{

Czech Country,

: July 2074

a

Lalt . BEEE

Back to convergence

# M. Recession overcome, balanced growth ahead
R 0
" B Inflation to slowly pick-up
m
| @ FX intervention regime to stay until H2 2015 .

== B Stock market dominated by financial equities

x Raiffeisen
RESEARCH




x Raiffeisen
RESEARCH

. .
Highlights: Back to convergence 3
ore o . .
Politics, real economy, fiscal policy and public debt 4
. o
Focus on: Current recovery of the Czech economy from a regional perspective 5
o
Focus on: Inflation - where are you? 6
. . o
Monetary policy and inflation 7
Exchange rate, BoP, external debt 8
o
Banking sector 9
.
Sovereign debt market 10
Stock market 12
o

Comparison tables and forecasts 14
Acknowledgements 15
Explanation: Economic abbreviations Equity related
e ... estimate %-chg Percentage change DY Dividend yield
f... forecast (not in percentage points) EG Earnings growth
p ... preliminary figures avg average TG Long term (earnings) growth

bp basis points P/E Price earnings ratio
Abbreviations C/A Current Account
Currencies and Countries CPI Consumer Price Index
ALL Albanian lek FDI Foreign Direct Investments RS Recommendation suspended
BAM Bosnian marka FX Foreign Exchange UR Under Revision
BGN Bulgarian lev FY Full year
BYR Belarusian roubel GDP Gross Domestic Product Euro area Austria, Belgium, Cyprus, Estonia, Finland, France,
CZK Czech koruna LCcY Local Currency Germany, Greece, Ireland, Italy, Luxembourg, Malfa,
EKK Estonian kroon mmav month moving average Netherlands, Portugal, Slovenia, Slovakia, Spain
HUF Hungarian forint mom month on month CE Central European countries - Poland, Hungary, Czech
HRK Croatian kuna pp percentage points Republic, Slovakia, Slovenia
ITL Lithuanian litas PPI Producer Price Index SEE South East European countries - Albania, Bosnia and
LvL Latvian lats qoq quarter on quarter Herzegovina, Bulgaria, Croatia, Romania, Serbia
PLN Polish zloty T/B Trade Balance CIs European CIS (Commonwealth of Independent States)
RON Romanian leu uLC Unit Labour Costs countries - Russia, Ukraine, Belarus
RSD Serbian dinar yoy year on year CEE Central and Eastern Europe (CE + SEE + CIS)
RUB Russian rouble yid yearto-date
SIT Slovenian tolar
SKK Slovak koruna Stock Exchange Indices
TRY Turkish lira BELEX15 Serbian stock index
UAH Ukrainian hryvnia BET Romanian stock index

BUX Hungarian stock index

CROBEX10 Croatian stock index

PX Czech stock index

MICEX Russian stock index

SASX-10 Bosnian stock index

WIG 20 Polish stock index
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Highlights - Back to convergence

Up until Q1 2013 the Czech economy was caught up in a prolonged recession.
A restrictive fiscal policy stance, as well as sluggish external demand, contributed
to this development. As the economic situation in the euro area improved, how-
ever, the small and open Czech economy regained strength, driven by both ex-
ternal and internal demand. Nowadays internal demand also profits from a more
supportive fiscal policy stance. Most recent GDP data indicate a return towards
decent and balanced growth. Going forward the Czech economy is projected
to outgrow the euro area by one percentage point annually, underlining the re-
maining convergence potential of the Czech economy. The solid growth outlook
is supported by an overall low degree of leverage in the public and private sector
(i.e. there is no debt overhang compared to some euro area economies). But the
growth rates seen before the crisis with an average outperformance of the euro
area by some 3 percentage points will remain a thing of the past.

At the same time the political situation, often a source of ambiguity in the past,
seems to have stabilised somewhat with the current government. But this political
stability comes more from a lack of alternatives within the political spectrum. Nev-
ertheless, similar to the past where markets have only shown limited reaction to
politics, currently other topics are at the centre of inferest. One of these main top-
ics not only in the Czech Republic, but throughout the CE region, is the absence
of inflationary pressure. Faced with sluggish growth and the threat of a deflation-
ary scenario, the Czech Central Bank (CNB) opted for a use of unconventional
monetary policy tools in November 2013: the implementation of an FX interven-
tion level. Interest rates, the standard conventional monetary policy tool, had al-
ready been lowered towards technical zero (0.05%) before and therefore the
next available monetary policy tool was the exchange rate. Ever since this step
was taken, market participants have been speculating on the duration of this pol-
icy. The CPI path in the coming months (where we are looking for an uptrend as
we expect CPl inflation at 1.7% yoy by the end of 2014) will be a key parameter
(CNB'’s inflation goal remains at 2%), but the exit is likely to remain a conundrum.

All'in all, we see the Czech economy on a sustainable convergence towards the
euro area, albeit at a slower pace than before the financial crisis. That said an
exit from unconventional monetary policy measures seems likely over the next
12 months or so (i.e. in H2 2015), while a tightening of the domestic interest rate
environment is likely to follow afterwards, but most likely not in 2015.
Financial analyst: Wolfgang Ernst (+431 71707 2500), RBI Vienna
Key economic figures: Czech Republic

2009 2010 2011 2012
142.4 150.0 155.6 153.1

2013 2014e 2015f

Nominal GDP (EUR bn) 149.5 147.3 154.0

Real GDP (% yoy) 4.4 23 1.8 09 09 26 24
Industrial output (% yoy) -13.4 10.1 6.9 -1.2 0.5 6.0 3.9
Unemployment rate (avg, %) 6.2 7.0 6.7 6.8 7.7 7.5 7.4
Nominal industrial wages (% yoy) 3.5 3.8 3.4 34 09 2.1 3.5
Producer prices (avg, % yoy) 3.1 1.2 5.6 2.1 0.8 0.1 1.7
Consumer prices (avg, % yoy) 1.0 1.5 1.9 3.3 1.4 0.8 2.2
Consumer prices (eop, % yoy) 1.0 2.3 2.4 2.4 1.4 1.7 1.8
General budget balance (% of GDP) 58 47 32 42 15 15 25
Public debt (% of GDP) 345 384 41.4 462 46.0 457 465
Current account balance (% of GDP) 24 39 27 13 -14 0.4 0.3
Official FX reserves (EUR bn) 28.9 31.8 31.1 34.0 40.8 42.0 434
Gross foreign debt (% of GDP) 43.5 476 49.0 509 542 556 539
EUR/CZK (avg) 264 253 246 251 260 273 27.1
USD/CZK (avg) 19.0 191 177 196 19.6 204 21.0

Source: Thomson Reuters, national sources, Raiffeisen RESEARCH

Inflation and FX intervention regime
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EUR/CZK 5y high: 27.687; 5y low: 23.994
Source: Bloomberg, Raiffeisen RESEARCH

CE vs. CZ: Long-term GDP trend*
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Source: Datastream, national sources, Raiffeisen
RESEARCH
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After prolonged stagnation balanced growth on the horizon

Seats in Chamber of Deputies

Social Democrats
m Civil Democrats
mTOP 09
mKSCM
ANO movement
Usvit
m Christian Democrats

Source: Chamber of Deputies of the Parliament of
Czech Republic, Raiffeisen RESEARCH
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Source: Czech Statistical Office, Bloomberg, Raif-
feisen RESEARCH

GDP development

3.0
2.0
1.0
0.0
-1.0
2.0
3.0

I . |

‘*1-|-||

— — — N AN NNOOOO T
————————————
N O T =

N Y =N Y —
[CECECECEOCECECRONCRCNONG)

B GDP growth (% yoy) = GDP growth (% qoq)
Source: Czech Statistical Office, Raiffeisen RESEARCH

Political stability restored, outlook for more political stability ahead

Mild fiscal expansion, following period of overeager fiscal consolidation

Economic recovery driven by external and internal demand

Current strong recovery partially driven by pent-up demand, decent medium-term growth outlook

Politics

The Czech Republic now has a coalition government with support in parliament
from three parties — the Social Democrats (CSSD), the ANO movement (centrist
pro-business party led by Andrej Babis), and the Christian Democrats, whereas
the previous government was technocratic appointed by the President with only
weak support in parliament. Thus, the political situation “normalised” after half
a year of non-standard development. There are internal struggles within the coa-
lition, but their magnitude is minor in comparison to the disputes within the gov-
ernment of Peter Ne&as. The main source of troubles is the diverse view of CSSD
and ANO on taxation, which make it difficult to compromise. The average du-
ration of Czech governments is just slightly more than 2 years, but this govern-
ment has a good chance to survive longer. The main assumption here is the lack
of feasible alternatives. Early elections would probably result in a similar compo-
sition of the Chamber of Deputies as now, and hence, no change. If our predic-
tion of longer lasting political stability is correct, it will be good for the broader
economic environment.

Real economy

The Czech economy has been stuck in the longest recession in history (6 quar-
ters from Q4 2011 to Q1 2013). The recession was caused by a decline in ex-
ternal demand and was amplified by the restrictive domestic fiscal policy stance.
The economy started recovering from Q2 2013. The recovery was spurred by
FX interventions in Q4 when the economy grew by 1.5% qoq. In particular, FX
inferventions boosted retails sales in a one-off fashion (front loading before ex-
pected price increases), and hence a correction was expected in Q1 2014.
Nevertheless, the economy still grew by 0.8% qoq. The level of production was
2.9% higher in yoy-terms. Such figures clearly indicate that the recovery is firmly
rooted. Despite the current growth momentum, significant threats remain, e.g.
sentiment in the euro area deferiorated in H1 2014 as a result of frictions with
Russia. Nevertheless, a possible imposition of harsh economic sanctions on Rus-
sia even combined with an interruption of gas supply for a couple of months
would not trigger another recession in the Czech economy according to our
calculations. Based on the performance of Q1 2014 and based on most re-
cent leading indicators, we forecast the Czech economy to grow by +2.6% this
year followed by +2.4% in 2015. Worries about a possible overheating of the
Czech economy in the near future are very premature. Utilisation of resources re-
mains low, there is a lot of pent-up demand (see also the following Focus on sec-
tion) and the unemployment rate is still elevated. Potential GDP growth could be
reached some time in 2016 or 2017 if the current growth momentum persists.
We estimate that the rate of potential growth is 2.4% compared to 1.3% for the
euro area. Hence, we believe in renewed convergence of the Czech economy to
the euro area average going forward. The current strategy of the Czech govern-
ment that tries to attract FDI could help to restore convergence.

Please note the risk nofifications and explanations at the end of this document
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Fiscal policy

The government approved the introduction of a new lower VAT rate (10%) for
selected items (books, child nutrition, drugs). We expect this to pass smoothly
through the legislation process and become effective starting from January 2015.
Specific taxes for regulated sectors (incl. banking sector) are not on the official
agenda for the time being. However, we cannot exclude that once the govern-
ment starts looking for additional tax income, such measures might be back on
the agenda. Overall, changes in the tax system are minor in comparison to the
dramatic changes in VAT in 2012 and 2013, and such (fiscal) shocks to the eco-
nomic system are not expected to be repeated.

The general government deficit will probably stay at 1.5% of GDP this year, far
below the Maastricht threshold of 3%. Rapid growth in revenues (almost 10%
yoy) will ensure a low deficit, despite the fiscal expansion this year. Moreover,
solid budget revenue growth is another indication of the ongoing recovery. The
strategy of the new government and of the previous technocratic government is
to support the economic recovery by a mildly expansive fiscal policy stance, i.e.
there is an end of the over-restrictive fiscal policy of government of P. Necas that
prolonged the recession in 2011-2013. At the same time, the government is com-
mitted to maintaining the deficit below the 3% Maastricht criterion. Lowering the
structural deficit is the secondary goal of the government for the time being. On
the other hand, we think it would be appropriate to lower the structural deficit in
the medium-term when the economy reaches its potential. In line with this strat-
egy, public investment (especially investment in infrastructure) is set to rise after
a couple of years of contraction. This should help the local construction sector
that has been in a prolonged depression. The Czech government agreed to raise
wages in the public sector by 3.5% in 2015 which will come as a welcome pos-
itive contribution to inflation.

Fiscal deficit and public debt”
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Source: Eurostat, Raiffeisen RESEARCH

CE/SEE vs. CZ: Long-term GDP*
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** Average Hungary, Slovakia, Slovenia, Romania
Source: Datastream, national sources, Raiffeisen

Financial analyst: Véclav France (+420 234 401 729), Raiffeisenbank a.s., Prague RESEARCH

Focus on: Current recovery of the Czech from a regional perspective
Currently and in line with all the regional CE peers, the Czech economy is experiencing a clear upswing supported by improving do-
mestic and external demand conditions. However, measured in longerterm real GDP trends (e.g. since 2008 and compared to pre-cri-
sis times), the Czech economy is just in the “middle of the pack” compared to other export-oriented CE economies or the export-oriented
Romanian economy. On an interesting note, the Slovak economy was also able to significantly outpace the growth performance of the
Czech economy in recent years, which can be mostly attributed to somewhat better Slovak export performance as well as much tighter
fiscal policies in the Czech Republic (in comparison to Slovakia and Poland, the Czech Republic managed to exit the EU’s Excessive
Deficit Procedure). That said, in the GDP data there seems no obvious (negative) effect of the Slovak euro-area membership compared
to the Czech economy (e.g. in terms of pro-cyclicality or benefits of a flexible exchange rate).
In terms of contributions, headline economic growth in the Czech economy was more or less as one-sided or unbalanced as in other
regional peers such as Slovakia and Romania, not to mention Hungary and Slovenia. Pronounced weakness in gross fixed capital for-
mation and domestic consumption was compensated by very strong export growth, a scenario that can be also labelled as “recession-
ary growth”. Therefore, the current growth momentum in the Czech Republic will be only sustainable if there is lasting support from do-
mestic demand. On a positive note, the fiscal consolidation carried out from 2010 until 2013 should now offer some upside for do-
mestic demand as there are no nearterm consolidation needs compared to some regional peers. Moreover, the ongoing recovery in
the euro area — which our Western team expects to be stronger than current consensus estimates — should continue to support exports.
Hence there is a fair chance that the Czech economy, also supported by the modest overall leverage in the corporate and household
sector compared to the income position, may improve its relative growth performance compared to regional peers in the years ahead.
Financial analyst: Gunter Deuber (+431 71770 5707), RBI Vienna

Please note the risk notifications and explanations at the end of this document 3
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Inflation — where are you?

Expected inflation path
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Source: Czech National Bank, Raiffeisen RESEARCH
July 2014

Labour market indicators
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Net inflation and unemployment
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Net inflation: Consumer price inflation net of admin-
istered prices and adjusted for the firstround effects
of changes to indirect taxes. Net inflation consists
of food price inflation, fuel price inflation and is ad-
justed. Source: Czech National Bank, ARAD. Based
on quaterly figures.

Source: Raiffeisen RESEARCH estimates

In line with broader European and CE trends inflation drops to zero boundary and a 5-year low
Fiscal dominance ties central bankers’ hands

Weaker relationship between inflation and unemployment

Economic recovery will slowly spur inflation already in 2014

The Czech economy has faced the risk of slipping into deflation. Since the Czech
National Bank (CNB) reacted pre-emptively with an FX intervention policy in No-
vember 2013 (unfortunately, in our view, not soon enough), Czech consumer
price inflation did not fall into negative territory as was the case in Poland, Hun-
gary, Bulgaria and Croatia. In our view, anyone who is warning against so-
called “debt deflation”, as described by the famous economist Irving Fisher, is
crying wolf. Although prices are not rising and are even declining in the case of
some items (e.g. energy, telecommunication, and computers), and cash-rich com-
panies are reducing their debt, there is no sign of distress in terms of selling as-
sets and an ensuing drop in asset prices. While “debt deflation” does not repre-
sent an imminent risk, there is still another kind of deflation (slow, but long lasting
and malignant) - “Japan style” — that might threaten the Czech economy.
At the same time, the CNB is facing the so-called fiscal dominance. Via exten-
sive administered price and tax rate adjustments, the government controls a large
part of the price basket (administered prices account for almost one fifth of the
CPl basket). The CNB is attempting to escape from the trap using FX intervention.
The success of this strategy will be evaluated through a sustainable increase in in-
flation and inflation expectations. Eight months after starting intervention, it is still
too early to draw any final conclusions. But we can already see the first signs of
pass-through of the weaker currency into Czech inflation.
What are the factors that might make inflation in the Czech Republic visible?
First, we can follow specific components of the consumer basket and try fo esti-
mate their individual movements. For example, a stronger USD and higher crude
oil prices are expected to move fuel prices gradually up. World agriculture com-
modity prices will translate info higher food prices. Second, we can look at future
inflation through the eyes of great economists. For example, the New Keynesian
theory represented by Mr. Mankiw considers inflation as a function of economic
slack, expectations, and also production costs. Since labour is a key component
of production costs, the expected wage growth recovery will boost output prices.
However, at the earlier stage of economic growth enhancing productivity is likely
to accommodate some acceleration in labour costs (see the graph on the labour
market]. The increasing pace of economic activity (also supported by currency
weakening) and recovering household demand are expected to trigger demand-
driven inflation later on. Growth acceleration going forward might move hand in
hand with rising production capacity (capacity utilisation still remains below its
peak in Q2 2008). And as the declining responsiveness of inflation to the unem-
ployment rate in the Czech Republic indicates (see the so-called Phillip curves in
the chart), only a sharp fall in unemployment might stimulate higher inflation at
the current stage of the economic cycle. Last but not least, inflation expectations
themselves are another factor.
All'in all, given the expected economic expansion, we foresee a gradual return
of inflation. But without further economic acceleration, inflation will remain very
fragile.

Financial analyst: Helena Horskd (+420 234 40 1413), Raiffeisenbank a.s., Prague

Please note the risk nofifications and explanations at the end of this document
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Monetary policy — key instrument is the exchange rate

CNB sets FX floor at EUR/CZK 27.0, targeting a "competitive exchange rate"

At least one year of almost no CZK appreciation ahead

Key interest rate at 0% expected to remain until 2016

Monetary policy has been one of the most interesting items on the Czech mar-
ket since November 2013 when the Czech National Bank (CNB) finally decided
to use the controversial FX intervention and set an FX floor at EUR/CZK 27.0. In
response, CZK depreciated from EUR/CZK 25.80 to slightly above EUR/CZK
27.0 and then within a couple of weeks the rate settled at a new level close to
27.40.
Although the exit from the current regime is probably far off, the exit strategy is
a very hot topic. If there is stronger speculation about CZK appreciation beyond
EUR/CZK 27.0 or simply hedging activity by companies, the CNB will have to
increase the level of foreign exchange reserves and may suffer potential future
losses. Although future CZK appreciation will probably not be as quick as it was
in the past and the room for a build-up of foreign exchange stock is huge, we do
not think that the exit from the current regime will be more transparent than the
entrance. Thus, there will probably be some portion of surprise in terms of timing
and possibly also in terms of magnitude in relation to how far the CNB will let
the currency appreciate. Another puzzling point might be that if there is, before
the exit, a speculation on CZK appreciation, the CNB could accumulate again a
large amount of reserves as it did in November 2013. This could create depreci-
ation pressures that could weaken the koruna for a short time even after the end
of the intervention. On the other hand, appreciation expectations will probably
outweigh this factor relatively quickly.
The key variable for the CNB is inflation and the inflation outlook. By mid-2014
CPl inflation was virtually at 0%. But we can already see the first signs of pass-
through of the weaker currency into Czech inflation: higher import prices includ-
ing food. Food prices grew rapidly in Q1 2014, while fuel prices rose just tem-
porarily by 2013-end. The weaker currency has given support to prices of clothes
and shoes in Q2 2014 (by 5% annually). During summer 2014 we expect to see
higher-than-usual increases in prices of vacation packages. On the other hand,
core inflation remains very low mainly due to the lack of domestic inflationary
stimulus. By the end 2014, we foresee CPI inflation at around 1.7%. If the econ-
omy continues expanding as we expect, we should see a gradual increase in in-
flation pushed by demand. By mid-2015 the CPI should be well above the CNB's
target of 2% and theoretically allow for an exit. However, as we try to read the
CNB's behavior it will keep the currency weaker rather a bit longer, unless the
data developments are more positive than expected and cause strong specula-
tion on CZK appreciation. It is probable that the CNB will not start increasing in-
terest rates before it abandons the EUR/CZK 27.0 FX floor. Historically, the ex-
change rate has functioned well for the CNB within the inflation targeting frame-
work. If the process of real and nominal convergence has not stopped forever
the Czech currency will have to appreciate or there has to be a positive inflation
differential over euro area inflation (the relevant question of course is how long
the ECB will undershoot its inflation target). There is also clearly no rush by politi-
cians fo adopt the euro and no inclination fo set a desired timing. Such an option
has also not been mentioned by any of the CNB board members.

Financial analysts: Michal Brozka (+420 234 401 498), Raiffeisenbank a.s., Prague

Exit strategy is difficult to assess, we expect an end to intervention regime in H2 2014

Czech interest rate outlook
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Waiting for the intervention regime to be abolished

Comparison CZK to CE peers
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FX forecast

curr.* Sep-14 Dec-14Jun-15

EUR/CZK 27.44 273 272 272
(eo)

USD/CZK 20.13 20.7 209 21.4
(eop)

EUR/USD 1.36 1.32 1.30 1.27
(eop)

Bloomberg 27.4 273 27.1
median

Consensus** 27.3 27.2 269

* data as of 11 July 2014

** Foreign exchange consensus forecast June
2014

Source: Bloomberg, Raiffeisen RESEARCH

CZK seems to be fundamentally undervalued

Central Bank prefers to keep CZK at current levels for longer period
Moderate appreciation trend projected after intervention regime is abolished
External balance is improving, supported by devaluation of CZK

Despite improving fundamentals, we now face a weakerthan-expected CZK
against EUR. Fundamentally, estimates of the fair EUR/CZK exchange rate are
somewhere around EUR/CZK 25-26, i.e. there is undervaluation of 5-10%.
While the concepts of equilibrium exchange rates are theoretical, we have al-
ready witnessed a rapid improvement in the Czech external balance.
In line with our analysis of monetary policy, we expect that the CNB will let the
Czech koruna appreciate across the level of 27.0 in Q4 2015. As we said, CPI
inflation is the key variable for the CNB when it comes to a decision fo exit the
current FX regime. In our view, if spot inflation is lower by 0.1 percentage point
compared to our inflation projection, that implies a delay in exiting regime by
one month compared to our base case scenario. If the economy and inflation re-
main on an upward trend, hedging against future appreciation already during
2015 seems reasonable. On the other hand, we see it as quite unlikely that the
CNB will exit the intervention regime before mid-2015.
As for the possibility that CZK could depreciate further, we certainly cannot rule
this out. But according to its own words the CNB would prefer to keep CZK at
current levels for a longer period of time, rather than use this controversial tool
again. But if the data worsen again and the threat of deflation returns, the CNB
would intervene again, or the market itself would push the exchange rate up-
ward, in anticipation of such a step.
The impact of FX interventions on the external balance of the Czech economy
has dropped out of the mainstream discussions on FX infervention consequences.
The positive impact of the weaker currency on export performance is well known.
Maybe because of a favourable combination of a weaker currency and a global
recovery, the Czech trade balance is going to beat alltime highs in 2014 and it
is likely do so again in 2015. But what is not mentioned in the usual discussions
are the consequences of the weaker currency on the other components of the bal-
ance of payments, particularly the income balance. In recent years, the Czech
economy was confronted by considerable outflow of investment profits. In Q1
2014, this outflow fell to less than one-half of last year's level. Although this might
be partially caused by different timing of some dividends, we believe that this at
least partially reflects the impact of the weaker currency which makes profit in eu-
ros less attractive. Consequently, profits stay in the Czech Republic and are rein-
vested here. This might finally support foreign direct investments that have stalled
in recent years. We also see renewed interest by foreign investors in the Czech
Republic (cf. the recently approved investment of South Korean tyre maker with a
volume of EUR 825 mn). In short, the external balance of the Czech economy is
very solid and with the devaluation of CZK this will be even magnified.
The CNB's international reserves surged, owing to foreign exchange interven-
tion. At the end of Q1 2014, reserves totalled CZK 1,143.9 billion, representing
a quarter-on-quarter increase of almost CZK 26 billion. The CNB’s international
reserves covered more than 50% of all external debt liabilities of domestic enti-
ties at the end of 2013.

Financial analysts: Michal Brozka (+420 234 401 498), Raiffeisenbank a.s., Prague

Helena Horskd (+420 234 40 1413), Raiffeisenbank a.s., Prague
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Solid trends in 2013, question of “Banking Union” entry ahead

Profitable, well capitalised and compliant with new EU regulatory rules

Ready to support forthcoming increase of loan demand

Despite lower-than-expected GDP growth, the banking sector saw positive de-
velopments in 2013. The capital position was strengthened and profitability re-
mained decent. However, net inferest income decreased slightly for the second
consecutive year, a trend that may continue. The overall sector is well prepared
for new EU regulatory rules (Tier-1 CAR at 16.8%, compliant with CRD IV/CRR
regulations). Nevertheless, the CNB informed four banks that it would require an
additional capital reserve of 1% to 3% from them to cover systemic risk. The CNB
will demand compliance with the systemic risk buffer — together with the capital
conservation buffer pertaining to all banks — as soon as all relevant legislation is
adopted in H2 2014. The systemic risk buffer has to be seen in light of a concen-
trated banking sector (especially in terms of the three largest institutions).
Total banking assets recorded a substantial increase of 9% in 2013, mainly
caused by FX intervention as well as a one-off factor (merger of UniCredit entities
in CZ and SK). Despite the low rates environment, deposits increased by 6.7%
yoy in 2013. Total loans grew by 6.5% yoy in 2013 (up from 2.4% in 2012).
In contrast to deposits, where non-financial corporations represented ~30% of
the total deposit inflow, private individuals were the main driver of loan growth,
thanks primarily to mortgage loans. Due to equal growth of deposits and loans,
the loan-to-deposit ratio maintained its pleasing level at ~75% (i.e. the sector is
by and large self-funding). The first available data for 2014 point to slowing de-
posit growth in the corporate segment, which could signal a long-awaited re-
covery in investments, followed by growing loan demand. In retail, both depos-
its and loans kept their satisfactory single-digit growth rates in the first months of
2014. Credit risk, expressed by the NPL ratio, decreased slightly to a level of
5.9% in 2013. However, the quality of NPL portfolios continued to deteriorate
(the share of the worst category of NPLs — loss loans — grew again in 2013, and
the proportion of NPLs more than three months past due exceeded 50%). Hence,
additional provisioning might be needed as NPL coverage by provisions has
long been flat at ~50% (which does not fully reflect the deterioration in portfo-
lios). Additionally, households still face a difficult situation on the labour market,
which could increase their credit risk in case of a rise in interest rates.
Its overall soundness as well as the overall low leverage in the private and public
sector makes the Czech banking market one of the few regional banking markets
in CEE where leading Western European banks may pursue more active growth
strategies going forward (which may also result in some portfolio buying transac-
tions and/or even outright M&A activity). On the one hand, the increasing focus
on the Czech market is a positive signal in terms of availability of financing. How-
ever, such a situation is likely to result in additional margin pressure. On the reg-
ulatory side, the debate about joining the “Banking Union” may gain traction in
the months ahead. As things stand, we expect the Czech Republic not to use the
“optin” clause immediately, although in some other fields of EU policy the coun-
try has become more open towards EU demands.
Financial analyst: Gunter Deuber (+431 71770 5707), RBI Vienna
Lenka Kalivodova (+420 724 266869), Raiffeisenbank a.s., Prague

Independent of foreign funding, thanks to strong deposit collection and low loan-to-deposit ratio

Some domestic regulatory tests, question of voluntary “Banking Union” affiliation remains
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eign debt market

Local currency debt — comfortable financing position

Local currency government bonds to remain supported, especially in the short-term mainly due to record-low inflation
However, cyclically rising yields expected later, whilst major upside risk is further MP easing by the ECB
CZ Eurobonds remain interesting for investors willing to diversify into higher quality CEE debt

Czech Republic stands a good chance of receiving positive rating outlook in 6-month perspective

12m LCY yield changes (bp) Over the past 12 months, Czech government bonds managed significant gains

300 with the yield curve witnessing an impressive bull flattening. Elsewhere, Bunds for
200 - example, saw also the back end outperforming the front end, but regional peers
100 /\ such as Poland also performed similarly in the past 12 months. Although the 10y-

0 . 10y spread over Bunds has widened slightly in the past few weeks, taking a 12m
horizon the spread over German benchmarks tightened by around 30bp.

100

\V In terms of local factors, the favourable 12m performance is mainly due to the re-
200 1 cord-low inflation rates in the Czech economy with CPI inflation at virtually zero
300

" in mid-2014 and an inflation outlook which has deteriorated significantly. Ac-
w N D & O D
o S O T & o= =

m 2y LCY yield (bp) 10y LCY yield (bp)
Source: Bloomberg, Raiffeisenbank RESEARCH

cordingly, the likelihood of monetary policy (MP) tightening, which was initially
expected for H1 2015, has gradually decreased and we currently project flat
rates for all of 2015 in line with our expectations for MP in the euro-area fore-
casts. Another factor that also contributed to the record-low yield levels was the
betterthan-expected fiscal performance: the government budget balance closed
2013 with a deficit of only 1.5% of GDP, while the consensus expectation was
for 2.8%. The financing position of the government remains very favourable
given the fasterthan-expected expansion of the Czech economy in H1 2014 and
the related boost to the revenue side of the budget balance. Whilst the budget
plans for 2014 are based on expectations of only 1.3% GDP growth, our re-
cently raised projection calls for 2.6% for 2014 as a whole.

These favourable developments have clear implications for the refinancing plans

Local currency debt outstanding

| 14%

38%

of Czech debt managers. Initial estimates were for gross financing requirements
of CZK 400 bn, out of which the Finance Ministry planned to collect CZK 121 bn
through money market instruments and CZK 185 bn through CZK government

m T-bond (CZK)
Tobills (CZK)
m CZK Eurobonds
Corporate and Bank bonds*

bonds. LCY issuance already reached 60% of the plan by mid-2014. Given the
favourable yearto-date performance on the fiscal front, gross financing needs for
2014 should be around CZK 60-70 bn lower than the CZK 400 bn outlined by
the plan. To what extent this will lower the issuance of CZK bonds is not clear.

* incl. mortgage bonds
Data as of 15 Jul 2014
Source: Bloomberg, Raiffeisenbank RESEARCH

For the remainder of 2014, there should be no problems in securing the rest of
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Yield forecasts
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the borrowing requirements. For 2015 and beyond, the fiscal outlook does not
suggest that there could be a major shift in the favourable refinancing position.
Although fiscal policy is expected to be slightly more expansionary, the budget
deficit should not considerably exceed 2.5% of GDP (including the deduction of
the Grippen lease plan which equals 0.5% of GDP according to ESA methodol-
ogy). Al in all, we do not expect that the Czech government bond yield spread
over the German benchmarks will change significantly over the next 12 months.
Therefore, the key drivers for local currency government bonds will be the over-

2y Thond®  0.24 03 03 06 all economic and inflationary developments in the euro area, where we expect
Cons. 0.6 0.7 0.9 . . . . .

a gradual, cyclically driven increase in government bond yields as the year pro-
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10y T-bond? 1.48 17 20 24 measures by the ECB is the most prominent upside risk to betterthan-anticipated
Cons. 20 21 24 performance of the Czech debt market.

" closing prices as of 11/07/2014 2 Ask yield
Source: Bloomberg, Raiffeisen RESEARCH

Financial analysts: Michal Brozka (+420 234 401 498), Raiffeisenbank a.s., Prague
Stephan Imre (+43 1 71707 6757), RBI Vienna
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The Czech Eurobond market remained fairly stable during the turbulent times as
the CZ Eurobond spread chiefly mirrored yield fluctuations in the German bond
market. The market offers a relatively low-risk low-beta play for international in-
vestors who are targeting high quality investment offering a moderate spread
pick-up against higher rated euro area debt. In this regard, Czech Eurobonds
compete very well against Slovakia despite the fact that the latter is a euro area
member. We continue to recommend Czech Eurobonds as stable performers for
low-beta risk-averse portfolio investors.

The low level of Czech market risk is underpinned by strong public finances and
a smooth debt management policy, which allows the country to refain its high
investment grade rating. At present, Czech Republic foreign currency long-term
debt is rated at AA-, A1 and A+ by S&P, Moody’s and Fitch, respectively. The
stable outlook reflects the ability of the government to keep public debt and ma-
jor budget parameters at sustainable levels. Indeed, the Czech government al-
ways maintained a relatively tight fiscal rein, allowing it to successfully eliminate
the structural fiscal deficit recently. Despite strong pressure on public finances in
CEE during the 2009 financial crisis, the tight fiscal policy of the Czech govern-
ment helped to limit the growth of public liabilities.

Today, the Czech Republic has one of the lowest debtto-GDP ratios among the
five CE countries and compares well to the developed EU with debt-to-GDP ratio
estimated at just 45% of GDP for 2014 vs. 43% for Denmark and 60% for Fin-
land. The portion of shortterm debt reaches just 13% of all CZ public liabilities
and remains comfortably within a 20% threshold targeted by the government.
Foreign debt accounts for slightly less than a quarter of total government liabil-
ities while international Eurobond issues provide for 80% of all international fi-
nancing. The strong debt position and substantial international liquidity are quite
adequate for covering shortterm international liabilities and should be a good
uplifting factor for the Czech sovereign rating. We believe that the Czech Repub-
lic stands a good chance of receiving a single-notch rating upgrade from Fitch
and Moody’s while the outlook might change from stable to positive in a é-month
perspective.

Despite the 2009 financial crisis pushing Czech Republic to issue more debt in
international markets (as was also the case with many other CEE sovereign bor-
rowers), the government never abused this option. As a result, Eurobond issu-
ance accounted for only 28% of all government bond issues. Despite strong in-
vestor appetite the government remained reluctant to borrow larger amounts at
the expense of local issuance. On 23 June 2014, the redemption of historically
the first foreign issue of the Czech Republic denominated in EUR currency in the
nominal value of EUR 1.5 bn was carried out. Despite the 2014 financing plan
targeting about EUR 3 bn in international borrowing, the government abstained
from accessing the international markets in H1. Although we believe the govern-
ment might issue a EUR Eurobond in Q3-Q4, there is also the possibility of no is-
sue due fo the state’s stronger fiscal balance position.

Financial analyst: Gintaras Shlizhyus (+43 1 71707 1343), RBI Vienna
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Reliance on the financial sector represents two sides of one coin

Region's core indices
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Source: Thomson Reuters, Raiffeisen RESEARCH

PX and financials highly correlated
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PX highly correlated to STOXX Europe 600 Financials Index
Macroeconomic environment currently plays a supporting role
Aggregated dividend yield of PX equities surpasses government bonds
Earnings growth still looks promising for 2014 as well as for 2015

Structure of the Czech stock market

Comparing the market capitalisation of the CE-3 countries, the Czech Republic
with EUR 23.4 bn (as of 31 May 2014) ranks ahead of Hungary (EUR 14.3 bn),
but well behind Poland (EUR 149.9 bn). When it comes to the number of listed
companies, the Czech Republic (25 companies) clearly fails to keep up with
Hungary (50) and Poland (460). What is striking, however, is the comparatively
large proportion of foreign companies (11 and thus exactly 44% of listed corpo-
rations). In 2013, the free float of PSE-listed issuers decreased from EUR 10.6 bn
to EUR 7 bn, as institutional investors remain sensitive to debt solvency and de-
fault issues. Despite the decrease in free float held by international investors from
70% (as of end-2012) to 40% (as of end-2013), foreign market participants still
play an important role in daily trading as well. We cover the PX index, which in-
cludes the most liquid shares and currently consists of 13 companies. The driv-
ing force here is the financial sector, with Vienna Insurance Group (22.7% index
weighting), Komercni Banka (19.8%) and Erste Group (15.7%) followed by the
two defensive companies CEZ (23%) and O2 CR (5.7%).

Current situation and outlook
Since the beginning of the year, the leading Czech index PX has suffered one
of the highest losses (-2.9% in LCY) compared to its European counterparts. The
main reason is its reliance on the financial sector. The yearly returns based on
weekly data showed a correlation of 0.83, which represents nearly perfect syn-
chronisation between the PX and the STOXX Europe 600 Financials Index. Ac-
cordingly, it is hardly surprising that on the day Erste Group announced its profit
warning and dropped more than 16%, the index closed 3.89% lower. In addi-
tion to this, the fact that Komercni Banka sees rising risks to its full-year guidance,
as borrowing costs in the second quarter continued to fall, also shared responsi-
bility for the negative sentiment on financial equities in the PX.
In contrast to that, the economic environment speaks for a positive development
of the PX. GDP expanded by 2.9% in Q1, marking the strongest increase in the
last three years. Additionally, we expect the favourable interest rate conditions
(key interest rates at 0.05%) to remain at record low levels at least for 2014. The
Czech National Bank’s decision to embark on a policy of direct FX intervention
in November 2013 to keep the CZK exchange rate weaker than 27 versus EUR,
should continue to support export-oriented corporate earnings in particular. The
most recent CPl declined to a new cyclical low of 0.0% yoy in June and in our
view this implies a high probability that the CNB will maintain its intervention
well into H2 2015. Furthermore, the current economic recovery in the euro area
and the USA is likely to keep Czech export growth on track in 2014 and 2015.
With an eye to these aspects, we expect aggregated earnings growth for the
companies listed in the PX to be 14.4% in 2014e and 38.1% in 2015f. Beyond
that, the dividend yield of 4.5% (2014e: aggregate for the PX) offers a clearly
better return than the corresponding government bonds (10y: 2.0%; 5y: 0.9%)
making this market interesting for return-oriented investors as well.

Financial analyst: Christoph Vahs (+43 1 71707 5889), RBI Vienna

Please note the risk nofifications and explanations at the end of this document
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Komercni Banka (Buy, TP CZK 5,250)

Komercni Banka remains a play among CEE banks offering a strong balance
sheet (CT1/B3 16.2%, L/D 74%) and a ROE >12% in a relatively stable macro
environment, as well as a dividend yield of > 5% for the coming years based on
a pay-out ratio of around 70%. The cautious outlook on core revenues (slow loan
growth, NIM pressure, negative F&C repricing effects, limited room for further
cost-cutting), however, rather points towards a slight bottom-line erosion despite
an optimistic outlook for risk costs. In our view, though, this has already been di-
gested by consensus. Management confirmed the core tier 1 target of 15-16%
but indicated that there might be a repayment of the excess capital as Komercni
Banka is investigating a partial replacement of shareholders’ equity with AT1 in-
struments. In addition, recent statements at Société Générale's Investor Day that
target a higher ROE of the Czech segment support this initiative but management
does not expect legal certainty before Q4. Although we believe that a bonus div-
idend might provide some shortterm tailwind for the stock, the actual valuation
impact is limited due to additional costs for the AT 1 instrument. While reduc-
ing our 2014e and 2015e estimates on the back of the cautious guidance lower
yields also have a positive valuation effect. In addition, the flagged capital op-
timisation should be a carrot for shareholders. We have recently liffed our TP to
CZK 5,250 accounting for a CZK 200 per share NPV impact from capital opti-
mization and raised our recommendation from HOLD to BUY.

Financial analyst: Stefan Maxian, Raiffeisen Centrobank, Vienna

CEZ (Buy, TP CZK 670)
After having impaired a large chunk of its SEE and gasfired power generation
exposure last year and thus boasting a cleaner balance sheet, CEZ made a fresh
start into 2014e, which is nevertheless marked by a difficult environment for elec-
tricity prices and new challenges. Management decided to abandon the tender
for the expansion of the Temelin nuclear power plant given a lack of market and
government support. As this move releases quite a bit of cash flow that was ear-
marked for the enormous capex, management plans fo review its growth and
dividend strategy by the end of 3Q 14. This became even more important as
government representatives voiced appetite for stable dividend payments, which
could be financed from operating cash flows despite the electricity price-fuelled
decline in earnings. We appreciate that CEZ cancelled most of its growth capex
in the current weak market environment, which is additionally burdened by gov-
ernment and EU policies, as well as hostile regulation in SEE. CEZ's substantial
cash flow generation potential could thus either benefit shareholders through div-
idends or could be re-directed towards acquisitions of preferably regulated and
stable assets (e.g., heat, renewables, power distribution) in the Czech Republic
or in neighbouring countries. Additionally positive is the fact that CEZ settled
its dispute with the Albanian government and will recover investment costs until
2018. We consider CEZ an attractive investment given the outlook for a stable
dividend boasting a yield of more than 6% in a low rate environment, as well as
free cash flows to support growth. CEZ is currently trading at multiples below the
sector average and also below Polish names.

Financial analyst: Teresa Schinwald, Raiffeisen Centrobank, Vienna

Komercni Banka vs. PX
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Real GDP (% yoy)

Countries 2012 2013

Poland 1.9 1.6
Hungary -1.7 1.1
Czech Rep. -0.9 0.9
Slovakia 1.8 0.9
Slovenia 2.5 1.1
CE 0.6 0.8
Croatia 2.2 0.9
Bulgaria 0.6 0.9
Romania 0.6 3.5
Serbia -1.5 2.5
Bosnia a. H. 1.1 1.9
Albania 1.6 0.4
Kosovo 2.5 3.0
SEE -0.1 2.2
Russia 3.4 1.3
Ukraine 0.2 0.0
Belarus 1.7 0.9
CIS 3.1 1.2
CEE 2.1 1.2
Turkey 2.1 4.1
Austria 0.9 0.3
Germany 0.9 0.5
Euro area -0.6 -0.4

2014e Konsensus 2015f Konsensus
3.3 3.2 3.3 3.6
2.7 2.7 2.5 2.3
2.6 2.3 2.4 2.7
2.7 2.5 3.0 3.1
1.0 0.2 1.0 1.0
29 2.7 2.9 3L
0.8 0.3 1.0 0.8
2.0 1.6 3.5 2.4
3.5 3.0 3.5 3.3
0.0 1.1 2.0 2.4
0.0 1.7 3.5 2.8
2.0 1.7 3.0 25
3.0 n.a. 4.0 n.a
2.0 2.0 2.9 2.6
0.3 0.2 1.0 1.6
7.0 5.2 1.5 0.8
0.5 1.8 1.5 2.9
-0.8 -0.2 1.1 1.6
0.5 0.8 1.7 21
3.5 2.7 4.0 3.6
1.3 1.4 2.1 1.8
1.8 2.0 2.5 2.0
1.2 1.1 2.0 1.5

Source: Thomson Reuters, Consensus Economics, Raiffeisen RESEARCH

Current account balance (% of GDP)

Countries 2012 2013 2014e 2015f
Poland 3.5 1.3 -1.1 2.1
Hungary 1.8 3.0 34 3.5
Czech Rep. 1.3 1.4 04 0.3
Slovakia 2.2 22 17 1.4
Slovenia 33 65 64 5.0
CE -1.5 0.0 0.4 -0.3
Croatia 0.1 1.3 1.2 0.7
Bulgaria 08 1.9 07 -0.5
Romania 44 1.1 20 2.5
Serbia 107 49 53 6.2
Bosnia a. H. 98 59 8.1 -11.1
Albania 9.3 -104 -10.3 -11.0
Kosovo 80 70 7.7 7.8
SEE 44 14 22 29
Russia 3.6 1.6 23 2.0
Ukraine 85 91 30 3.1
Belarus 2.9 -102 55 6.1
CIs 2.5 0.4 1.7 1.4
CEE 0.7 0.1 0.9 0.4
Turkey 62 7.8 63 -6.0
Austria 2.4 27 29 2.4
Germany 74 75 70 6.5
Euro area 1.4 2.4 2.5 2.0

Source: Thomson Reuters, Raiffeisen RESEARCH

Gross foreign debt (% of GDP)

Countries 2012 2013 2014e 2015f
Poland 727 70.8 692 68.0
Hungary 131.1 123.5 118.2 1126
Czech Rep. 50.9 54.2 55.6 53.9

Slovakia 71.5 827 846 867
Slovenia 1156 113.3 114.0 1153
CE 777 77.6 76.5 74.8
Croatia 103.1 105.8 106.6 104.2
Bulgaria 943 935 89.1 824
Romania 757 67.5 628 613
Serbia 86.9 789 796 787
Bosniaa. H.  63.3 62.2 63.5 62.5
Albania 258 282 289 308
Kosovo 148 144 139 134
SEE 80.6 75.7 72.7 70.4
Russia 31.4 341 390 393
Ukraine 744 78.9 106.8 98.0
Belarus 51.9 527 56.1 54.0
CIs 35.4 38.1 43.8 43.7
CEE 51.3 52.4 56.2 55.5
Turkey 42.0 45.0 525 484
Austria n.v. n.v. n.v. n.v.
Germany n.v. n.v. n.v. n.v.
Euro area n.v. n.v. n.v. n.v.

Source: Thomson Reuters, Raiffeisen RESEARCH

General budget balance (% of GDP)

Countries 2012 2013 2014e 2015f

Poland 3.9 43 33 2.9
Hungary -1.9 23 28 2.9
Czech Rep. 42 -15 -1.5 -2.5
Slovakia 4.4 28 26 2.5
Slovenia 38 70 50 4.0
CE 3.7 34 -2.9 -2.8
Croatia 5.0 4.9 4.8 -4.5
Bulgaria 04 -19 -1.8 -1.3
Romania 3.0 23 2.5 2.3
Serbia 6.4 48 7.2 6.3
Bosnia a. H. 2.0 -1.5 -1.5 -1.8
Albania 34 60 66 4.5
Kosovo 2.7 27 20 2.0
SEE 3.3 3.0 3.4 -3.0
Russia 04 -1.0 05 0.4
Ukraine 55 65 70 4.5
Belarus 0.5 02 0.0 0.0
CIS 0.0 -14 -1.0 -0.7
CEE -1.4 -2.1 -1.7 -1.5
Turkey 24 22 25 2.5
Austria 2.6 -1.5 2.6 -1.2
Germany 0.1 0.0 0.0 0.0
Euro area 3.7 3.0 2.5 2.3

Source: Thomson Reuters, Raiffeisen RESEARCH

Exchange rate EUR/LCY (avg)
Countries 2012 2013 2014e 2015f

Poland 418 420 4.16 4.04
Hungary 289 297 308 319
Czech Rep. 25.1 26.0 273 271
Slovakia Euro  Euro  Euro  Euro
Slovenia Euro Euro Euro Euro
Croatia 752 758 7.63 7.65
Bulgaria 1.96 196 196 196
Romania 4.46 442 445 4.44
Serbia 113 113 116 119
Bosniaoa.H. 196 196 196 1.96
Albania 139 140 140 140
Kosovo Euro Euro  Euro Euro
Russia 39.9 423 477 48.6
Ukraine 104 10.8 147 148
Belarus 10,748 11,828 14,107 15,899
Turkey 231 253 285 270
Austria Euro Euro  Euro Euro
Germany Euro  Euro  Euro  Euro
USA 1.29 1.33 1.34 1.29

Source: Thomson Reuters, Raiffeisen RESEARCH
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Consumer prices (avg, % yoy)

Countries 2012 2013 2014e 2015f
Poland 3.7 09 0.4 2.3
Hungary 57 1.7 0.7 3.0
Czech Rep. 3.3 1.4 0.8 2.2
Slovakia 3.6 1.4 0.1 1.4
Slovenia 26 1.8 1.8 2.0
CE 3.8 1.2 0.6 23
Croatia 3.4 22 0.6 2.0
Bulgaria 3.0 09 1.1 3.5
Romania 3.3 40 1.9 3.0
Serbia 78 7.8 55 5.5
Bosnia a. H. 2.1 0.1 0.3 2.5
Albania 20 19 2.3 2.5
Kosovo 2.5 1.8 1.0 2.5
SEE 3.7 3.4 1.9 3.2
Russia 51 6.8 6.7 5.3
Ukraine 0.6 02 113 9.0
Belarus 592 183 21.0 20.0
CIS 6.4 6.6 7/ 6.0
CEE 5.4 4.9 5.1 4.7
Turkey 89 75 8.5 7.4
Austria 26 2.1 1.5 1.8
Germany 2.1 1.6 1.0 2.0
Euro area 2.5 1.4 0.8 1.3

Source: Thomson Reuters, Raiffeisen RESEARCH

Public debt (% of GDP)

Countries 2012 2013 2014e 2015f
Poland 55,6 570 507 504
Hungary 80.2 792 815 81.0
Czech Rep. 46.2 46.0 457 46.5
Slovakia 522 554 552 562
Slovenia 540 73.0 750 75.0
CE 56.5 583 553 55.4
Croatia 562 674 708 73.2
Bulgaria 185 19.0 220 20.0
Romania 38.0 38.4 385 382
Serbia 599 61.0 67.1 69.3
Bosniaa. H.  39.7 415 425 415
Albania 61.5 68.0 72.0 70.0
Kosovo 18.0 20.0 220 220
SEE 41.1 435 45.4 45.4
Russia 105 11.3 115 120
Ukraine 36.8 40.3 540 545
Belarus 31.3 325 344 360
CIS 13.1 14.1 15.4 15.9
CEE 275 28.9 29.1 29.4
Turkey 39.7 394 385 380
Austria 744 745 805 78.8
Germany 81.0 784 773 745
Euro area 90.7 926 93.7 93.1

Source: Thomson Reuters, Raiffeisen RESEARCH

Ratings'

Countries S&P  Moody's  Fitch
Poland A A2 A
Hungary BB Bal BB+
Czech Rep. AA- Al A+
Slovakia A A2 A+
Slovenia A Bal BBB+
Croatia BB Bal BB+
Bulgaria BBB- Baa2 BBB-
Romania BBB- Baa3 BBB-
Serbia BB- B1 B+
Bosnia a. H. B B3 not rated
Albania B B1 not rated
Kosovo not rated not rated not rated
Russia BBB- Baal BBB
Ukraine CCC Caa3 CCC
Belarus B- B3 not rated
Turkey BB+ Baa3 BBB-
Austria AA+ Aaa AAA
Germany AAA Aaa AAA

! for FCY, long-term debt
Source: Bloomberg, Raiffeisen RESEARCH

Please note the risk nofifications and explanations at the end of this document
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Risk notifications and explanations

The page 13 of this report were prepared by Raiffeisen Centrobank AG (RCB) and provided to you by Raiffeisen Bank
International AG (RBI). RCB is fully registered with Finanzmarktaufsicht FMA, Otto-Wagner-Platz 5, A-1090 Vienna, Austria.

Warnings

B Figures on performance refer to the past. Past performance is not a reliable indicator of the future results and develop-
ment of a financial instrument, a financial index or a securities service. This is particularly true in cases when the finan-
cial 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.

B Performance is reduced by commissions, fees and other charges, which depend on the individual circumstances of the
investor.

B The refurn on an investment can rise or fall due to exchange rate fluctuations.

B Forecasts of future performance are based purely on estimates and assumptions. Actual future performance may devi-
ate from the forecast. Consequently, forecasts are not a reliable indicator for the future results and development of a fi-
nancial instrument, a financial index or a securities service.

Detailed information on sensitivity analyses (procedure for checking the stability of potential assumptions made in the con-
text of financial analysis) can be found at: www.raiffeisenresearch.at/sensitivityanalysis

The distribution of all recommendations relating to the calendar quarter prior to the publications date, and distri-
bution of recommendations, in the context of which investmentbanking services within the meaning of § 48f (6) Z 6
Stock Exchange Act (BorseG) have been provided in the last 12 months, is available under: www.raiffeisenresearch.at/
distributionofrecommendations

15
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Bonds

Recommendation horizon: 12 months

Eurobonds LCY Bonds FX to EUR
EUR usD 2y 10y

Bulgaria N - - - -
Croatia H H - - N
Czech Rep. N - N N N
Hungary B N N S S
Poland B B N N B
Romania N B B H N
Russia - N H H S|
Serbia - N - - S
Slovakia N N - - -
Slovenia B B - - -
Turkey N N B B B
Ukraine S S - -

Belarus - N

MARKET STRATEGY (horizon: Jun-15; B: buy, N: neutral, S: sell)

Recommendations based on absolute expected performance: LCY bonds: absolute performance in LCY; Eurobonds: based on expected spread change; FX: expected per-
formance against EUR

Source: Raiffeisen RESEARCH
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Stock markets

Komercni Banka: CEZ:
Sy high: CZK 4875 (07/04/2014), 5y low: CZK 2742 5y high: CZK 995.6 (05/08/2009), 5y low: CZK 427.9
(23/07/2009) (04/09/2013)
Start of Coverage: 01/02/2002 Start of Coverage: 01/02/2002
Recommendation history Recommendation history
Date Rating Target Price  Prev. day's Upside Date Rating Target Price  Prev. day's Upside
close close
10.06.2014 Buy 5,250.00 4,616.00 13.7% 11.04.2014 Buy 670 562 19.2%
09.12.2013 Hold 4,800.00 4,340.00 10.6% 24.03.2014 Buy 630 542 16.3%
13.08.2013 Hold 4,400.00 4,300.00 2.3% 20.02.2014 Buy 640 555 15.3%
10.06.2013 Buy 4,400.00 3,732.00 17.9% 30.10.2013 Buy 640 545 17.4%
03.12.2012 Hold 4,200.00 3,871.00 8.5% 27.03.2013 Buy 670 566 18.4%
03.08.2012 Hold 3,950.00 3,585.00 10.2% 21.02.2013 Hold 670 605 10.7%
19.09.2012 Hold 830 730 13.7%

PX: 5y high: 1314.6, 5y low: 843

Coverage universe recommendation overview

buy hold reduce sell suspended UR
Universe 54 55 9 5 10 6
Universe % 39% 40% 6% 4% 7% 4%
Investment banking services 14 13 0 0 2 2
Investment banking services % 45% 42% 0% 0% 6% 6%

Source: Raiffeisen Centrobank, rounding differences may occur

17
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Risk notifications and explanations

Warnings

B Figures on performance refer to the past. Past performance is not a reliable indicator of the future results and develop-
ment of a financial instrument, a financial index or a securities service. This is particularly true in cases when the finan-
cial 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.

B Performance is reduced by commissions, fees and other charges, which depend on the individual circumstances of the
investor.

B The return on an investment can rise or fall due to exchange rate fluctuations.

B Forecasts of future performance are based purely on estimates and assumptions. Actual future performance may devi-
ate from the forecast. Consequently, forecasts are not a reliable indicator for the future results and development of a fi-
nancial instrument, a financial index or a securities service.

Detailed information on sensitivity analyses (procedure for checking the stability of potential assumptions made in the con-
text of financial analysis) can be found at: www.raiffeisenresearch.at/sensitivityanalysis

The distribution of all recommendations relating to the calendar quarter prior to the publications date, and distribution of
recommendations, in the context of which investmentbanking services within the meaning of § 48f (6) Z 6 Stock Exchange
Act (BorseG) have been provided in the last 12 months, is available under: www.raiffeisenresearch.at/distributionofrecom-
mendations

Disclaimer Financial Analysis

Publisher: Raiffeisen Bank International AG

Supervisory authority: Austrian Financial Market Authority (FMA)

This document is for information purposes and may not be reproduced or distributed to other persons. This document constitutes neither a solicitation of an offer nor a prospectus in the
sense of the Austrian Capital Market Act (KMG) or the Stock Exchange Act or any other comparable foreign law. An investment decision in respect of a security, financial product or
investment must be made on the basis of an approved, published prospectus or the complete documentation for the security, financial product or investment in question, and not on the
basis of this document.

This document does not constitute a personal recommendation to buy or sell financial instruments in the sense of the Securities Supervision Act. Neither this document nor any of its
components shall form the basis for any kind of contract or commitment whatsoever. This document is not a substitute for the necessary advice on the purchase or sale of a security,
investment or other financial product. In respect of the sale or purchase of securities, investments or financial products, your banking advisor can provide individualised advice which is
suitable for investments and financial products.

This analysis is fundamentally based on generally available information and not on confidential information which the party preparing the analysis has obtained exclusively on the basis
of his/her client relationship with a person.

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.

In emerging markets, there may be higher settlement and custody risk as compared to markets with established infrastructure. The liquidity of stocks/financial instruments can be influ-
enced by the number of market makers. Both of these circumstances can result in elevated risk in relation to the safety of investments made on the basis of the information contained in
this document.

The information in this publication is current, up to the creation date of the document. It may be outdated by future developments, without the publication being changed.

Unless otherwise expressly stated (http://www.raiffeisenresearch.at/specialcompensation), the analysts employed by Raiffeisen Bank International AG are not compensated for specific
investment banking transactions. Compensation of the author or authors of this report is based (amongst other things) on the overall profitability of RBI, which includes, inter alia, earnings
from investment banking and other transactions of RBI. In general, RBI forbids its analysts and persons reporting to the analysts from acquiring securities or other financial instruments of
any enterprise which is covered by the analysts, unless such acquisition is authorised in advance by RBI’s Compliance Department.

RBI has put in place the following organisational and administrative agreements, including information barriers, to impede or prevent conflicts of interest in relation to recommendations:
RBI has designated fundamentally binding confidentiality zones. Confidentiality zones are typically units within credit institutions, which are delimited vis-f-vis other units by organisa-
tional measures covering the exchange of information, because compliance-relevant information is continuously or temporarily handled there. Compliance-relevant information may
fundamentally not leave a confidentiality zone and is to be treated as strictly confidential in internal business operations, including interaction with other units. This does not apply to the
transfer of information necessary for usual business operations. Such transfer of information is limited, however, to what is absolutely necessary (need-to-know principle). The exchange
of compliance-relevant information between two confidentiality zones may only occur with the involvement of the Compliance Officer.

SPECIAL REGULATIONS FOR THE UNITED KINGDOM OF GREAT BRITAIN AND NORTHERN IRELAND (UK):

This document does not constitute either a public offer in the meaning of the Kapitalmarkigesetz (,KMG”) nor a prospectus in the meaning of the KMG or of the Bérsegesetz. Furthermore
this document does not intend to recommend the purchase or the sale of securities or investments in the meaning of the Wertpapieraufsichtsgesetz. This document shall not replace the
necessary advice concerning the purchase or the sale of securities or investments. For any advice concerning the purchase or the sale of securities of investments kindly contact your
RAIFFEISENBANK. Special regulations for the United Kingdom of Great Britain and Northern Ireland (UK): this publication has been either approved or issued by Raiffeisen Bank
International AG (RBI) in order to promote its investment business. Raiffeisen Bank International AG, London Branch is authorised by the Austrian Financial Market Authority and subject
to limited regulation by the Financial Conduct Authority (“FCA”). Details about the extent of our regulation by the Financial Conduct Authority are available from us on request. This
publication is not intended for investors who are Retail Customers within the meaning of the FCA rules and should therefore not be distributed to them. Neither the information nor the
opinions expressed herein constitute or are to be construed as an offer or solicitation of an offer to buy (or sell) 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, a U.S. registered broker-dealer (‘RBIM’), 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, a U.S. registered broker-dealer ('RBIM’), but was prepared by our non-U.S. affiliate, Raiffeisen Bank International AG (RBI). Any order for the purchase or sale of securities covered
by this report must be placed with RBIM. You can reach RBIM at 1133 Avenue of the Americas, 16th Floor, New York, NY 10036, 212-600-2588. This document was prepared outside
the United States by one or more analysts who may not have been subject to rules regarding the preparation of reports and the independence of research analysts comparable to those
in effect in the United States. The analyst or analysts who prepared this research (i) are not registered or qualified as research analysts with the Financial Industry Regulatory Authority
(FINRA) in the United States, and {ii) are not allowed to be associated persons of RBIM and are therefore not subject to FINRA regulations, including regulations related to the conduct
or independence of research analysts.

The opinions, estimates and projections contained in this report are those of RBI only as of the date of this report and are subject to change without notice. The information contained
in this report has been compiled from sources believed to be reliable by RBI, but no representation or warranty, express or implied, is made by RBI or its affiliated companies or any
other person as to the report’s accuracy, completeness or correctness. Securities which are not registered in the United States may not be offered or sold, directly or indirectly, within the
United States or to U.S. persons (within the meaning of Regulation S under the Securities Act of 1933 [the ‘Securities Act’]), except pursuant to an exemption under the Securities Act.
This report does not constitute an offer with respect to the purchase or sale of any security within the meaning of Section 5 of the Securities Act and neither shall this report nor anything
contained herein form the basis of, or be relied upon in connection with, any contract or commitment whatsoever. This report provides general information only. In Canada it may only
be distributed to persons who are resident in Canada and who, by virtue of their exemption from the prospectus requirements of the applicable provincial or territorial securities laws,
are entitled to conduct trades in the securities described herein.

If any term of this Disclaimer is found to be illegal, invalid or unenforceable under any applicable law, such term shall, insofar as it is severable from the remaining terms, be deemed
omitted from this Disclaimer; it shall in no way affect the legality, validity or enforceability of the remaining terms.
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