (%) 12M PRIBOR (%) 5Y IRS (%) 10Y IRS (%)
1 month 1 year 1 month 1 year 1 month 1 year 1 month 1 year
min. 3,00 3,25 3,01 3,64 4,25 4,30 4,50 4,50
average 3,00 3,56 3,53 3,92 4,32 4,51 4,60 4,74
max. 3,00 4,00 3,70 4,10 4,50 5,00 4,70 5,10

Expected short-term interest rates slightly increased compared to the June survey, as the data from
real economy identically present an upside risk to inflation (however the inflation forecast has not signalled
acceleration of inflation pressures yet). Neither the anticipated weaker Czech koruna compared to May
survey nor potential rate hike in Eurozone don’t represent strong downside risk to inflation. Expectations of
an early interest rate hike were supported also by the CNB’s hawkish outcomes of some Bank Board
members. All analysts expect the 25 basis points interest rate hike on the July Bank Board meeting; at the
one-year horizon they expect the level of the 2W repo rate around 3.50 %, one of the foreign analysts expects

the increase to 4.00 %.

At the same time the range of the estimates of repo rate stayed stable, but range of the estimates of
12M PRIBOR slightly narrowed, chiefly due to rise in the minimum estimate. Future exchange rate

development and the 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 — rose by 10 basis points compared to June to 36 basis points due to

faster growth of the long term maturities.




Expected long-term rates at the one-year horizon moved slightly higher in comparison to June, as
analysts reviewed their expectations of the world interest rates development. The probability of the rate cut in
the US this year has fallen almost to zero and the ECB will probably proceed with increase in the interest rates
in the following months. Analysts worries about higher inflation pressure in the world and even higher
possible budget deficit in the Czech Republic than planned 4 % of the GDP caused the decrease in bond prices.

The range of the estimates for the 5Y and for the 10Y yields narrowed compared to June due to faster
increase in the lower estimates. The future fiscal reform shape presents the main uncertainty.

2W repo rate 12M PRIBOR 5Y IRS 10Y IRS
Prediction for 1M 1Y 1M 1Y 1M 1Y 1M 1Y
Month of prediction % % % %
VII-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
I-07 2,50 3,02 2,82 3,34 3,43 3,82 3,79 4,15
n-07 2,50 3,06 2,81 3,36 3,45 3,99 3,83 4,19
IvV-07 2,50 3,10 2,87 3,42 3,56 3,94 3,95 4,25
V-07 2,63 3,25 3,23 3,55 3,73 4,14 4,13 4,36
VI-07 2,80 3,50 3,35 3,76 4,18 4,47 4,52 4,65
VII-07 3,00 3,56 3,53 3,92 4,32 4,51 4,60 4,74
Actual values of indicators on the day of deadline for forecasts
2W repo rate 12M PRIBOR 5Y IRS 10Y IRS
13.7. 2,75% 3,53% 4,29% 4,55%

12M PRIBOR - analysts' predictions for 1 year (avg.) and
actual data (avg.)
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4. The exchange rate
33,00
32,00
VIl-07 EUR/CZK = 3100
1 month 1 year 3
@ 30,00
min. 28,00 26,60 S
average 28,41 27,39 x 29,00
max. 28,60 28,20 5 28,00
o 27,00
Actual exchange rate 26,00
13.7. 28,315 25,00
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Analysts expected the koruna exchange rate to be around 27.39 EUR/CZK at the one-year horizon,
which is about 0.06 CZK weaker compared to June expectation. The expected appreciation of the nominal
exchange rate of the koruna at the one-year horizon has declined from 4.2 % to 3.3 %, owing to the recent
appreciation of the koruna in the last month. Among the main factors of the long-term appreciation trend of
the Czech koruna belongs the real and nominal convergence of the economy. The path of the appreciation
in the medium-term might be positively affected by the improving trade balance, FDI inflow and EU funds
inflow. On the contrary dividends outflow and negative koruna-euro interest rate differential might limit
the expected appreciation of the koruna. The year on year appreciation path of the koruna should slow
down in this year.

However in the short-term horizon analysts expect moderate depreciation of the koruna. The main
reason for that is increasing risk aversion due to rising interest rates in the US and negative sentiment in
CEE region.

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

actual data (avg.)
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The range of the domestic analysts’ estimates of the koruna widened compared to June. The risks
of the weaker koruna are concentrating mainly among the foreign factors. Increasing interest rate path in
the US could lead to shift from riskier assets into the USD assets. On the contrary against the weaker
koruna should act hedging exporters’ activity and expected monetary policy tightening, which could lead to
reduction of carry trade positions financed from the CZK.

5. Wages
rist mezd v roce
Wage growth in Horizont predikce | stavajicim  pfFistim
VII-07 . . . o
current year | next year Predikce za mésic %o

min 6,7 6,2 leden 2007 6,3 6,1
average 7,5 7.1 unor 2007 6,3 6,1
max 8,6 8,3 bfezen 2007 6,6 6,5
duben 2007 6,7 6,5

kvéten 2007 6,9 6,6

¢erven 2007 7,5 7.1

¢ervenec 2007 7,5 71

In July, the analysts expected the nominal wage growth in 2007 of 7.5 % y/y and in 2008 of 7.1 %
y/y, the same rate of growth as in June survey. 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.



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

Davidu Navratilovi z Ceské spotitelny
Davidu Markovi z Patria Finance

Janu Vejmélkovi z Komer¢ni banky

Pavlu Sobiskovi z HVB Bank Czech Republic
Alesi Michlovi z Raiffeisenbank

Petru Dufkovi z CSOB

Patrikovi Ruzomberskému z Zivnobanky
Radomiru Ja¢ovi z PPF Asset Management
Vladimiru Pikorovi z Next Finance

Vojtéchu Bendovi z ING Wholesale Banking
Gillien Engeworth z Deutsche Bank a

Leile Butt z The Economist Intelligence Unit

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



