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Czech inflation briefly hits 3% threshold

Headline inflation hit the upper bound of the Czech National Bank's
tolerance band in December yet came in below both the market and
CNB expectations. A softer price dynamic in the food segment was the
main surprise. The inflation reading makes a February rate cut more
likely. Consumers continue to spend, but stagnant investment is a risk
to the recovery

Source: Shutterstock

Prices in the housing segment drive annual inflation

Czech consumer inflation increased to 3.0% year-on-year in December, coming in 0.2ppt above
the previous reading. Meanwhile, the reading is below both the market and CNB expectations.
Consumer prices shed 0.3% month-on-month, mainly dragged down by lower prices in the food,
alcoholic beverages, and tobacco sections.

The acceleration in headline yearly inflation was mainly driven by more potent annual dynamics in
the food section and in the transport division. Prices in the housing section significantly impacted
the annual price level growth in December, with market rents increasing by 6.2% YoY, imputed
rents by 1.7% YoY, water charges by 10.9% YoY, and electricity by 8.0%. Prices of goods rose by
1.7% YoY in aggregate, while prices of services added 5.0% from the preceding year. Core inflation,
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excluding the volatile food and fuel items, remained unchanged at 2.3% in December. The average
headline inflation rate for the full year 2024 was 2.4%.

Food prices are full of surprises

The monthly decline in the overall price level was mainly driven by food prices shedding 0.7% MoM
and alcohol and tobacco prices declining by 1.3% MoM. In the food section, the most prominent
price declines were recorded for fruit, vegetables, and meat. Food is considered a volatile item,
with the possibility of price reductions driven by temporary pre-Christmas discounts. In the
residential section, natural gas prices fell by 2.4% MoM.

Food price growth is set to gain pace
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The fundamentals for food prices point in a rather upward direction, with producer prices in
agriculture on the rise. The recent increase in Brent crude prices, global natural gas prices, and a
weaker koruna vis-a-vis the dollar, also represent an upward risk for domestic food prices over the
coming months. The CZSO publishes its food price survey on a monthly basis, but the correlation
with consumer food prices as released in the CPI reading is 0.5 when calculated over the past

10 years for monthly variations. This shows a relationship between the two series which is not bad,
but not great for forecasting purposes. So forecasting food prices is a dicey business indeed. Still,
we believe that food price growth will gain strength over the course of the year.

Further easing amid wobbly manufacturing outlook

The softer reading for both headline and core inflation compared to the CNB's expectations will stir
discussion about further rate cuts, with the forecast suggesting space for additional easing. Given
the stagnant domestic investment, deteriorating sentiment in industry, and mounting risks

to growth prospects in the eurozone, there are viable reasons to support the hesitant economic
rebound. On the other hand, price growth in the service sector remains elevated, though below the
previous reading.

Overall, with the January CPI flash estimate available in early February, the odds for the easing to
carry on in the same month have increased. Rate cuts could resume at the next CNB meeting if the
preliminary inflation estimate in January brings no nasty upward surprises, with the flash reading
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and the decision running on the same day. As Eva Zamrazilova, the deputy governor, admitted: “...
it's increasing the likelihood that monetary policy easing will be able to continue early this year.”

Headline inflation will return to the tolerance band
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January inflation is set to slow down to 2.5%, returning back into the tolerance band around the
inflation target. Both headline and core inflation are expected to remain above the inflation target
throughout the year if the economic rebound gains pace as foreseen. That said, food prices and
imputed rents represent an upward risk for January’s reading. This time, the decision-makers will
see whether some of those risks have materialised when going ahead with their decision.

Real retail sales slow down mainly in the food segment

Czech retail sales gained 4.3% YoY in November, coming in marginally below market expectations
and somewhat softer than in the preceding month. A slowdown in sales dynamics of foodstuffs
was the main reason for the overall deceleration in real terms, with elevated food prices likely
limiting the quantity of what buyers can afford for their money. Meanwhile, real sales of non-food
goods maintained a robust dynamic of 5.5% annually.
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Non-food real retail sales dynamics remain solid

CZ - Retail sales (% YoY, constant prices, CA)
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This outcome is well reflected in the type of stores breakdown, with sales in specialised food stores
shedding 3.1% YoY in November and sales in non-specialised stores with a predominance of food
adding a soft 0.7% YoY. Meanwhile, real sales in non-food-dominated stores gained 14.5% YoY,
and internet order sales picked up by 14.1% from the preceding year. Revenues from sales and
repairs of motor vehicles increased by 2.8% from the previous November, adding 0.3% MoM in real
terms.

Consumers still fuel the rebound, yet limping industry poses a
threat

The Czech consumer continued to fuel the economic rebound over the last quarter of the year,
contrasting with the lacklustre industrial performance. An annual growth rate of over 4% in real
retail sales is consistent with the economy gaining momentum. However, with industry shedding
staff and likely not being able or willing to boost wages, aggregate household budgets might come
under pressure by the middle of the year. It is essential that the export-oriented industrial base
gets the blood flowing in its veins so that the softish economic rebound can gain pace. Such a
turnaround, however, seems in the realm of mere desire, as European manufacturing grapples
with restrictive institutional and regulatory frameworks on one hand, and fierce overseas
competition on the other. Whether a more accommodative monetary policy stance can improve
such a situation is the key question. We expect the Czech base rate to decline further to reach
3.25% within the first half of the year.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR0O00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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