CZECH CNB NATIONAL BANK

Measuring financial market inflation expectations — Results of the 104th
Measurement (December 2007)

Ten domestic and two foreign analysts sent in their predictions for inflation and other indicators to
the December survey. The overwhelming majority of the respondents did not send in their estimates until the
November consumer price inflation figures were released. The December survey shows a continuing modest
rise in inflation expectations at the one-year and, newly, three-year horizons, a higher GDP growth forecast
for 2007 and a forecast for a stronger koruna at the one-year horizon. The expected appreciation, a gradual
easing of inflationary pressures and a cooling of GDP growth in 2008, together with an expected fall in
foreign interest rates, generated a decline in the expected interest rate path at the one-year horizon. The
expected nominal monetary conditions tightened slightly, mainly due to the expected faster appreciation of

the koruna.
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The inflation forecast at the one-year horizon rose to 4.5% year on year, the highest level since September
2001. The rise compared to November was due to expected faster growth in food prices, which is expected to be
higher than in 2007. Although the domestic harvest increased year on year, drought in other countries, high growth
in demand from China and especially demand for biofuels will push prices up. The other inflationary factors for next
year mainly include growth in regulated prices (gas 5%, rents 19%, electricity 9%, and heat supply, water supply and
sewerage collection charges), indirect taxes (a rise in the lower VAT rate, higher excise duty on cigarettes and the
environmental tax) and demand-pull inflation (due primarily to rising inflation expectations and wages), which,

however, will be depressed by the expected appreciation of the koruna.

Due to a higher estimate by one of the foreign analysts (4.0%), the inflation forecast at the three-year horizon
increased further in December. The reason is an expected change in the inflation environment not only in the Czech
Republic, but all around the world. Therefore, inflation can be expected to be higher on average than in previous

years, even though the CNB will have an inflation target of 2.0%.

annual CP| CN\B
Prediction for 1Y 3Y 1Y
Month of prediction % % %
XI-06 33 27 40
o7 3.1 26 34
V07 31 25 35
VIHO7 31 25 4.2
<07 4.2 25 41
x07 4.3 25 49
X07 4.3 26 50
AH07 45 27 51

' The difference between the maximum and
minimum estimate of the domestic analysts in this
survey, due to a more stable data base.

CPI - actual data + predictions of analysts (avg.) for 1 year
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2. Gross domestic product
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In December, the analysts slightly increased the GDP growth estimate in 2007 to 6.0% year on year,
and they still expect growth of 4.7% year on year in 2008. Household consumption growth — due to strong
wage growth, lower unemployment and continuing household indebtedness — remains the main driver.
However, some of the analysts expect household consumption to slow at the end of 2007, owing to a lower
expansion in lending. Household consumption is expected to slacken further in 2008, chiefly as a result of
the reforms, which will reduce social benefits and raise the lower VAT rate. Lower income tax fails to offset
this decline. Other reasons include expected lower growth in real wages and structural barriers to a further
decrease in unemployment. By contrast, investment should grow faster in 2008, thanks to stronger inflows
from EU funds and FDI inflow (Hyundai).
As the year-end approaches, the range of the GDP growth estimates for the current year continues
decreasing; the estimates for 2008 decreased as well, owing to a larger decrease in the maximum estimate.
3. Interest rates
X107 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. 3.50 3.50 4.00 3.80 4.10 4.00 4.40 4.20
average 3.54 3.83 4.09 4.09 4.27 4.38 4.52 4.66
max. 3.75 4.25 4.20 4.45 4.40 5.00 4.60 5.30

The expected interest rates at the one-year horizon fell slightly compared to November. At the one-
month horizon, however, they rose slightly due to expectations of one more increase in CNB rates in the next
few months. Two of the twelve analysts expect the CNB to tighten monetary policy by 25 basis points to
3.75% in December; the other analysts expect either interest rate stability or an increase in 2008 QI.
However, the continuing koruna appreciation, the cooling of both the world and domestic economies and the
easing of inflationary pressures will lead to a levelling off of rates in the longer term. The 2W repo rate is
expected to be around 3.75% at the one-year horizon, the same as the analysts expected a month ago.

The range of the forecast for the 2W repo rate at the one-year horizon remained stable, with one
analyst expecting a rise to 4.25%. The range of the forecast for the 12M PRIBOR widened slightly, owing to
a decline in the minimum estimate. The koruna’s exchange rate and the potential situation of continued
global turbulence, leading to a cooling of the real economy and a lowering of interest rates by the ECB, pose
a risk of lower 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 — was the same as in November at 26 basis points.



The lower forecast for long-term domestic yields at the one-year horizon is due to the expected cooling
of economy in both the USA and the euro area and lower monetary policy rates in the future. Another reason
for the lower yields may also be the eurobond issue theoretically being considered by the Ministry of Finance
next year, which would reduce the supply of government bonds on the domestic market.

The range of the forecast for 5Y and 10Y yields at the one-year horizon widened slightly compared to
November, due to a lower minimum estimate. A deepening of the subprime crisis and more marked
transmission of that crisis to the real economy constitutes a risk of lower rates.

2W repo rate 12M PRIBOR 5Y IRS 10Y IRS
Prediction for 1M 1Y 1M 1Y 1M 1Y 1M 1Y
Month of prediction % % % %
XI-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
IvV-07 2.50 3.10 2.87 3.42 3.56 3.94 3.95 4.25
VII-07 3.00 3.56 3.53 3.92 4.32 4.51 4.60 4.74
IX-07 3.28 3.83 3.83 4.09 4.21 4.53 4.47 4.75
x07 3.33 3.83 3.85 4.09 4.21 4.42 4.51 4.64
X-07 3.42 3.85 3.94 4.11 4.25 4.48 4.49 4.74
XI-07 3.54 3.83 4.09 4.09 4.27 4.38 4.52 4.66
Actual values of indicators on the day of deadline for forecasts
2W repo rate 12M PRIBOR 5Y IRS 10Y IRS
10.12. 3.50% 4.15% 4.29% 4.47%
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12M PRIBOR - analysts' predictions for 1 year (avg.) and

actual data (avg.)
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4. The exchange rate

EUR/CZK
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In December, the analysts expected a koruna exchange rate of CZK 26.19/EUR at the one-year
horizon, i.e. around CZK 0.30 stronger than in November. The exchange rate at the one-month horizon is
forecasted at around CZK 26.40/EUR. Given the current exchange rate, the analysts thus expect the
exchange rate to depreciate by 1.5% at the one-month horizon and then to appreciate slightly at the one-
year horizon. According to the analysts, the current exchange rate — which is being affected by interest in
the koruna as a safe haven — does not reflect domestic economic fundamentals and is deviating from the

equilibrium appreciation trend.

After the expected short-term depreciation of the koruna, the long-term appreciation trend should
again be dominated by real and nominal convergence. The medium-term appreciation factors include the
persisting trade surplus and inflows of FDI and EU funds, while the depreciation factors include outflows
of dividends and a still negative, albeit closing, CZK-EUR interest rate differential.
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The range of the domestic analysts’

estimates widened slightly compared to the November survey (see the chart). This was due to a
sharper decline in the maximum value (towards a stronger koruna). A faster narrowing of the koruna-
euro interest rate differential and continuing depreciation of the dollar due to interest rate cuts by the

Fed pose a risk of a stronger koruna.

5. Wages

wage growth in
Wage growth in Prediction for current year nextyear
Xil-07 current year | next year Month of prediction %

min 7.0 6.5 l-07 6.6 6.5
average 7.6 7.9 IvV-07 6.7 6.5
max 8.0 9.7 Vv-07 6.9 6.6
VII-07 7.5 7.1
IX-07 7.5 7.2
X-07 7.5 7.5
XI-07 7.6 7.8
XI-07 7.6 7.9




In December, the analysts left their nominal wage growth estimate at 7.6% year on year for 2007
and increased it slightly (to 7.9%) year on year for 2008. This year, the forecast for wage growth has
already been raised by 1.3 percentage points for 2007 and by 1.8 percentage points for 2008. The expected
wage growth is due to favourable results of domestic corporations, sustained strong growth in the domestic
economy and falling unemployment, which suggests increasingly tight conditions in the labour market.

The range of the domestic analysts’ forecast for 2007 is narrowing as the year-end approaches;
compared to the November survey there was an increase in the maximum estimate. The range of forecast
for 2008 remained unchanged.

We would like to thank the following respondents for their contributions to this survey of financial
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Radomir Jac from PPF Asset Management
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