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Koruna unlikely to weaken further, despite faster CNB cuts due to lower inflation
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Given the lower January figure, we have revised our inflation estimate for this year from 2.7%
to0 2.1%. Both headline and core inflation are likely to remain within the CNB’s tolerance band
for the rest of the year. Given that fact, combined with the weak economy, we expect the CNB
to cut rates at a faster pace. We forecast 75bp cuts in both March and May and a repo rate of
3.5% by the end of the year. Shorter-maturity market rates should continue to fall, while we
do not see similar scope for longer maturities. The weakening of the koruna against the euro
over the past six months has largely been due to the narrowing of the interest rate differential,
but we do not expect this to continue. In contrast, the koruna could strengthen slightly by
end-2024, supported by a recovery in domestic and external demand and a weakening of the
US dollar.

Low January inflation favours faster CNB cuts

Recently published consumer price data showed a surprisingly rapid decline in inflation
in January. Headline inflation fell to 2.3% yoy and core inflation to 2.9% yoy. The CNB had
expected 3.0% yoy and 3.8% yoy respectively. We have analysed the January inflation data in
more detail here: https//bit.ly/CPI Jan24 EN. The January figure is traditionally the one that

largely determines the inflation rate for the year as a whole, especially in a period of stable price
developments without major economic shocks. After previous turbulent years, this could be the
case in 2024. As aresult of weaker inflation print in January, we thus lower our estimate for the
year as a whole. While we originally estimated that inflation would average 2.7% in 2024, we
now expect it to be 2.1%. For most of the year, we expect inflation to be around or even slightly
below 2% yoy. Towards the end of the year, we then expect a temporary acceleration to 2.5%
yoy due to the lower comparison base. Core inflation should remain slightly above 2% yoy
throughout 2024. On average, we forecast it to reach 2.3%, although we expect demand
pressures to gradually recover as household consumption picks up. January’s data showed
a marked slowdown in core price dynamics, which were broadly unchanged mom. At the end
of last year, however, the momentum of core inflation had been rising.

Headline and core inflation likely to remain within the CNB’s Further regulated price increases should be offset by a slight
tolerance band until the end of the year (%, yoy) decline in food prices this year (%, yoy)
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The Czech National Bank should start cutting interest rates more quickly. Uncertainty about
January’s inflation figure has so far been the bank’s main justification for its cautious approach to
rate cuts. While some uncertainty remains, it is certainly less than before the release of the January
inflation figure. Nevertheless, both headline and core inflation are likely to remain within the CNB’s
tolerance band for therest of the year. Combined with the weak economy, the current level of interest
rates is therefore oo restrictive. This is underlined by the traditional lag of monetary policy effects,
which the central bank estimates at 12-18 months. We thus expect 75bp cuts at the March and May
mesetings, following the 50bp cut in February. We then expect -50bp in June, positioning the repo
rate at just above 4% by mid-year. This would significantly reduce the current mismatch between
economic data and monetary policy. We expect rate cuts of 25bp in August, September and
November, and no change in December, bringing the repo rate to 3.5% by the end of the year. We
expect further rate cuts of 25bp in February and March next year, when the repo rate should reach
the policy-neutral level of 3%. Given that the CNB board has indicated that it considers the policy-
neutral level to be slightly higher than the currently used 3%, it is possible that all rate cuts will
eventually take place this year. However, we see the risks to our forecast as skewed towards a more
gradual pace of rate cuts, given the board’s desire to remain cautious despite favourable price

developments. Moreover, the pace of rate cuts is likely to depend on the development of the Czech
koruna.

As a result of lower inflation in January, we now expect the repo We expect 75bp cuts in the repo rate at the March and May

rate to fall faster, to 3.5% by the end of the year (%) meetings (changes in bp)
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Shorter term market rates could fall further

Both the Fed and the ECB will start to cut interest rates this year. Given the surprisingly
positive US economic data in recent weeks, we no longer expect a US recession this year.
As aresult, we expect the Fed to cut its key rate by "only" 75bp this year, from the current
5.25%-550% to 4.50%-4.75% by the end of the year. For the ECB, our baseline scenario is for
a 50bp cut in the deposit rate to 3.5% this year. However, given the ongoing weakness of the
German economy, which is likely to have contracted for the second consecutive quarter
in 1Q24, and market expectations (-100bp by the end of the year), the risk is skewed towards
more significant monetary easing in the eurozone.

22 February 2024 | 2



= KB

IRS forecast (%)

Economic & Strategy Research Special Report

Expected CNB key interest rate path as of 21 February 2024 (%)
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The shorter end of the CZK market interest rate curve has fallen sharply over the past
month. This reflects an increase in the pace of the CNB’s rate cut at the February meeting
(to 50bp) and also the stronger-than-expected fall in inflation to 2.3% yoy in January. In our
January forecast, we expected the repo rate to fall to 4% by the end of the year. However, we
now believe that the decline will be more pronounced. Nevertheless, we do not expect the CNB
repo rate to reach the 3% priced in by the financial markets this year, but rather to end the year
at 3.5%. The scope for a further decline in longer swap rates from current levels is likely to be
limited in our view.

CZK IRS outlook (end of period, %)

1Q24f 2Q24f 3Q24f 4Q24f
2y 3.80 3.45 3.10 2.80
Sy 3.35 3.15 3.05 2.95
10y 3.50 3.45 340 3.35

Source: Economic & Strategy Research, Komer&nibanka

Economic recovery and weakening USD could support CZK

The inflationary impact of the weaker koruna is likely to make the CNB more cautious in
cutting interest rates. Although the observed broad-based easing of inflationary pressures in
January inflation would justify a rapid and significant easing of monetary policy, we believe that
the CNB will again adopt a more cautious approach, partly because of the koruna exchange
rate. The quarter-on-quarter decline in foreign producer prices came to a halt in 4Q23, which,
together with the continued weakening of the spot exchange rate at the beginning of the year,
created inflationary pressure from rising import prices. At the same time, CNB board members
have frequently mentioned the upside risks of a weaker koruna in their recent statements.
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...which is pushing up import prices

28

26

24

22

20

10.0

7.5

5.0

- 2.5
et
-2.5

-5.0
-7.5

Source: Bloomberg, Economic and Strategy Research, Komerénibanka

20

T T T [
21 22 23 24

17 18 19 20 21 22 23

= |mport prices (%, qoq, SA) PPl in eurozone (%, qoq, SA)

USD/CZK === EUR/CZK W EUR/CZK (%, qoq)

Source: GZSO0, Eurostat, Bloomberg, CNB, Economic and Strategy Research, Komerénibanka

The koruna is weaker than expected in our January forecast and compared with the CNB’s
forecast. The narrowing interest rate differential has been an important factor in the recent
depreciation. This is related to the observed easing of inflationary pressures and the return of
annual inflation to close to the 2% target in January, which triggered an increase in financial
market bets on a faster easing of domestic monetary policy. At the same time, we do not expect
a further significant reduction of the differential, as the CNB'’s future actions, as priced in by the
market, are broadly in line with our outlook. We had estimated the equilibrium exchange rate,
given the economic fundamentals, at EURCZK 25.0 for 4Q24. In our view, this year's
depreciation has thus more than compensated for the previous overvaluation of the koruna.

The weakening of the koruna in the last six months follows the Fundamentally, we believe that the koruna is no longer overvalued
narrowing of the interest rate differential
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Note: The estimated equilibrium exchange rate is based on a model of the economy’s internal (output gap)
and external (net export-to-GDP gap) equilibrium.

The scope for further weakening of the krona against the euro may soon be exhausted.
As we write above, the interest rate differential is unlikely to narrow much further. In addition,
we expect both the domestic economy and external demand to recover this year. In general,
emerging market currencies should also benefit from global developments in foreign exchange
markets associated with the weakening of the US dollar. A possible increase in the volume of
CNB'’s FX reserve sales, which has been below €300m per month since August, could also play
a stabilising role. The stock of CNB'’s foreign exchange reserves stood at €133.9bn at the end
of January this year. Relative to the size of the economy, foreign exchange reserves amount to
more than 40% of annual GDP and remain among the largest in the world. All in all, the koruna
could strengthen slightly below EURCZK 25.0 by the end of the year.
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Koruna exchange rate forecast (end of period)

1Q24f 2Q24f 3Q24f 4Q24f
EUR/CZK 25.40 25.20 25.00 24.90
USD/CZK 23.10 22.30 21.55 21.45
EURUSD 1.10 1.13 1.16 1.16
Source: Economic and Strategy Research, Komer¢nibanka, SG Cross Asset Research
The CNB has significant foreign exchange reserves Expected EUR/CZK path, Bloomberg consensus
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Disclaimer

The information herein is not intended to be an offer to buy or sell, or a solicitation of an offer to buy or sell any securities. All information and opinions
have been obtained from or are based on sources believed to be reliable, but their completeness and accuracy are not guaranteed by Komeréni banka,
a.s., even though Komeréni banka, a.s. believes them to be fair and not misleading or deceptive. The views of Komeréni banka, a.s. reflected in this
document may change without notice.

Komerénibanka, a.s. and its affiliated companies may from time to time deal in, profit from the trading of, hold or act as market makers of securities, or
act as advisers, brokers or bankers in relation to securities or derivatives thereof emitted by persons, firms or entities mentioned in this document.

Employees of Komeréni banka, a.s. and its affiliated companies, or individuals connected to them may from time to time have a position in or be holding
any of the investments or related derivatives mentioned in this document. The authors of this document are not authorized to acquire the investment
instruments mentioned in this document. This does not apply to cases when inrormation mentioned in this document represents dissemination of an
investment recommendation earlier produced by third parties according to Chapter Il of regulation (EU)2016/958. Komercnibanka, a.s. and its affiliated
companies are under no obligation to provide any services to their clients on the basis of this document.

Komer&ni banka, a.s. does not accept any liability whatsoever arising from the use of the material or information contained herein beyond what is
required by law. This research document is primarily intended for professional and qualified investors. Should a private customer obtain a copy of this
report, they should notbase their investment decisions solely on the basis of this document and should seek independent financial advice. The investors
must make their own informed decisions regarding the appropriateness of their investments because the securities discussed in this report may not be
suitable for all investors.

The performance attained by investment instruments in the past may not under any circumstance serve as an guarantee of future performance. The
estimates of future performance are based on assumptions that may not be realized. Investment instruments and investments are connected with
different investment risks, the value of any investment can rise and fall and there is no guarantee for the return of the initial invested amount. Investment
instruments denominated in foreign currencies are also subject to fluctuations caused by changes in exchange rates, which can have both positive and
negative influences particularly on the prices of the investment instrument and consequently on the investment return.

This publication is issued by Komeréni banka, a.s. which is a bank/stockbroker according to the applicable legislation and thus regulated by the Czech
National Bank. Komer&ni banka, a.s. applies various measures to prevent conflict of interests in the process of creating this document and other
investment recommendations, such as the implementation of an appropriate internal separation including information barriers between different
departments of Komer&ni banka, a.s. in compliance with the requirements imposed by applicable regulation. The employees of Komeréni banka, a.s.
proceed in accordance with the internal regulations governing conflict of interest.

The evaluation of employees creating this document is never by any means tied with the volume or profit of the trades with instruments mentioned in
this document done by Komer&ni banka, a.s., or the trades of Komeréni banka, a.s. with the issuers of such instruments. However, the evaluation of
the authors of this document is linked to the profits of Komerénibanka, a.s. which also partially include the results of trading with investment instruments.

Information mentioned in this document are intended for the public and the document before its publication is not available to persons not involved in
the creation of this document. As per our practice, the issuers do not receive a copy of research reports prior to their publication. Each author of this
research report hereby states that () the views expressed in the research report accurately reflect his or her personal views about any and all of the
securities or issuers at stake.

This document and its contents is not designed for persons with permanent residence or seat in the United States of America and to persons who are
deemed as “U.S. persons”, as defined in Regulation S under the US Securities Act of 1933, as amended.

This document is not an investment recommendation according to Regulation (EU) No 596/2014 of the European Parliament and of the Council on
market abuse and does not constitute investment advisory according to Act no 256/2004 Coll., on Capital market undertakings as amended.

Please refer to our website http:\\www.trading.kb.cz for more details.
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