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External Environment Outlook — Real Economic Activity
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GDP in the effective euro area will
drop markedly in Q2, but its year-on-
year decline will then start to
moderate.

The euro area economy In effective
terms will contract by almost 7%
overall this year. Next year, it will partly
recover from an extremely low level,
rising by more than 4%.

However, the recovery will not be
enough for GDP In the effective euro
area to return to the pre-pandemic
level.

The output gap will thus remain
negative over the entire forecast
horizon and will close only gradually.



External Environment Qutlook — Nominal Indicators MNB e,
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Fiscal Policy
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Government consumption will reflect
a rise in expenditure on materials In
the health and emergency services
and temporarily higher compensation
of front-line state employees.

Fiscal stabilisation policy is being
Implemented through substantial
support for household consumption
this year.

A positive fiscal Impulse this year Is
largely a result of the extraordinary
measures taken to support the
economy due to the epidemic
(Antivirus, ,25* and care allowance).

As most of the support measures will
be temporary, the forecast expects a
negative fiscal impulse in 2021.

Only tax loss carryback will have a
supportive effect next year. 5
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GDP Growth Forecast
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e The Czech economy will fall into a

deep decline this year as result of the
coronavirus pandemic.

« Alarge part of the economy has been

“switched off” since the end of Q1
due to government quarantine
measures, production shutdowns in
some companies and a drop In
external demand.

After the expected easing of
government restrictions in the
domestic economy during the spring,
the decline in economic activity will
begin to moderate Iin the second half
of the year.



Structure of GDP Growth
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GDP will fall by 8% this year as a
whole. The economic activity will
nonetheless start to Increase again as
from the middle of this year.

However, overall economic activity will
not have reached the end-2019 level
even by the end of the forecast
horizon.

All expenditure components except
government consumption will
contribute to a significant drop in GDP
In the first half of this year.

The output gap will open into
significantly negative values in the first
half of this year, and potential output
will also decrease temporarily.



Aggregate Demand Components
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Household consumption will slow this
year as a result of the government
pandemic measures and the subsequent
abrupt cooling of the labour market. After
the impact of the quarantine measures
subsides the decline in household
consumption will begin to moderate.

The effects of the coronavirus pandemic
and the sharp deterioration in corporate
sentiment will be adversely reflected In
private investment activity.
Government investment will conversely
maintain modest growth.

Exports of goods and services will drop
sharply as a result of the freeze In
external demand.

Import growth will decline significantly
this year due to the drop in domestic
demand and exports. 9
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Employment and unemployment rate (y/y, in %, s. a.)

—
3
2
1
0
-1
-2
-3 | | | |
116 117 118 119
= Employment
Nominal wages (y/y, in %)
15 38000
12 36000
9 34000
g 32000
0 30000
3 28000
-6 26000

16 117 118

—  Market sectors

119

20 121

Non-market sectors

116

17

1120

/18

119

1121

Unemployment rate (right axis)

1120

1121

- NN W0 B~ O O N

Nom. wage in market sectors (in CZK)

CNB CZECH

NATIONAL BANK

Employment will decline appreciably
until the end of the next year owing to
the fall in economic activity.

The unemployment rate will increase
rapidly, peaking at the start of next
year. More marked growth in
unemployment will be prevented by
lay-offs of foreign workers and a high
initial number of vacancies.

Wage growth in market sectors will
slow significantly this year owing to the
rapid cooling of the labour market and
government guarantine measures, and
will then recover.

Wage growth in non-market sectors
will remain high this year.

Statistical effects will cause wage

growth in both sectors to fluctuate.
10
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e Qver the entire forecast horizon, the

exchange rate will remain close to the
current level to which it weakened
after the pandemic broke out.

The exchange rate forecast for

2020 Q2 1s set at CZK 27.2 to the euro
and thus reflects the sharp weakening
of the koruna at the end of Q1 caused
by the outbreak of the coronavirus
pandemic.

The exchange rate will remain close to
Its current level over the entire
forecast horizon due to the worse
foreign and domestic economic
outlook and narrower interest rate
differential.

11



Inflation Pressures
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 Growth in total costs will initially

surge temporarily on the back of a
weaker exchange rate, but will later
slow sharply due to subdued domestic
Inflationary pressures. The resumption
of GDP growth in the second half of
this year will lead to a recovering
contribution of the domestic economy.

Growth in domestic costs will initially
almost come to a halt due to the freeze
of the economy, and then gradually
return to Its steady-state level.

A fall In domestic demand is reflected
In a decline in the contribution of the
price of capital, which is only partially
offset by continued wage growth and
a significant decline in labour
efficiency linked with the limited
usability of employees. 15



Headline Inflation Forecast
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Headline inflation will fall below the
upper boundary of the tolerance band
INn Q2 and it will continue to slow In the
remainder of this year.

This will be due to all its components
except food prices, whose growth will
temporarily rise in Q2.

Inflation will temporarily drop slightly
below 2% at the start of 2021, despite
an easing of the monetary conditions
In both the exchange rate and interest
rate components.

It will then Increase slightly and return
close to the target in 2021.

13



Headline and Monetary Policy-Relevant Inflation Bzt
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Core Inflation and Food Prices
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Core inflation will slow considerably on
account of declining domestic price
pressures. In addition to the expected
price decline in services, this will be due
to the gradually worsening labour market
situation.

Food price inflation will reflect strong
consumer demand and higher costs amid
lower supply of some items in the near
future and not decrease until late 2020
and early 2021.

The recent high growth in administered

prices will slow further this year. This will
be due mainly to a gradual decline in the
currently high growth in electricity prices

and a decrease In heat prices.

Domestic fuel prices will also fall
significantly due to the collapse of global
oll prices. 15
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Consistent with the forecast Is a
further decline in domestic market
Interest rates in Q2.

This decline Iin rates Is a continuation
of the sharp drop recorded at the end
of March and reflects the effects of
government quarantine measures in
the domestic economy as well as the
significantly worse external outlook.

However, the decline in rates will be
slowed by the recent sharp weakening
of the koruna, which Is contributing to
an easing of the overall monetary
conditions.

Rates will then remain broadly stable
over the rest of the forecast horizon.

16
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Comparison with Previous Forecast
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Current economic situation is dominated

by strong global and domestic reaction to
the coronavirus pandemic, unforeseen

by the previous forecast.

Freeze of economic activity in the
domestic economy as well as abroad
leads to a sharp drop in GDP In this yeatrr,
while a moderate growth was predicted.

Drop in foreignh demand and increase In
overall uncertainty leads to a notably
weaker CZK/EUR exchange rate.

Deterioration in labour market iIs reflected
In slower wage growth.

Weaker overall cost pressures are
reflected in lower inflation this year.
However, monetary policy reaction
together with endogenous exchange rate
depreciation will ensure the return of
inflation to the 2% target in 2021. 18



Comparison: Interest Rate Forecast
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The new forecast contains a dramatically
lower path of domestic interest rates due
to the economic impacts of the pandemic.

The contribution of the worse external
demand outlook is the dominant factor
fostering lower market interest rates.

The contribution of the short-term inflation
outlook and the effect of the sharp reduction
In interest rates at the end of Q1 (MP shock)
foster slightly lower interest rates, too.

Expert adjustments act overall towards
higher rates this year, mainly due to a
significant decrease in labour efficiency. The
expert adjustments reflecting the sharp
contraction of the Czech economy and the
cooling of the labour market this year will
persist In negative territory in the next yeatr.

19
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Scenario of prolonged pandemic — assumptions ML

 The longer-lasting pandemic scenario assumes that the pandemic recedes more slowly and has longer-
lasting negative impacts abroad.

* In this scenario, the government restrictions in Germany and Slovakia will be extended by two to three
weeks.

 The scenario therefore assumes a slower return of economic activity in the effective euro area to
growth.

* Alonger-lasting pandemic will also worsen consumer confidence and business sentiment compared
with the baseline scenario.

« The domestic government restrictions are extended by about one month relative to the baseline
scenario.

e EXcept for tourism-related measures, the restrictions should be fully lifted by the end of the summer
holidays.

 The longer-lasting measures will lead to a larger decline in economic activity and a greater
deterioration in the labour market situation than in the baseline scenario.

o This will be accompanied by a longer-lasting deterioration in both household and business sentiment.

21



Scenario of prolonged pandemic — external environment  Bgg,
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e Due to the worse economic growth

and demand outlooks, the olil price Is
lower than in the forecast. This will be
reflected in a sharper fall in the energy
component of the PPI. The recovery of
the core component of the PPI will
also be slower than in the baseline
scenario due to more subdued
demand pressures.

In addition to the already announced
measures, the ECB will respond to the
worse economic growth outlook for the
euro area by broadening and
prolonging Iits asset purchases under
the PEPP. The ECB’s response will be
reflected in the shadow 3M EURIBOR
rate, which will be lower than in the
baseline scenario over the entire

forecast horizon. .,



Scenario of prolonged pandemic — domestic economy  SBag,
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* Alonger-lasting pandemic will be

reflected In a deeper economic
decline and greater cooling of the
labour market, especially in this year.

Inflation will be lower due to the lower
wage growth and weaker domestic
price pressures despite a weaker
koruna, which will improve Czech
exporters’ price competitiveness and
thus partly neutralise the impacts of
the lower external demand on the
domestic economy.

Compared with the baseline scenario,
the longer-lasting pandemic scenario
requires greater monetary policy
easing In the interest rate component.
This will foster a return of inflation
close to the 2% target from below over
the monetary policy horizon. 23
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Scenario with 2nd wave of pandemic — assumptions ML

The pandemic resurgence scenario expects the first wave of the pandemic to recede more gradually and a
second wave to emerge in late 2020.

Government quarantine measures abroad will be reintroduced for about two months, but on a much
smaller scale than during the first wave.

The longer period of uncertainty and the resurgence of the epidemic will be gradually reflected in a
structural change in the global economic environment, leading to a drop Iin potential output growth. This
deglobalisation trend will foster lower growth in economic activity and, conversely, higher inflation.

The negative impacts will fade only very gradually due to stronger increase in uncertainty and more
sustained worse household and business sentiment.

The domestic quarantine measures will be renewed from October until Christmas. Assumptions
regarding the first wave of the pandemic are the same as in the prolonged pandemic scenario.

The second wave of closures and restrictions Is smaller in both scale and duration than the first one, as
all entities are better prepared and react more effectively.

The resurgence of the pandemic, coupled with the worse external outlook, has an even more adverse
Impact on the entire domestic economy, including the labour market, than in the previous scenarios.

On the fiscal policy side, supportive expenditure measures are introduced, though to a lesser extent than
during the first wave due to the risk of high deficits and rapidly rising debit. 25



Scenario with 2nd wave of pandemic — external environ.  Bag,
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The GDP drop in the pandemic
resurgence scenario Is so large that
some supplier relationships will break
down irreversibly, resulting in upward
pressure on selected product prices.

The core component of the PPI thus
follows roughly the same path this year
as In the previous two scenarios.

The oil price will respond to the deeper
economic contraction with a larger fall. As
a result, the energy component of the
PPl will be affected more significantly.

In this scenario, the ECB makes unlimited
asset purchases but keeps the deposit
rate unchanged. The 3M EURIBOR
shadow rate thus falls much more
deeply below zero compared to the

previous two scenarios.
26



Scenario with 2nd wave of pandemic — domestic econ.  “Bag,
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Foreign Outlook: Scenario comparison

Baseline scenario

Prolonged pandemic scenario
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Scenario with 2nd wave of pandemic

Assumed duration of
government restrictions

1Q 2020: 2to 4 weeks

2Q 2020: 6 to 10 weeks

1Q 2020: 2 to 4 weeks

2Q 2020: 10 weeks

SK(+3 weeks) DE(+2 weeks)

1Q 2020: 2to 4 weeks
2Q 2020: 10 weeks

4Q 2020: 2 weeks in all countries

GDP growth (y/y, in %) 2020 2021 2020 2021 2020 2021
DE -6.0 4.2 -7.6 3.5 -10.1 -1.3
SK -6.2 4.1 -9.0 2.8 -11.4 -1.7
FR -7.7 4.7 -9.3 3.5 -11.7 -1.2
1T -12.6 5.1 -15.0 2.8 -18.8 -5.6
ES -10.9 5.0 -12.0 3.4 -15.9 -4.2

Effective EA -6.9 4.4 -8.7 3.4 -11.4 -1.8

GDP returns Q3 2022 Q3 2024 beyond 2026

to the level of 4Q 2019

Output gap (4Q 2021) -1.60% -3.80% -9.60%

Fiscal measures (in % of GDP) 2020 2021
DE 3.0 0 in the same extent in the same extent
SK 1.2 0 as in the baseline scenario as in the baseline scenario
FR 1.7 0
1T 1.1 0
ES 1.3 0

ECB monetary policy

announced measures 970 bn EUR 970 bn EUR .

N unlimited purchases of ECB
additional measures 1177 bn EUR 1575 bn EUR




Foreign Outlook: Comparison

GDP - effective euro area (yly, in %)
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PPI In Effective Euro Area: Decomposition

80
70
60
50
40
30
20

Brent oil price (USD/b)

116

17

118
New forecast

119 1120 1121
Previous forecast

PPI - effective euro area, decomposition (y/y, in %)

116

17

118

Core component

119 1120 121
B Energy component

CNB CZECH

NATIONAL BANK

32



PPI in Effective Euro Area: Decomposition B,
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PPI in Effective Euro Area: Decomposition B,

PPI - effective euro area, decomposition (g/q, in %, ann.)
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Fiscal Policy B,

I
Fiscal development in the Czech Republic
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2016 2017 2018 2019 2020 2021
B Government budget balance Real government consumption (y/y, in %)

B Structural balance (disaggr. method)

Fiscal impulse (contributions to GDP growth in percentage points)
2018 | 2019 | 2020 | 2021

actual [forecast [forecast [forecast
Fiscal impulse 0.8 0.5 1.1 -0.8
of which impact through:

Private consumption 0.4 0.4 1.2 -1.0
Private investment 0.0 0.0 0.0 0.1
Government investment, domestic 0.3 0.1 -0.1 0.0

Government investment, EU funded 0.2 0.0 0.0 0.1
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Aggregate Demand SN

Household consumption (yfy, in %) Investment (y/y, in %)
10 15
10
S 5
0
0
5
5 -10
A5
-10 -20
16 147 118 119 120 121 16 147 118 1119 120 121
Export (yly, in %) Import (y/y, in %)
40 40
30 30
20 20
10 10
0 0 S
10 10
20 20
30 30
40 40
16 147 118 119 120 121 16 147 118 1119 120 121
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Structure of Inflation MNB e,

Structure of inflation (in p. p.)

116 4 7 10 117 4 7 10 118 4 7 10 119 4 7 10 1/20
Bl Administered prices change Fuel prices

B Core inflation I Indirect taxes in non-administered prices

Food prices (including alcohol and tobacco)

Core inflation and its components (in %)

L

O =~ N W B O

-1 | | | | | | | | | | | | | | | | |
1/16 4 7 10 117 4 7 10 1/18 4 7 10 1/19 4 7 10 1/20
Core inflation - Price of nontradables Price of tradables
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Comparison with Previous Forecast

Impacts of indirect tax changes (in percentage points of CPl)
0.5

0.4
0.3 \

0.2

0.1 l
— )

0.0 | - '

-0.1
1/16 117 1/18 1719 1/20 1/21

= First-round impact Second-round impact

Impacts of indirect tax changes (in percentage points of CPl)
0.7

0.6
0.5
0.4
0.3
0.2

S EERRNNNNY
0.0 T

-0'1 | | | | | |
1/16 1117 1/18 1/19 1/20 1/21

B First-round impact B Second-round impact

CNB CZECH

NATIONAL BANK
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Administered Prices: Comparison B,

Growth of administered prices (y/y, in %)

6
S
4
3
2
1
1
116 M7 18 19 1120 121
New forecast Previous forecast
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| abour Market

Full time equivalent employees growth (y/y, in %, s. a.)

-5 | | | | | |
/16 /17 /18 /19 1120 /21
Hours worked per employee I Employees
Average nominal wages (y/y, in %, s. a.)
4
2
0
8
6
4
2
0
-2
-4 | | | | | |
/16 /17 /18 /19 /20 1121

Total - Market sectors Non-market sectors

CNB CZECH

NATIONAL BANK
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Wages in Market Sectors: Comparison SN

Nominal wage growth in market sector (y/y, in %, s. a.)

19

10

0 = ———— —-1'

10
116 17 /18 119 1120 /21

New forecast Previous forecast
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Unemployment Rate: Comparison Bzt

General unemployment rate, ILO (%, s. a.)

5.5 I 2.0
5.0 1.5
4.5 1.0
4.0 0.5
3.5 ——.7I 0.0
3.0 -0.5
2.5 -1.0
2.0 -1.5
1.5 | | | | | | 2.0
/16 /17 /18 /19 /20 /21
New forecast Previous forecast
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Exchange Rate: Comparison B,

CZK/EUR
28.0 2.5

275 2.0
27.0 r 15
26.5 1.0
26.0 0.5
255 0.0
25.0 05
116 17 118 19 1120 1121
New forecast Previous forecast
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Interest Rate: Comparison B,

3M PRIBOR (%, p. a.)
3.0

2.5
2.0
1.5
1.0
0.5
0.0
/16 /17 /18 /19 /20 /21

New forecast Previous forecast
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