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Soft Czech inflation brings rate cuts
closer

Headline inflation remained close to the target in December,
representing a downward surprise to both market participants and the
Czech National Bank. Another monthly decline in food and energy
prices contrasts with upbeat price growth in services. In any case,
below-target inflation throughout this year makes a rate reduction
likely

-

Al

—— q 0
s V,‘;F" = i agpare wmrrin -

' Unds. |
\\ sivybere
‘.. KAZDY 4l

Subdued food prices contrast with upbeat service prices

Inflation came in below expectations at 2.1% in December, mainly driven by another sharp drop in
food prices. Additionally, there was likely another weak figure in requlated prices, as the smaller
distributors perhaps followed suit and lowered their energy end-prices. Goods prices dropped
noticeably over the month, bringing their yearly inflation to 0.4% in December from 0.6%
previously. In contrast, prices in the service sector recorded a monthly gain and the annual rate
picked up to 4.8% in December from 4.6% previously. We estimate core inflation increased
marginally to 2.7% on an annual basis.
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Service price growth remains upbeat
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We're already seeing a twofold dynamic: subdued energy and food prices are keeping headline
inflation in check while core inflation remains buoyant, driven by persistent price pressures in the
services sector. Declining energy bills have eased household budget constraints, leaving more
room for discretionary spending - primarily on services and other items that drive core inflation.
That said, gains in goods prices are being kept at bay by a stronger koruna, making all imports
cheaper. We expect this modus operandi to only strengthen throughout this year, as more energy
price cuts are coming in January, along with government electricity subsidies.

Lower energy prices set to push headline and core inflation
down

Energy prices are set to decline across all business sectors, which we view as a positive supply
shock that supports higher output at softer prices. Overall, the downward second-round effects
across various price categories should ultimately prevail, translating into disinflationary pressures
on core inflation over time, despite more buoyant spending. At this stage, the key question is
whether lower energy prices will be the decisive factor that enables Czech industry to achieve a
more sustainable lift-off - a question that also looms large for Germany. If this scenario
materialises, labour could once again become a scarce resource, particularly as manufacturing
shows early signs of renewed hiring after three years of stagnation.
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Headline inflation set to drift below the target
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When taking the latest surprise on board, we see headline inflation dropping to 1.1% on average
this year, pushed down by declining energy prices. The major energy distributors are about to
slash end-prices of electricity and natural gas, the government will subsidise the regulated part of
the electricity price, and fuel prices reflect subdued global energy prices and a strong koruna.
Voila! Here we stand in a situation with decent economic expansion and subdued inflation: Who
wouldn't want that?

One summer cut and done vs. March and August one-two punch

Still, with headline inflation well below the target from January onwards, core inflation likely
drifting lower throughout the year, and both close to 2% in 2027, we see monetary conditions
easing as the most likely outcome. We see two ways forward now: i) The CNB could wait, with no
immediate pressures, and opt for a single cut around summer - positioning 3.25% as a sound
long-term equilibrium rate, especially with inflation projected near 2% by 2027. ii) Alternatively,
with the real interest rate above 2% from January, the CNB might proceed with a cut in March,
followed by another in August as core inflation decelerates - ultimately calling 3% the appropriate
terminal rate. Stay tuned, we'll see how the bets evolve.
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Punchy real interest rate facilitates easing
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It's hard to draw intuitive and personal odds for the two paths. The real interest rate, as measured
against headline inflation, seems a bit too high, indeed, as it hovers around 2.5%. At the same
time, when measured against core inflation, 1% seems rather bearable, especially as Governor
Ales Michl pledges real positive rates ahead, for all the right reasons, in our view. And you can
always argue that, as a forward-looking institution, you should focus on inflation nearing the
target beyond this temporary low-inflation phase, which was largely a one-off driven by
government measures.

Moreover, inflation undershooting the target a bit is not a big deal after the serious inflationary
wave between 4Q 2021 and 2023, and after inflation was somewhat above the target in the last
two years. Any harmful deflation is not really in sight with the economy humming at around a
2.7% growth rate. Summa summarum, we tilt a bit more towards the one summer cut and done
option for now, with 3.25% providing a decent base for an expanding economy in 2027, and we
maintain this as our base case scenario. As always, the timing is key, and we agree that the March
and August one-two-punch is also an appealing option.
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