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Monthly analysis — September

Do markets do more than just punish?

Much has been written, in many places, about the& f@wv months’ deterioration in Hungary’'s
fundamentals; however, it's a little known facttttize stark disparity between Hungary’s performance
and that of its peers is due, in equally large memsto the macroeconomic success story of our
regional competitors, notably the Czech Republitc@urse, the positive Czech example is nothing
new: as far back as in the"™8entury, unlike their Hungarian counterparts, @zech elite typically
preferred other means of risk assumption to thel ¢able and horse track... The strong vein of
thriftiness remains to this day, which is why thee€h Republic is commonly, and for good reason,
referred to as the “Singapore of Central and Eadterope”. This year, however, there is more to it
than simply the Czech Republic’s excellent generadlitworthiness. At the beginning of the year, for
example, we noted with concern the country’s grawiinancing requirement as the economy tried to
pull itself out of the most severe recession offihst two decades, and found itself faced withinfgll
tax receipts accompanied by rising costs. In Jubyyever, the new government led by Petr Necas, the
first in many years to enjoy a legislative majaritytroduced measures aimed at substantially reduci
the budget deficit, which according to plans wil et on a downward curve in the coming years, to
be halved in the space of three years. The entirgrgm is made even more credible by the factithat
promises a substantial improvement as early asyeat as a 10% reduction in government payroll
costs, the slashing of maternity and unemploymempasrt and the cancellation of previously
announced tax cuts will result in savings totall®gK 74 billion, or 2% of GDP.

Hungarian bonds underperforming in 2010 and owetdhger term
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And there was certainly no shortage of positivekmafeedback: the yield on Czech bonds maturing
in 2024 has fallen by 120 basis points to 3.5%esthe beginning of the year, while in the Hungarian
market similar notes are changing hands at a 7i8%d,a figure that wasn’t much higher in January.
This week some EUR 5.3 billion in offers were rge€i in the Czech Eurobond issue, and the risk
premium had to be reduced from 115 basis point®¥obasis points almost at the last moment, due to
the high level of demand, while the volume of th&uie was also increased to EUR 2 billion from EUR
1.5 billion. The 10-year euro government bond sal®.7%. The situation is similar in the case of
bonds issued in the local currency, with the thyear Czech notes selling at under 2% at
Wednesday's auction. The credit rating institutagem’'t been stingy with their plaudits either. Ritc
besides the low level of state debt (35%), highégdhthe Czech economy’s resistance to shocks, its
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credible monetary policy, strong banking system awrternal balance. It's no wonder, then, that
investors are beginning to treat the Czech Repuaislia safe haven in the region, and the bond yields
are increasingly reminiscent of the bond market sfable, mature economy.

Asset swaps tightening - still more to go...? Change in the inflation forecast
35 -
3,0 1 o ——=A
- \
2,5 = = \
AN
B /7 N -
2,0 S N
15 1 /
1,0 1 /
0,5 -
0 ! ' ! ' ' ' ' 2,2 0,0 T T T T T T T T 1
jan  febr marc dpr mdj jon jal - aug (V2T T I VA2 R RN VAP
CZASW 5yr —— CZGB 5yr
Source: Bloomberg Source: CNB, Aegon Fund Manager

As a negative side-effect of the strict fiscal pplthe economy could slow down, which may be
cushioned by a further reduction in the base rhtstead of an interest rate cut, however, the
maintenance of the current 0.75% rate is likelyiofeed by an increase in the base rate from the
second half of 2011. A cut in rates is ruled outhwy fact that in the inflation forecast for 20 With

the incorporation of the electricity price increaseected in January, the — until now 1.9% — annual
price indices predicted for each quarter could tiiseetween 2.5% and 3%.
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