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EM Strategy

Pay 10y CZK IRS
Upbeat local and global macro outlooks intact

We pay 10y CZK as entry levels became attractive after the recent correction lower.
The third Covid wave and the downside surprise in Dec Czech CPI don’t change our
view that the CNB will deliver 50bp tightening this year. Core CPI remains high (3.6%)
and as the economy strongly rebounds in Q2, the case for hikes will grow. Long-end
CZK IRS payers should have the added advantage of benefiting from the global
reflation theme narrative and high CZGB issuance. We target 1.55% within 6 months.

We see the dip in CZK rates caused by the Dec CPl undershot as exaggerated and fade
the move. The main surprise in CPI came from volatile food prices but core CPI in the CNB
definition remains high (3.6% YoY vs 3.7% previously). Even if we expect prices to correct
lower in coming months, they should start rising from March onwards (Fig 1). We see
headline CPI at 2.3% and CPI ex. food and fuel at 2.9% this year. With real rates deeply
negative and some CNB board members already commenting that the current level of
the policy rate is low, we continue to see two hikes in 2H21 and three more in 2022. For
this year, our base case is for two 25bp hikes but we don't rule one post October election
50bp hike in either the November or December CNB meeting. Given current market
pricing (17bp of hikes priced over 12 months) 12x15 CZK FRA payer is also attractive.

While the Czech Rep is one of the negative outliers in terms of Covid cases globally, the
severity of restriction does not diverge from its European peers (hence not a more
detrimental effect on the Czech economy at this point). As the vaccination process is to
speed up and winter restrictions are to ease in Q2, we look for a sharp rebound from Q2
onwards (6.5% YoY - Fig 2), spilling over into the CZK curve and pushing 10y higher.

Despite the third Covid wave, we see little scope for the CNB to downgrade its new
forecast (to be published in the Feb meeting) as the last forecast didn't account for the
vaccine effect and the fiscal stimulus. Hence, the forecast should be at least unchanged
(which means signalling hikes for this year - Fig 3) or, as we expect, be more hawkish.
Although we acknowledge that the koruna is stronger vs the Nov forecast, we expect
this to be more than outweighed by the improving medium-term macro outlook

10y CZK IRS payer should also benefit from global reflation dynamics and the grind in
core rates higher (mainly in the US). Moreover, with the Czech government announcing
large fiscal stimulus (worth CZK 100bn this year), leading to a record deficit for 2021
(around 7% of GDP - higher than last year), large CZGB issuance should keep pushing
CZK rates higher. As was the case last year, we look for a frontload issuance in 1H21.

Following the correction in 10y CZK IRS lower this year, the level of 10y is around early
December levels. Although the third Covid wave is under way, the impact on the 10y
CZK IRS should be more limited vs the first and the second waves given the vaccine roll
out and the potential for the strong recovery. Even if the global environment modestly
deteriorates, we don’t expect 10y CZK IRS to drop below 1.10% (the level seen after the
US Presidential election result) as this would mean (a) fully discounting the vaccine
news; (b) fully discounting Czech fiscal stimulus; and (c) partly discounting pro-growth
Biden policies and their effect on the core rate - Fig 4.

Pay 10y CZK IRS; Entry level - 50% of notional at current spot of 1.21% (incl. bid-offer
spread) and other 50% notional at 1.17% Target 1.55%; Stop loss 1.05%. The
position exerts 3.4% negative carry and roll over 3 months (vs -6.2bp on 2y payer).

SEE THE DISCLOSURES APPENDIX FOR IMPORTANT DISCLOSURES & ANALYST CERTIFICATION


https://think.ing.com/snaps/czech-republic-december-inflation-lower/
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Fig1l After Q1 slowdown, CPI should rebound
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Fig3 CNB rate projection from the November forecast
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Fig2 Czech GDP growth (% YoY)
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Fig4 We see limited downside to 10y CZK IRS from here
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