i F*

- Central

Written by CSOB Prague and K&H Budapest

Europe |

-

Friday

Forex markets (index)

EURCZK = == EURHUF EURPLN
100.2
100.1 /
100.0 ST TN
\
99.9 N .
99.8 . =
~/
99.7 s
99.6
< wn o ~ o] [<)] o - o~ o
g 23353 § 8 8§
o~ o~ o~ o~ o~ o~ o~ o~ o~ o~
LAST PREVIOUS CHANGE (%)
EURCZK 25.64 25.64 -0.02
EURHUF 317.4 317.7 -0.10
EURPLN 4.334 4.336 -0.06
Gov. bonds 10 Y (bpschange)
——CZ ===HU PL
10.0
5.0
00 1 commammm T
-5.0 RN o
o
-10.0
< wn w ~ 00 a o — o~ o
s 233§ 3848 ¢ 8§
o~ o~ o~ o~ o~ ~ o~ o~ o~ o~
LAST PREVIOUS CHANGE (bps)
CZGB 10Y 1.901 1.901 0.0
HUGB 10Y 2.71 2.71 0.1
PLGB 10Y 2.75 2.75 0.0
Equity indices (index)
PX === BUX wiG
101.50
101.00
100.50
100.00
99.50
99.00
< wn o ~ 0 [<)] o - o~ o
— — = = — = o o o o
] §8 §8 §8 §8 8 §8 § 7 <«
LAST PREVIOUS CHANGE (%)
PX 1058.9 1058.9 0.00
BUX 40721 40721 0.00
WIG 59938 59938 0.00

of
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Regional insights

CNB'’s staff projection & hard Brexit: a rate hike?!

While Brexit negotiations have been in their final stage, markets have to assess not
only disruptions coming from this process, but also policy-makers’ reaction to
different Brexit scenarios. In this respect it is interesting to read the last CNB staff
projection, where a disorderly Brexit scenario was presented. Recall what the CNB
projection exactly says about model-derived implications of a disorderly Brexit for
the Czech economy: “..the drop in demand for Czech exports from the UK and
especially from the euro area, which is substantial overall, is reflected in a weaker
koruna. Coupled with higher foreign prices, the weaker koruna increases the
inflation pressures stemming from import prices. This results in a distinctly higher
path of domestic interest rates relative to the baseline scenario of the forecast...’.
Hence, put it bluntly —in the CNB model world a hard Brexit leads to a rate hike!

This CNB’s (staff not the Board) conclusion sounds strange to us, because in our
‘model’ world a hard Brexit would mean a negative demand shock and only a very
negligible supply shock for the Eurozone and the Czech economy. Hence, an implied
policy reaction from the CNB should be rather a rate cut. This should suggest not
only a simple theoretical macro I1S-AS model (see below), but also our alternative
scenario drawn from our (BVAR) empirical model for the Czech economy. In the
latter case we have defined a hard Brexit shock as a 25% drop in final demand for
EU imports to the UK coupled with tightening of financial conditions in the EMU to
a level of 2013 highs (exclusively through the widening of credit spreads). This —in
our model - clearly translates into weaker GDP (growth) trajectory and sooner and
deeper CNB’s rate cuts in 2020 (see below on the right).

Hard Brexit & our model view (theoretical and empirical) for the Czech economy
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Interest-rate Swap Curves
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