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CZK appreciation to persist – main risk from speculative capital
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CZK key rate outlook
1.2

With the CNB ending its FX-regime on 6 April 2017, the koruna witnessed an
appreciation trend of roughly 3.7% against the euro until July. This appreciation
was predominantly driven by a mere normalization from artificially weakened
koruna levels. Following this appreciation from EUR/CZK 27.0 (the FX regime intervention level) to roughly 26.0 in July, the koruna has seen a rather sideways
movement during August, but noteworthy setbacks were also not observable. It
has to be kept in mind that EUR/CZK stood at roughly 25.8 before the FX regime
introduction with the Czech Republic outpacing the growth in the Euro area during the FX regime late 2013 to early 2017 (i.e. positive growth differential versus euro area). This would indicate additional CZK appreciation potential as the
koruna is projected to be fundamentally undervalued.

Forecast
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With the initial normalizing impact of the CZK seemingly fading (with the movement from 27 to 26 against the euro) we would now expect the fundamental view
to gain more relevance for further CZK appreciation:
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In the timeframe from November 2013 to April 2017 the Czech Central Bank
(CNB) used its currency as a monetary tool to fight deflationary fears, introducing an FX regime that initially caused EUR/CZK depreciation from 25.8 to above
27.0. During this FX regime increasing (non-resident) speculative capital inflows
were observed, betting on CZK appreciation after the regime abandoning. In
March 2017 alone the CNB was forced to intervene with more than EUR 20 bn
(buying EUR against CZK) to defend its currency regime; altogether the CNB increased its FX reserves by roughly EUR 90 bn in its sucessful attempt to prevent
CZK appreciation.

From the economic side CZK should remain well supported with GDP figures
showing 2.5% qoq and 4.7% yoy growth for the second quarter 2017, thereby surpassing all previous market estimates. This strong economic picture is expected to remain throughout Q4 2017 with our estimate for full-year GDP growth
likely getting a significant upward revision. Fitch recently responded with a rating outlook upgrade for the Czech Republic given the strong fundamental developments. For 2018 we would currently only expect a minor GDP slowdown compared to 2017, still remaining at a level that would outperform the euro area.
At the same time consumer price inflation has likewise seen a pick-up to 2.5%
yoy in August.
The CNB thereby seems to follow a rather hawkish strategy, ending the FX regime
basically at the earliest data following the so called “hard commitment” and being the first European central bank to raise interest rates in July. Given this approach by the CNB we would estimate one more 25bp rate hike in Q4 2017
and two more 25bp rate hikes in 2018 (Q1 and Q3) – well before the ECB.
Thus, albeit we are talking about a mini hiking cycle, this should likewise support
ongoing CZK appreciation throughout 2018.

Please note the risk notifications and explanations at the end of this document
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But despite this expectation of overall CZK appreciation over the coming months,
we could be in for short-term setbacks. With the maturing of CZK denominated
bonds and bills in September (roughly CZK 200 bn) – amidst zero T-bill supply in
September – some foreign investors could decide not to reinvest in Czech bonds.
According to latest MinFin data (as of end-July) foreign investors are holding
around 45% of CZK den. government bonds due to the large inflow of speculative capital, with the level not decreasing since CZKexit (see chart 1 on page 1).
This brings us to one relevant unknown going forward, however, the future dynamics of the high stock of speculative money in the system. Whereas up until
now most investors remained reluctant to take (FX) profits, likely given the expectation of additional CZK strengthening over the coming months, any larger scale
withdrawal could cause significant setbacks. To put it into perspective, estimated
real yearly FX demand of the economy with a C/A surplus of about EUR 2 bn has
to be compared with the speculative capital outflow of EUR 50-65 bn.
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On the one side any stronger CZK setback due to the pulling out of speculative
capital would likely have repercussions via CNB response (faster rate hikes) and
a weaker CZK would again attract investors in the hope for FX gains given the
fundamental undervaluation. On the other side the extreme high stock of speculative capital bears significant risks especially when markets regard the CZK appreciation potential as exhausted (in our view below 25.0). In combination with
a global change in risk perception this could lead to a more pronounced setback
in CZK. That said the high level of speculative capital remains the main source
of uncertainty in our view.
Regarding the upcoming legislative elections on 20-21 October we, on the other
hand, would not expect too much effect on CZK from this side. The opinion polls
suggest the populist ANO party is the leader (preferred by 27% voters) followed
by CSSD (15%). Currently, these two parties form a coalition. However due to
different topics the remaining parties take distance from ANO. Thus, depending
on the outcome, difficulty of forming a coalition might create a phase of political
uncertainty that could have minor negative implications for the koruna.
Bottom line:
The CZK is currently still fundamentally undervalued despite the already seen appreciation following the FX regime abandoning. Then again the initial stronger
appreciation following the abandoning seems to have stalled somewhat in the
past two months. This could indicate that for the coming months fundamental factors will more and more take over as main drivers for appreciation. Thereby the
supportive economic conditions and the hawkish approach of the CNB should
contribute to ongoing appreciation. In our view the biggest risk for more pronounced CZK setbacks is currently stemming from the still very high stock of speculative foreign capital. This, however, should only happen once appreciation expectations are diminishing, a point that could be reached at more neutral EUR/
CZK levels of 25.0. Until then setbacks could occur from time to time, but these
should be short-lived. Our main scenario remains ongoing CZK appreciation versus the euro towards a fundamentally neutral level near 25.0 until end 2018.
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Warnings
 Figures on performance refer to the past. Past performance is not a reliable indicator for future results and the development of a financial instrument, a financial index or a securities service. This is particularly true in cases when the financial instrument, financial index or securities service has been offered for less than 12 months. In particular, this very short
comparison period is not a reliable indicator for future results.
 Performance of a financial instrument, a financial index or a securities service is reduced by commissions, fees and other
charges, which depend on the individual circumstances of the investor.
 The return on an investment in a financial instrument, a financial or securities service can rise or fall due to exchange
rate fluctuations.
 Forecasts of future performance are based purely on estimates and assumptions. Actual future performance may deviate from the forecast. Consequently, forecasts are not a reliable indicator for future results and the development of a financial instrument, a financial index or a securities service.
Any information and recommendations designated as such in this publication which are contributed by analysts from RBI’s
subsidiary banks or from Raiffeisen Centrobank (“RCB”) are disseminated unaltered under RBI’s responsibility.
A description of the concepts and methods used in the preparation of financial analyses is available under:
www.raiffeisenresearch.com/concept_and_methods
Detailed information on sensitivity analyses (procedure for checking the stability of potential assumptions made in the context of financial analyses) is available under: www.raiffeisenresearch.com/sensitivity_analysis
Disclosure
of
circumstances
and
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www.raiffeisenresearch.com/disclosuresobjectivity
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RBI:

The distribution of all recommendations relating to the 12 months prior to the publications date (column A), as well as
the distribution of recommendations in the context of which services of investment firms set out in Sections A (investment
services and activities) and B (ancillary services) of Annex I of Directive 2014/65/EU of the European Parliament and of
the Council (“special services”) have been provided in the past 12 months (column B).
Investment recommendation

Column A
Basis: All recommendations for all financial instruments
(last 12 months)

Column B
Basis: Recommendations for financial instruments of all issuers,
for which special services were rendered in the last 12 months

Buy recommendations

38.6%

41.2%

Hold recommendations

42.0%

35.3%

Sell recommendations

19.4%

23.5%

Detailed information on recommendations concerning financial instruments or issuers disseminated during a period of 12 month
prior to this publication (acc. to Art. 4 (1) i) Commission Delegated Regulation (EU) 2016/958 of 9.3.2016) is available under:
https://raiffeisenresearch.com/web/rbi-research-portal/recommendation_history
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national responsible authorities (Council Regulation (EU) No 1024/2013 - SSM Regulation). Unless set out herein explicitly otherwise, references to legal norms refer to
norms enacted by the Republic of Austria.
This document is for information purposes and may not be reproduced or distributed to other persons without RBI’s permission. This document constitutes neither a solicitation of an offer nor a prospectus in the sense of the Austrian Capital Market Act (Kapitalmarktgesetz) or the Austrian Stock Exchange Act (Börsegesetz) or any other comparable foreign law. An investment decision in respect of a financial instrument, a financial product or an investment (all hereinafter “product”) must be made on the basis
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Unless otherwise expressly stated in this publication, RBI deems all of the information to be reliable, but does not make any assurances regarding its accuracy and completeness.
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authorised by the Austrian Financial Market Authority and subject to limited regulation by the Financial Conduct Authority (“FCA”). Details about the extent of its regulation by the FCA are available on request. This publication is not intended for investors who are Retail Customers within the meaning of the FCA rules and shall therefore
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investments. RBI may have affected an Own Account Transaction within the meaning of FCA rules in any investment mentioned herein or related investments and/or may
have a position or holding in such investments as a result. RBI may have been, or might be, acting as a manager or co-manager of a public offering of any securities mentioned in this report or in any related security.
SPECIFIC RESTRICTIONS FOR THE UNITED STATES OF AMERICA AND CANADA: This document may not be transmitted to, or distributed within, the United States of
America or Canada or their respective territories or possessions, nor may it be distributed to any U.S. person or any person resident in Canada, unless it is provided directly through RB International Markets (USA) LLC (“RBIM”), a U.S. registered broker-dealer, and subject to the terms set forth below.
SPECIFIC INFORMATION FOR THE UNITED STATES OF AMERICA AND CANADA: This research document is intended only for institutional investors and is not subject to
all of the independence and disclosure standards that may be applicable to research documents prepared for retail investors. This report was provided to you by RB International Markets (USA) LLC (RBIM), a U.S. registered broker-dealer, but was prepared by our non-U.S. affiliate Raiffeisen Bank International AG (RBI). Any order for the
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EU REGULATION NO 833/2014 CONCERNING RESTRICTIVE MEASURES IN VIEW OF RUSSIA’S ACTIONS DESTABILISING THE SITUATION IN UKRAINE
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no 833/2014 concerning restrictive measures in view of Russia’s actions destabilising the situation in Ukraine, as amended from time to time. No opinion is given with
respect to such prohibited financial instruments.
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