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1 THE GLOBAL ECONOMY

The outlook for an upturn in global economic
growth has been shifted to 2017, notwithstand-
ing a slight softening of world GDP in the first
months of the year. According to incoming
data, GDP growth dipped across both advanced
economies and emerging market economies
(EMEs). Confidence and other surveys point to
global growth accelerating in the near term, un-
derpinned by accommodative monetary poli-
cies in advanced economies as well as by fiscal
stimuli in the United States. EMEs, and in par-
ticular commodity exporters, are rebounding,
although their recovery is expected to be grad-
ual amid the continuing need to adjust to past
trading conditions. In some cases, moreover, fis-
cal consolidation needs may weigh on growth.
Asian EMEs are expected to maintain relatively
robust growth.

Looking at advanced economies, the United
Kingdom's GDP growth declined in the first
quarter of 2017. As inflation outpaced nominal
wage growth, real disposable income growth
slowed and therefore private consumption
growth fell. Moreover, while past depreciation
of the pound significantly supported export
performance towards the end of 2016, that im-
pact did not continue into 2017. Exports even
declined and, owing to import intensity, net
exports weighed significantly on GDP growth.
The government sector contributed positively,
and, surprisingly, so did investment demand,
although its further development is surrounded
by heightened uncertainty related to the UK's
withdrawal negotiations with the European Un-
ion. The US economy also decelerated in the first
quarter, as households trimmed their spending
and thus dampened private consumption. In-
vestment demand grew quite strongly, but not
enough to offset the impact of subdued retail
sales and destocking. The labour market situ-
ation remained favourable, with the economy
operating at close to full employment. Despite
rising inflation, solid real income in the next
period is expected to support household final
consumption. Although the arrival of the new
US administration has boosted confidence indi-
cators, their improvement has not been notably
reflected in hard data. In general, the adminis-

tration’s proposed reforms are increasing un-
certainty about the future economic course of
the United States. The Japanese economy had
a positive impact on global growth in the first
quarter of 2017. The recovery of international
trade with Asia continued to support Japanese
exports at the start of the year, and they, to-
gether with stimulus programmes adopted in
2016, are expected to further boost GDP growth
in the period ahead. Besides exports, private
consumption also firmed and there was a mod-
est increase in investment, too. In the medium
term, the inadequacy of supply-side structural
reforms, particularly in regard to the labour
market and demographics, could weigh on Ja-
pan’s potential output growth. In the euro area,
too, economic activity strengthened in the first
quarter, in this case driven by domestic demand.
Owing to growing global trade and past depre-
ciation of the euro, exports maintained strong
growth, but their impact was fully offset by
import growth. Domestic demand is expected,
given the accommodative monetary policy, to
continue underpinning euro area GDP growth.
Activity is also expected to be boosted by fiscal
policy in those countries focused on long-term
growth supporting measures.

As for EMEs, China’s economic growth slowed
in the first quarter on a quarter-on-quarter ba-
sis, but increased in year-on-year terms. The
composition of growth on the demand side
showed the gradual rebalancing off the econ-
omy away from investment to a consumption-
driven model. The investment component itself
also displayed a more balanced composition.
Although government investment growth con-
tinued to exceed private investment, the gap
was far narrower than in the past. Despite re-
strictions such as tighter mortgage conditions,
investment in real estate increased appreciably.
Through fiscal and monetary stimuli, China is
expected to maintain strong economic growth
in the years ahead, albeit below the 2016 level.
India’s economic growth accelerated in quarter
on quarter terms, but slowed sharply year on
year. Its performance reflected the waning ef-
fects of the November 2016 demonetisation
of the highest-denomination banknotes and
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a pick-up in motor vehicle sales. As for invest-
ment, however, it did not show any significant
recovery, notwithstanding the implementation
of government measures to support infrastruc-
ture projects and the easing of business condi-
tions. Investment was curbed by spare capacity,
a weak financial situation, and non-performing
loans. Going forward, however, India is ex-
pected to benefit from the upward impact of
public sector wage increases on consumption
growth and from investment growth driven by
structural reforms in the area of goods and ser-
vices taxes. In Russia, the economy is gradually
recovering from a recession caused by a slump
in oil prices as well as by sanctions imposed
by Western countries. In the first quarter of
2017 Russia’s domestic demand rebounded
on the back of an appreciating rouble and fall-
ing inflation. At the same time, exports firmed
owing mainly to an upturn in oil prices. While
the economic recovery is expected to be sup-
ported by oil price stabilisation, GDP growth
may be constrained by fiscal consolidation
measures and structural headwinds. The situ-
ation in Brazil also improved in the first quar-
ter, as the economy emerged from a two-year
recession. A stronger export performance and
a more moderate decline in consumer spend-
ing contributed positively to GDP growth,

Chart 1 GDP growth and the CLI for the
OECD area
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while the government sector and investment
components had a negative impact. Brazil’s
low inflation is conducive to monetary policy
accommodation, which could support invest-
ment growth. Nevertheless, Brazil continues to
have a relatively closed economy as well as per-
sisting trade barriers, all of which is weighing
on competitiveness. Tax reforms, the easing of
administrative burdens, and infrastructure in-
vestments are expected to boost growth and
increase the economy’s openness.

Quarterly GDP growth in the OECD area slowed
t0 0.4% in the first quarter of 2017, from 0.7% in
the previous quarter. Year-on-year GDP growth
remained stable at 2.0%. Despite a moderate
slowdown in global economic growth in the first
quarter of 2017, the Composite Leading Indica-
tor (CLI) for the OECD area' is pointing to a grad-
ual recovery.

Global economic growth is expected to pick up
moderately in the period ahead, with growth
across advanced economies expected to be
supported by monetary and fiscal policies in an
environment of continuing cyclical recovery and
a narrowing output gap. In the global context,
EME developments in particular will have an
important role in the years ahead. While the Chi-
nese and Indian economies will maintain strong
growth, it is above all the recovery of commodity
exporters that will provide a significant boost to
world GDP growth.

The rebound in commodity prices passed
through relatively quickly to global inflation
growth. The acceleration of annual consumer
priceinflation was most pronounced in advanced
economies, where on average it was more than
twice as high as the average for 2016, owing
mainly to the impact of energy prices. In EMEs
there was no significant increase in headline in-
flation, as the impact of higher energy commod-
ity prices has only recently started to outweigh
downward pressure from the fading of earlier
exchange rate depreciation. Another cause of
global inflation growth was the increase in food
commodity prices. Annual consumer price infla-
tion in the OECD area therefore increased from
1.8% in December 2016 to 2.3% in March 2017,
and edged further upwards in April, to 2.4%. At
the same time, however, core inflation remained

CHAPTER 1
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at the same level in March as in December (1.8%)
and stayed below 2% in April (at 1.9%).

The recent decline in prices of oil and other com-
modities is expected to weigh on global head-
line inflation in the short term. Over the longer

term, however, it is expected that a gradual de-
cline in spare capacity will push up consumer
prices. However, the current oil futures curve im-
plies relatively stable prices and therefore sug-
gests a subdued contribution of energy prices to
the headline inflation rate.
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2 CoMMODITIES

The average commodity price index increased in
the first quarter of 2017 at the same pace as in
the previous quarter. While the rate of increase
in non-energy prices accelerated, the rate in the
energy component slowed.

Looking at non-energy commodities, the agri-
cultural commodity price index increased in the
first quarter after falling in the previous period,
and metal prices recorded a slightly stronger in-
crease. Agricultural commodity prices reflected
increases in food prices and in agricultural raw
material price growth. In that category, wheat
prices increased the most, amid concerns about
lower wheat production in 2017, while pig-
meat prices increased on the back of growing
demand from China, the world’s largest pig-
meat consumer. Among other components of
the non-energy commodity price index, rub-
ber prices had a strong positive impact. The
increase in metal prices was boosted by alu-
minium prices, which increased in response to
China’s adoption of new air pollution control

regulations. Uranium prices also accelerated in
the first months of the year. As for energy com-
modities, the average price of a barrel of Brent
crude oil increased to USD 54 in the first quar-
ter, around USD 4 higher than in the previous
quarter. Although most OPEC members cut
production in line with a recent OPEC and non-
OPEC members’ agreement, some countries
exempted from that agreement, notably Libya
and Nigeria, increased oil output substantially.
This, together with strong US oil production,
saw the oil price come under downward pres-
sure towards the end of the quarter and curbed
oil price growth for the quarter as a whole.
Coal prices had a negative impact on the en-
ergy commodity price index, as the resolution
of supply disruptions and the stabilisation of
demand in China resulted in a downward cor-
rection of the previous quarter’s strong growth
in coal prices. In April, commodity price index
remained broadly at the March level, with a de-
cline in non-energy commodity prices offset by
an increase in energy commodity prices.

CHAPTER 2
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3 THe UNITED STATES

In line with past experience, US economic
growth softened in the first months of the year.
The annualised rate of GDP growth fell to 1.2% in
the first quarter of 2017, from 2.1% in the previ-
ous quarter. In year-on-year terms, US economic
growth was unchanged from one quarter to the
other, at 2.0%.

The US economy’s slowdown in early 2017
stemmed mainly from a deceleration in pri-
vate consumption growth. Household spend-
ing growth fell from historical high levels at
the end of year, reflecting weaker car sales
and warm weather (resulting in lower home-
heating bills). Changes in inventories damp-
ened GDP growth with a significant negative
impact of around 2 percentage points. There
were also negative contributions from govern-
ment consumption and investment at both
the federal and state levels. On the other hand,
a firming of exports and slower import growth
ensured that net exports made a moderately
positive contribution to growth. Investment
demand was notably stronger at the start of
the year, with increases in both residential and
non-residential investment, the latter includ-

Chart 2 Annualised GDP growth and its

composition (percentages; percentage
point contributions)
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ing unexpectedly strong structural investment
growth in extractive industry. Both survey and
economic data suggest that US GDP growth
will be higher in the next period. Consumer
sentiment is elevated, while real disposable
income growth points to a pick-up in private
consumption. At the same time, the effects of
global recovery in China and Europe are ex-
pected to buoy US exports.

The acceleration in US consumer price inflation
observed in the second half of 2016 continued
in the first quarter of 2017. The annual CPI rate
increased from 2.1% in December 2016 to 2.4%
in March 2017. In between it reached 2.7% in
February, its peak for the quarter. The slowdown
in March did not prevent the average headline
rate for the first quarter from being significantly
higher than for the fourth quarter of 2016.

The March slowdown stemmed partly from low-
er energy inflation and partly from core inflation,
which was lower in March (at 2.0%) than in the
previous December (2.2%). Headline inflation fell
further in April (to 2.2%), reflecting slight drops
in energy inflation and in core inflation (to 1.9%).

Chart 3 Annual consumer price inflation and

its composition (percentages; percentage
point contributions)
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The US Federal Open Market Committee
(FOMC) decided at its meeting in February 2017
to leave the target range for the federal funds
rate unchanged at 0.50% to 0.75%. In March,
however, in view of realised and expected la-

bour conditions and inflation, the Committee
decided to raise the target range to 0.75% to
1.00%. At its May meeting, the Committee left
the federal funds rate unchanged. The stance of
monetary policy remains accommodative.
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4 THE EURO AREA

The euro area’s economic recovery continued
in the first quarter of 2017. GDP increased by
0.6%, quarter on quarter, which was 0.1 per-
centage point higher than its growth in the
previous quarter. Looking at the larger econo-
mies within the euro area, Spain and Germany
experienced the highest growth, 0.8% and 0.6%
respectively (each higher compared with the
previous quarter, by 0.1 percentage point and
0.2 percentage point). Italy’s quarter-on-quar-
ter GDP growth also increased (by 0.1 percent-
age point, to 0.4%), while both the Dutch and
French economies saw growth fall (the former
by 0.2 percentage point, to 0.4%, and the latter
by 0.1 percentage point, to 0.4%). The increase
in the euro area’s quarterly GDP growth had an
upward impact on its year-on-year growth rate
for the first quarter, which increased to 1.9 %
(up by 0.1 percentage point from the previous
quarter).

Domestic demand remained the main driver of
economic expansion in the first quarter of 2017,
although to a lesser extent compared with the
previous quarter. There were declines in both
consumption growth and, more markedly, in in-
vestment demand growth. Private consumption

Chart 4 GDP growth (constant prices;
percentages)
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Chart 5 Quarterly GDP growth and its

composition (percentages; percentage point
contributions)
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increased by 0.3% quarter on quarter, 0.1 per-
centage point less than in the previous quarter.
Gross fixed capital investment growth fell from
an exceptionally high 3.4% in the fourth quarter
of 2016, to 1.3% in the first quarter, which was
nevertheless an above-average increase. Con-
struction output growth remained relatively
solid, and investment in machinery and equip-
ment also increased. Net trade made a neutral
contribution.

The low interest rate environment has gradually
begun, with a lag, to have a downward impact
on the saving ratio. Its decline was more pro-
nounced in the fourth quarter of 2016 than in the
previous quarter. This trend is conducive to fur-
ther consumption demand growth and supports
overall economic growth. After its temporary dip
in February, consumer confidence picked up in
the following months and so supported favour-
able outlooks for consumer demand. Despite
weakening slightly, the willingness of consumers
to make major purchases remains elevated and
provides further impetus to consumer demand,
which may also benefit from the continuing up-
turn in the labour market.
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CHAPTER 4

Chart 8 Industrial competitiveness (balance

Chart 6 Monetary policy rates and the
household saving ratio (percentages) of responses) and manufacturing production
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Chart 9 Export expectations in industry

Chart 7 Private consumption and consumers’
(balance of responses) and manufacturing
production (annual percentage changes)
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Industrial firms’ assessments of their competi- exports. Export expectations are also relatively
tive position within the EU improved in the favourable and, despite decreasing slightly in
first quarter for a fourth successive quarter the first quarter of 2017, remain at relatively
and bode well for industrial production and robust levels.
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The euro area’s economic revival is further evi-
dent from industrial firms’ assessments of what
factors are limiting their production. Survey
results for the second quarter of 2017 showed
a further drop in the impact of ‘insufficient de-
mand; which was the largest drop since the
fourth quarter of 2013 and left this factor’s level
close to pre-crisis levels. Concerns about ‘finan-
cial constraints’ rose marginally, but still remain
at relatively benign levels. Both the importance
of ‘shortage of labour force’ and ‘shortage of ma-
terial and/or equipment’ - i.e. production factors
- continued to increase, and therefore pointed
to the ongoing tightening of the labour market
and an overall upward trend in capacity utilisa-
tion across the economy. This may be reflected
in wage growth and consequently in inflation.
At the same time, the increasing importance of
material constraints on production implies an in-
creasing need for new investment.

The labour market continued to strengthen in
the first quarter, with the rate of unemploy-
ment falling from 9.6% in December to 9.4% in
March, and then to 9.3% in April. The firming of
the labour market is conducive to the further
recovery of the euro area economy, in particu-
lar domestic demand. Employment expecta-
tions in several sectors continued to improve

Chart 10 Factors limiting production in
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in the first months of the second quarter, with
the most marked increase in expectations ob-
served in construction and, to a lesser extent,
industry. Expectations in services and retail
trade were more volatile, but also suggested
that the favourable employment trends will
continue.

Chart 12 Unemployment rate and long-term
unemployment rate (percentages)
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Chart 13 Employment expectations by
sector (balance of responses)
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Leading indicators for the euro area remain
relatively bright and, despite a slight weaken-
ing of the Economic Sentiment Indicator (ESI)
and the Eurocoin indicator, they suggest that
economic activity growth may accelerate in
the second quarter. After remaining flat in the
first quarter, the ESI for the euro area increased
appreciably in April, before correcting slightly

Chart 14 Leading indicators and quarterly
euro area GDP growth
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Chart 15 Eurocoin indicator and quarterly
euro area GDP growth
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downwards in May. The ESI is nevertheless is
relatively elevated at levels similar to those of
autumn 2007. The Eurocoin indictor fell in May
for a third successive month, but remains at
a high level. The composite Purchasing Man-
agers’ Index (PMI) also signalled favourable
economic trends, as it increased throughout
the first four months to reach its highest level
since April 2011. The PMI remained unchanged
in May.

Euro area annual HICP inflation maintained its
upward trend in the first two months of 2017,
owing mainly to increases in energy infla-
tion and, to a lesser extent, food inflation. The
headline rate climbed to 2.0% in February, up
from 1.1% at the end of 2016, before slowing
in March. The slowdown reflected declines in
the energy and food components, as well as the
impact of oil prices subdued by a base effect
and by recent developments. Services inflation
also fell slightly in March, principally due to the
fact that Easter fell in March this year and April
last year. The impact of this calendar effect was
most pronounced in package holiday prices,
with the differences in their year-on-year level
having an impact on overall services inflation
until May. The headline HICP rate in March was
1.5%, 0.4 percentage point higher than the rate
in December 2016. Headline inflation in April

CHAPTER 4

NBS

REPORT ON THE INTERNATIONAL Economy

JUNE 2017

14



Chart 16 Annual HICP inflation rate and the
contributions of selected components
(percentages; percentage point contributions)
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Energy

== HICP inflation (percentages)

Sources: Macrobond and NBS calculations.

and May continued to be affected by the Easter
calendar effect, but as the effect faded, services
inflation rebounded in May, back to its Febru-
ary level. The headline rate, however, also came
under downward pressure from decreases in
energy inflation and, to a lesser extent, food in-
flation, with the result that it dropped to 1.4%
in May. Inflation excluding energy and food
reflected the volatility of services prices, but in
May it was back to the level of December 2016
(0.9%).

Energy prices remained responsive to year-on-
year global oil price growth, which was falling
from February. The annual rate of increase in
the Brent crude oil price fell from almost 80%
in January to around 10% in May, reflecting, on
the one hand, the recent slight decline in the
price per barrel of Brent crude oil, from around
USD 56 in January and February to less than
USD 52 in May, and, on the other hand, the base
effect of the oil price acceleration a year earlier
(when the price climbed from less than USD 32
in January 2016 to almost USD 48 in May 2016).
Energy price movements are therefore indicat-
ing a moderation of cost-push inflation pres-
sures.

Chart 17 Oil prices in euro and US dollars
(annual percentage changes)
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== Brentin euro
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Sources: Macrobond and NBS calculations.

Chart 18 Qil prices in euro and the HICP

energy component (annual percentage
changes)
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The recovery of the food commodity market
stalled in the first quarter, and from February the
market prices were broadly stable or slightly fall-
ing. In year-on-year terms, however, prices con-
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Chart 22 Non-energy industrial goods

prices and the nominal exchange rate
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Chart 23 Price expectations in industry,
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tion in consumer goods imports, but without
yet having an impact on non-energy industrial
goods inflation. Furthermore, the nominal effec-
tive exchange rate began to appreciate again in
May. As a result, inflation in market components
of the consumption basket remains contained.
The continuing recovery of both the economy
and the labour market, supported by an accom-
modative monetary policy, could, however, lead
to upward pressure on inflation in this segment.

The upward trend in selling price expectations
came to a halt in virtually all sectors at the end of
the first quarter or in the next two months. This
was probably related to the moderate decline in
oil prices, as well as to the continuing strength
of competition. On the other hand, according to
the ‘The ECB Survey of Professional Forecasters’,
expectations for HICP inflation are increasing
slightly, especially at the one-year horizon.

At its meetings in the first half of 2017, the ECB's
Governing Council decided to leave the interest
rates on the main refinancing operations, the
marginal lending facility and the deposit facility
unchanged at 0.00%, 0.25% and -0.40% respec-
tively. According to the statement issued after

responses)
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Sources: European Commission and Eurostat.

Chart 24 HICP inflation - expectations

according to The ECB Survey of Professional
forecasters
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its June meeting, the Council expects the rates
to remain at their present levels for an extended
period of time, and well past the horizon of the
ECB’s net asset purchases.
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The Council also confirmed that the ECB's net
asset purchases, at the current monthly pace of
€60 billion, are intended to run until the end of
December 2017, or beyond, if necessary, and in
any case until the Council sees a sustained ad-
justment in the path of inflation consistent with
its inflation aim. (Under a decision taken last
year, the amount of the purchases was reduced
from €80 billion to €60 billion as from April

2017.) If the outlook becomes less favourable, or
if financial conditions become inconsistent with
further progress towards a sustained adjustment
in the path of inflation, the Council stands ready
to increase the asset purchase programme (APP)
in terms of size and/or duration. The net pur-
chases will be made alongside reinvestments of
the principal payments from maturing securities
purchased under the APP.
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5 THe CzecH RepuBLic, HUNGARY AND POLAND

In all of the reviewed countries, annual eco-
nomic growth was higher in the first quarter of
2017 than in the previous quarter. In the Czech
Republic, year-on-year GDP growth accelerated

Chart 25 GDP growth (percentages)

Czech Republic Hungary Poland

Quarter-on-quarter growth
== Year-on-year growth

Source: Eurostat.

Chart 26 Contributions to quarterly GDP
growth (percentage points)
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by 1.0 percentage point, to 2.9%, while in Po-
land it increased by 1.9 percentage points, to
3.8%, and in Hungary by 1.3 percentage points,
to 4.2%.

In quarter-on-quarter terms, Czech economic
growth was 0.9 percentage point higher in the
first quarter of 2017 than the fourth quarter of
2016, and Hungary's GDP growth increased by
0.6 percentage point, to 1.3%. Poland’s growth
slowed by 0.6 percentage point, to 1.1%. Czech
GDP growth included positive contributions
from investment and government consump-
tion, two components that had contributed
negatively in the previous quarter. In contrast
to the previous quarter, when it has a substan-
tial positive impact, net trade had a neutral im-
pact as exports and imports increased at similar
rates. Hungary’s GDP growth was driven by in-
vestment demand and changes in inventories,
while net exports had a sizeable negative im-
pact due to import growth outstripping export
growth. The slowdown in Poland’s GDP growth
was largely attributable to net exports, as im-
ports increased far more than exports.

Annual consumer price inflation in all three
reviewed countries was higher in March 2017
than in December 2016. In the Czech Repub-
lic it accelerated by 0.5 percentage point, to
2.6%, in Hungary by 0.9 percentage point, to
2.7%, and in Poland by 0.9 percentage point, to
1.8%. The inflation growth in the Czech Repub-
lic stemmed mainly from energy and services
prices. In April, the Czech headline inflation
rate slowed slightly owing mainly to lower rates
of energy and unprocessed food inflation. In
Hungary, the first-quarter increase in annual
consumer price inflation was driven mainly by
energy prices and, to a lesser extent, food prices
(unprocessed food inflation turned positive af-
ter an extended period in negative territory). In
April, Hungary’s headline inflation rate slowed,
largely as a result of a notable drop in energy
inflation. In Poland, the increase in consumer
price inflation was also led by energy inflation
and was further supported by processed food
inflation. Non-energy industrial goods infla-
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Chart 27 HICP inflation and its composition

(percentages; percentage point
contributions)
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tion again made a negative contribution, albeit
more moderate compared with the previous
quarter. In April, Poland’s headline inflation
remained unchanged, as the impact of higher
services inflation was offset by lower food and
energy inflation.

The Czech koruna’s exchange rate vis-a-vis the
euro at the end of the first quarter of 2017 was
virtually unchanged from its level in December
(@ mere 0.03% weaker), while both the Hungar-
ian forint and Polish zloty were trading stronger,
by 0.71% and 4.17% respectively.

The koruna was constrained to strengthen in
the first quarter, given that the Czech central
bank was still committed to using foreign ex-
change interventions to maintain accommoda-
tive monetary conditions. At an extraordinary
monetary policy meeting on 6 April 2017, the
CNB Bank Board decided to end the exchange
rate floor forthwith and to let the euro-koruna
exchange rate be determined by supply and
demand on foreign exchange markets. Thus
the koruna returned to a managed floating
exchange rate regime. In the period following
CNB'’s removal of the floor, the koruna began

Chart 28 Exchange rate indices of national
currencies vis-a-vis the euro (index: 3 January
2011 =100)
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to appreciate, largely in response to favour-
able domestic economic news. A more robust
strengthening was prevented mainly by the
‘overboughtness’ of the koruna market. The
movements of the forint and zloty during the
fourth quarter reflected financial market senti-
ment that was shaped mainly by the monetary
policy divergence between major central banks
(the Federal Reserve and the ECB), as well as by
political uncertainty (elections in certain euro
area countries). Both currencies, but more so
the zloty, strengthened on the back of bright
economic news in the respective countries (ris-
ing inflation, firming demand).

None of the central banks of the three reviewed
countries altered its monetary policy rates in
the first quarter of 2017. In the Czech Republic,
Ceska narodni banka (CNB) kept its base rate
unchanged at 0.05% (zero lower bound). In the
statements issued after its monetary policy
meetings in the first quarter, the €NB Bank
Board confirmed its commitment to using the
exchange rate as an additional instrument for
easing monetary policy (its interventions on
the foreign exchange market during the first
quarter amounted to €41.877 billion). In Hun-
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gary, Magyar Nemzeti Bank (MNB) left each of
its base rate, overnight collateralised lending
rate and one-week collateralised lending rate
unchanged at 0.9% in the first quarter, and its
overnight deposit rate unchanged at -0.05 %
(its level since 23 March 2016). In March 2017
the MNB ended its Funding for Growth Scheme
(FGS), which was launched in June 2013 to
provide financing to small and medium-sized
enterprises (SMEs). The FGS started to be
phased out from January 2016 and gradually
replaced with the central bank’s Market-Based
Lending Scheme, under which banks should
adjust the financing of SMEs to market condi-
tions. With the aid of these schemes, lending
to SMEs increased in 2016 by 12% year on year,
and the MNB expects it to increase by between
5% and 10% in 2017. Since October 2016 the
MNB has capped the use of its three-month
deposit facility, seeing the cap as an integral
element of its monetary policy toolkit. The up-
per limit on the stock of three-month depos-
its held with the MNB as at the end of the first
quarter of 2017 was set at HUF 750 billion. The
measure is intended to crowd out additional
liquidity from the deposit facility. According
to the MNB, the settings of its monetary policy
are consistent with fulfilling the medium-term
inflation target while ensuring commensurate
support to the economy. At the same time, the
central bank has stated that it stands ready to
further ease monetary conditions, if necessary
using unconventional instruments. In Poland,
Narodowy Bank Polski (NBP) left its mone-
tary policy rates unchanged in the first quarter

of 2017 (keeping the reference rate at 1.5%).
The NBP Monetary Policy Council (MPC) stated
that the acceleration in price growth was due
mainly to higher global commodity prices, i.e.
factors beyond the direct impact of domestic
monetary policy. Core inflation remained close
to zero, pointing to still low demand pressure.
The MPC also took the view that, given the
available data and forecasts, the current level
of interest rates was conducive to keeping the
Polish economy on a sustainable growth path
and to maintaining macroeconomic equilib-
rium.

Chart 29 Key interest rates of national
central banks (percentages)
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CNB ENDS EXCHANGE RATE FLOOR

On 7 November 2013 the CNB Bank Board de-
cided to use the exchange rate as an additional
instrument for easing monetary policy condi-
tions, after having deployed its principal mon-
etary policy instrument — interest rates — to the
limit by cutting them to the zero lower bound
(0.05%) in late 2012. The rate cuts were a re-
sponse to the recession that the Czech econo-
my had found itself in that year. Alongside the

cuts, the CNB signalled its readiness to leave
the rates at the zero lower bound for as long as
necessary, and also its readiness, if necessary
and in accordance with its statutory mandate,
to use additional instruments as a means of
maintaining price stability. In November 2013
it took that step and the instrument it used
was the exchange rate. The exchange rate did
not become a new CNB monetary policy tar-

REPORT ON THE INTERNATIONAL Economy

CHAPTER 5

NBS

JUNE 2017

21



get, but merely a non-standard instrument for
ensuring the necessary further easing of mon-
etary policy.

The announcement of the exchange rate floor
meant that CNB stood ready to intervene on
the foreign exchange market - automatically
and without any time or volume limits - in or-
der to prevent the exchange rate from appre-
ciating below CZK 27 to the euro. The floor was
asymmetric in nature, i.e. CNB undertook to
stop the koruna appreciating below the limit,
but to let any further depreciation above the
limit be determined by supply and demand on
foreign exchange markets.

From the outset of the exchange rate floor,
CNB explicitly stated that the floor would be
discontinued at such time that conditions
were met for sustainable fulfilment of the 2%
inflation target over the medium term. This
represented clear forward guidance that the
floor would end at a certain time on the basis
of economic developments and the outlook
set out in CNB’s Inflation Report. In the light of
economic conditions (the ability to meet the
medium-term inflation target), the exit date
for the floor was eventually postponed until
the first half of 2017.

Chart A CNB interventions (EUR billions) Chart C CNB inflation outlook of 9 February
2017 (percentages)

70
60-
50-
40
304
204
101
0 T
-10-

2012 2013 2014 2015 2016 2017

B Spot transactions concluded
M Interventions in total

Source: Macrobond.

The CNB Bank Board’s decision to end the ex-
change rate floor was taken at an extraordi-
nary monetary policy meeting on 6 April 2017,
with CNB stating afterwards that the condi-
tions had been met for sustainable fulfilment
of the 2% inflation target in the future. Accord-
ing to CNB, inflation was now around the level

Chart B Inflation in the Czech Republic
(percentages)
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that the Bank Board had considered optimal
when introducing the floor. The inflation out-
look continues to confirm that inflation ex-
pectations are well anchored, while economic
sentiment is also on a favourable path. CNB
said the exchange rate floor had proved to
be an effective monetary policy instrument in
the conditions of the Czech economy and that
therefore the possibility of its reintroduction,
although highly unlikely at the present time,
could not be ruled out for the future. CNB has
thus returned to a managed floating exchange
rate regime.

Soon after removing the exchange rate floor,
CNB predicted that the exchange rate may
come under pressure to appreciate (from the
modest positive interest rate differential vis-a-
vis the euro) or depreciate (from, among other
things, the fact that the koruna was slightly
overvalued before the floor was adopted and
that financial investors would be closing ko-
runa positions after the floor’s removal). At the
same time, CNB has made clear that it is ready
to use monetary policy instruments to sup-
press longer-term excessive fluctuations of the
koruna-euro exchange rate (‘excessive fluctua-

Chart D CNB exchange rate floor and the Chart E Comparison of CNB and SNB
EUR/CZK exchange rate exchange rate floors

294

284

CNB adopts
flooron

7 November 2013
274 —

264 CNB ends
flooron
6 April 2017

254

244

23 T T T T T T T T T T T T T T

2012 2013 2014 2015 2016 2017

= EUR/CZK

Source: Macrobond.

tions’ are not defined in advance, but will be
gauged on specific conditions).

In discussions of CNB's removal of the ex-
change rate floor, similarities have frequently
been drawn with the exchange rate floor that
the Swiss National Bank (SNB) recently had in
place, notwithstanding the several differences
between these strategies. One difference is the
respective monetary policy regimes, with CNB
conducting policy under an inflation target-
ing regime and the SNB fixing a target range
for the reference interest rate (the LIBOR for
three-month interbank loans in Swiss francs).
This range constitutes the third element of
the SNB’s monetary policy strategy in addi-
tion to the definition of price stability and the
conditional inflation forecast (with the overall
economic situation also taken into account).
A second difference is that the CNB adopted
the floor in response to concerns about sub-
stantial deflationary pressures and long-term
undershooting of the inflation target, while
SNB’s floor was directed against excessive
overvaluation of the Swiss franc (a safe haven
currency) and the harm that this could cause
the Swiss economy (via lost competitiveness).
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A third key difference was the way in which
the policy exits were communicated. CNB was
clear from the outset about when the floor
would be discontinued (i.e. when the inflation
target could be sustainably met over the medi-
um term), while the SNB did not lay down any
terms for ending its floor, but rather took a dis-
cretionary approach. Another difference is in
the post-exit exchange rate regimes, with CNB
returning to a managed floating exchange
rate and SNB officially returning to a free float-
ing exchange rate.

It is certainly too soon to assess, in macro-
economic terms, the success or effectiveness
of CNB's use of the exchange rate as a non-
standard way to enable sustainable fulfil-

ment of the 2% inflation target in a zero lower
bound environment. For the purposes of this
policy, CNB adopted clear and comprehen-
sible forward guidance and communicated
the conditions under which the floor was set
and the conditions under which it would be
discontinued (foreseeable and intelligible for
economic agents). In doing so, CNB confirmed
the credibility of its monetary policy. At least
from this perspective, the use of the exchange
rate as a non-standard monetary policy instru-
ment appears to have so far been successful. It
remains to be seen how investors will react in
the ‘overbought’koruna market (whether they
will close their koruna positions immediately,
defer closing them, or transform them into an-
other type of investment).
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CHAPTER 5

SUMMARY OF GDP GROWTH PROJECTIONS OF SELECTED INSTITUTIONS

Table 1 Global economy

Release 2016 2017 2018 2019
IMF April 2017 3.1 (=) 35 (0.1) 3.6 (=) - -
OECD June 2017 3.0 (=) 35 (0.2) 3.6 (=) - -
EC May 2017 3.0 (=) 34 (=) 3.6 (=) - -
ECB" June 2017 3.2 (0.1) 35 (=) 3.8 (=) 3.8 (=)

Table 2 United States

Release 2016 2017 2018
IMF April 2017 1.6 (=) 2.3 (=) 2.5 (=) - -
OECD June 2017 1.8 (0.2) 2.1 (0.3 2.1 (-0.7) - -
EC May 2017 1.6 (=) 2.2 (-0.1) 23 (0.1) - -
Federal
Reserve March 2017 - - 2.1 (=) 2.05 (0.05) 1.9 (=)
Table 3 Euro area

Release 2016 2017 2018
IMF April 2017 1.7 (=) 1.7 (0.1) 1.6 (=) - -
OECD June 2017 1.7 (=) 1.8 (0.2) 1.8 (0.2) - -
EC May 2017 1.8 (0.1) 1.7 (0.1) 1.8 (=) - -
ECB June 2017 1.7 (=) 1.9 (0.1) 1.8 (0.1) 1.7 (0.1)
Table 4 Czech Repubic

Release 2016 2017 2018
IMF April 2017 24 (-0.1) 28 0.1) 22 (-0.2) - -
OECD June 2017 23 (-0.1) 29 (0.4) 26 =) - -
EC May 2017 24 =) 26 =) 27 =) - -
CNB May 2017 2.3 (-0.1) 29 (0.1) 2.8 (=) - -
Table 5 Hungary

Release 2016 2017 2018
IMF April 2017 2.0 (=) 2.9 (0.4) 3.0 (0.6) - -
OECD June 2017 1.9 (0.2) 3.8 (1.3) 34 (1.2) - -
EC May 2017 20 (0.1) 3.6 (0.1) 35 (0.3) - -
MNB March 2017 2.0 (-0.8) 3.6 (=) 37 (=) 3.2 -
Table 6 Poland

Release 2016 2017 2018
IMF April 2017 2.8 (-0.3) 34 (=) 3.2 (-0.1) - -
OECD June 2017 2.7 (0.1) 3.6 (0.4) 3.1 (=) - -
EC May 2017 2.7 (-0.1) 35 (0.3) 3.2 (0.1) - -
NBP March 2016 2.8 (-0.2) 3.7 (0.1) 33 (=) 3.2 -

1) Global economic growth excluding the euro area.

Note: Data in brackets denote the percentage point change from the previous projection.
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