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Comment on the upcoming data and forecasts

The MPC will hold rates on next week’s meeting. We expect, however, the MPC to tone down its hawkish rethoric.
Recent data have been massively at odds with the NBP’s forecasts and doubts regarding next year’s growth have
emerged. As a result, it is likely that the MPC will at least acknowledge the possibility of rate cuts should the
economy slow down further.

Polish data to watch: November 5th to December 9th

Publication Date Period mBank Consensus Prior
MPC decision (%) 07.12 Dec 1.50 1.50 1.50

Treasury bonds and bills auctions

Paper Next auction Last Offer Yield on the prev  Prev auction
auction (%)

(32/37/52) Week T-bills - 1500 1.350 3/14/2016

2Y T-bond OK1018 12/15/2016 2000 1.742 10/6/2016

5Y T-bond PS0722 - 4000 2.499 11/17/2016

10Y T-bond DS0727 12/15/2016 4000 3.098 10/6/2016

15Y T-bond WS0428 - 200 3.027 7/7/2016

Reality vs analysts’ expectations (surprise index* for Poland)

1,5
1,25
1 Comment
0,75 . . .
Slightly up after the PMI. Next week will bring sta-
05 bilization to Poland’s surprise index as no relevant
0,25 macro releases are scheduled for next week.
0
-0,25 * Surprise index presents in a synthetic way how the market was surprised by
05 macroeconomic releases (it is constructed on daily basis as weighted average

of differences between selected releases and Bloomberg forecast consensus).
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Our view in a nutshell

Fundamentals m 2016 unfolded as the year of record divergence between investment growth and consumption growth. The latter is the
only engine of growth.

m GDP growth will likely bottom at 1.7% y/y in Q4, when investment drought and base effects reach their peaks. Next
year growth will accelerate to the average of 3%, as investment returns to growth. It will, however, come no sooner than
in mid-year and the effects of 500+ programme will begin to fade by then. The period of lower growth is not over.

m Polish deflation is over. During the next two quarters inflation will be boosted by statistical base effects, weak PLN
and commodity price spike (headline inflation to reach 1.5% at the turn of Q1 and Q2). We are skeptical of genuine
inflationary pressures in the Polish economy, though.

m Rate cuts are still a possibility (but MPC is very unwilling to ease and global trend is for tightening). We expect the MPC
to finally acknowledge downside risks for Polish GDP growth.

m Global reflation trades weakened the Zloty by raising risk-free rates and encouraging capital outflows from EM assets.
Financial markets Due to the weakness in exports and country risks still present, we expect Zloty to remain weak for the time being.

m The prevailing event risk for PL assets, the CHF conversion, moved to the background, as its details are unlikely to be
announced soon.

m Stronger dollar and upcoming Fed hike (December) hold in check any strengthening of Polish zloty.

mBank forecasts 2012 2013 2014 2015 2016 F 2017 F

GDP yly (%) 1.6 1.4 3.3 3.9 25 3.0
CPI Inflation y/y (average %) 3.7 0.9 -0.1 -0.9 -0.6 1.3
Current account (%GDP) -3.7 -1.3 -2.0 -0.1 -0.7 -0.9
Unemployment rate (end of period %) 134 13.4 114 9.8 8.7 8.1
Repo rate (end of period %) 4.25 2.50 2.00 1.50 1.50 1.25
2016 2016 2016 2016 2017 2017 2017 2017
Qi Q2 Q3 F Q4 F Q1 F Q2 F Q3 F Q4 F
GDP yly (%) 3.0 3.1 25 1.7 2.2 2.8 3.4 35
Individual consumption y/y (%) 3.2 3.3 3.9 4.6 4.3 4.0 3.8 35
Public Consumption y/y (%) 4.2 3.9 4.9 1.0 3.0 3.0 3.0 3.0
Investment y/y (%) -2.2 -5.0 7.7 -4.5 -2.5 3.5 6.0 6.0
Inflation rate (% average) -0.9 -0.9 -0.8 0.2 1.3 1.4 1.2 1.1
Unemployment rate (% eop) 9.9 8.7 8.3 8.7 8.9 8.2 7.8 8.1
NBP repo rate (% eop) 1.50 1.50 1.50 1.50 1.25 1.25 1.25 1.25
Wibor 3M (% eop) 1.67 1.71 1.71 1.71 1.44 1.44 1.44 1.44
2Y Polish bond yields (% eop) 1.45 1.65 1.76 1.80 1.70 1.60 1.60 1.70
10Y Polish bond yields (% eop) 2.84 2.91 2.92 3.60 3.50 3.40 3.50 3.50
EUR/PLN (eop) 4.24 4.38 4.30 4.50 4.45 4.35 4.25 4.25
USD/PLN (eop) 3.73 3.94 3.82 4.21 4.20 4.14 4.05 4.05

F - forecast
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Economics

End of deflation in Poland

After 28 months, annual CPI growth in Poland came back from
its long journey into negative territory. According to the flash esti-
mate, inflation grew from -0.2% in October to 0.0% y/y in Novem-
ber. On a monthly basis consumer prices grew by 0.1%.

6% -
5%
4%
3%
2%
1%

0%

-1% -+

-2%

o O A ™= 4 N &N O M M T < 1NN O W O
b - - i i i i L b - - i i i i v b
S T D TR O TR TR
— o C c > —~ a o = Q > 2 = oD C c >
S 3 5 o0 2 0 0o 2 O ©m K & 3 S ©
= < 3 = < »n L T QA= O = g | 3 =
———CPI inflation y/y ===<Core inflation y/y ——NBP rate

As always, we need to wait until the middle of the month to know
the details, but some patterns can already be ascertained from
known data. We see risk of higher food prices (0.4% m/m) and
stabilization of fuel prices. Other categories should remain more
or less unchanged. According to our forecasts, core inflation
moved slightly up, from -0.2% a month ago to -0.1% y/y. Price
pressure is still very fragile not only in Poland but also in Europe
and yearly indices are rising only because of base effects in
energy prices.

In the following month we will probably see inflation gradually
increasing. At the turn of first and second quarter in 2017 CPI
could come close to 1.5% on the back of weak PLN and higher
commodity prices. This (global) trend keeps in check pricing of
any rate cuts in Poland. Only after several months we will see,
if inflation will run out of ,statistical” steam and accustom us to
positive and stable (but still much lower than NBP target) growth.
This will not be a significant change.

Polish GDP confirmed in Q3 at 2.5% y/y. We
expect Q4 figure to come at 1.7% y/y

Second release confirmed Q3 GDP growth at 2.5% y/y. Looking
into details, we see that government’s ,Family 500+” programme
contributed to consumption not as much as it was initially ex-
pected (this category accelerated only from +3.1% at the be-
ginning of the year to +3.9% — remember that early forecasts
pointed to 5% growth), even though this programme accounted
for 40% of the increase in real household disposable income.
Investment (-7.7% yly) fell more than market consensus and
even our down-to-earth forecast. This category’s retrenchment
is quite similar to the soft patch noted in 2012-2013, however
this one is by now deeper (see chart below). The difference is
widening, last quarter would bring only a slight improvement.
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GDP got a huge boost from inventories (+1.1 pp) and relatively
small setback from net exports (-0.3 pp). The former implies
that inventories have already adjusted to the production drop.
The upcoming quarters should show more regular, procyclical
changes in inventories. The latter category’s behavior is a devi-
ation from other measures of foreign trade (NBP and Eurostat
data, industrial production) and could be revised in near future,
producing a favorable base for second half of 2017. Moving to
next quarters, we see an acceleration of consumption in Q4 and
a rebound in investment activity in 2017. However, those would
be tempered by weaker exports and negative net exports contri-
bution. Moreover, latest revision of 2015 data (Q4 went up from
4.3% yly to 4.6%) has created a negative base in Q4 (in public
consumption). To summarize, we expect GDP growth to decel-
erate in Q4 to 1.7% on a yearly basis.

Cummulative decline in investment since
cyclical top

1,02
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The slowdown is much deeper than analysts expected. We think
that investment rebound would be sufficient to drag growth back
above 3%, however outlook does not look so bright. Deflationary
processes in Europe are hindering imports from Poland and pos-
sible escalation of EM problems (higher cost of dollar financing)
could hamper diversification of Polish exports, which makes cre-
ating genuine inflationary pressures impossible in the medium
term. Any rate hikes are thus off the table, even if some are
currently priced in. We expect the MPC to stop making overop-
timistic comments about state of Polish economy, eventually re-
sulting in much more dovish statements. We are looking forward
to further reactions, since investment decline was twice what
NBP projected.
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Fixed income

The sell-off continues

Last week showed the weakness of the market. Global sell-off
hit POLGBs as well. DS0726 yield jumped from 3,56% to 3,77%,
PS0721 went from 2,83% to 2,92% and OK1018 yield grew from
1,89% to 1,94%. Today yields are 3 bps higher and the curve is
still steepening. The PS0721/DS0726 spread is currently traded
at 88 bps. Liquidity is getting wider and volatility increases every
day. The market doesn’t want to take any position, just to skip
this year as fast as they can.
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Money market

December liquidity looms

Bond selloff continues all over the world. Polish yield curve
grinds higher with 2y swap touching 1,99%. That’s nearly a 50
bp hike baked in the 21x24 FRA contract. We can’t exclude
swaps pricing even more hikes if some SL comes through the
very thin December’s market. Although we think current 2 year
bonds offer very attractive yields (carry), demand may return
in January when banks will be able to release their year-end
liquidity cushions.

December is usually characterized with high volatility in
overnight rates. Banks will try to secure spare liquidity for the
year’s turn.

Ref rate vs Polonia averages:
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Forex

Spot — EUR/PLN weaker Last week EUR/PLN scrambled
to its new high. It has easily broken the 4.45 — 4.47 resistance
zone and spiked to 6 month high of 4.4940. The probability
that we will revisit the Brexit spike of 4.5390 is big. The global
sentiment is not encouraging. The Polish factor is not really
helping, with fiscal position looking worse going forward. Gener-
ally, investors are cautious ahead of today’s S&P decision about
Poland’s rating and U.S jobs report, as well as the looming
result of ltalian referendum that could set the market’s tone in
the coming days.

Options — EUR/PLN vols consolidating, USD/PLN vols
higher Weaker Zloty did not take EURPLN vols higher, as
the move up was slow and realized volatility finally decreased.
1 month EUR/PLN ATM mid is 7.25% (0.15% lower), 3 month
EUR/PLN is at 7.4% (0.1% unchanged) and, finally, 1 year is
fixing at 7.85% (0.15% higher). USD/PLN one-week implied
volatility has risen for five straight days and climbed to 20% on
Friday, its highest level since the Brexit vote in June. The rest of
the curve was also higher — the currency spread (USD/PLN vol
minus EUR/PLN vol) has grown by roughly 0.4%. We observed
big demand on 25RR EUR/PLN as well as on USD/PLN — mid
term skew is approx. 0.4% higher.

Short-term forecasts
Main supports / resistances:
EUR/PLN: 4.42/4.60
USD/PLN: 4.00/ 4.30

Spot Position: None.

View unchanged from the last week. We are still skewed to the
upside (Zloty downside), as Polish fundamentals and global sen-
timent deteriorated. Ideally, we would like to buy EUR/PLN at
4.44 and we are ready to add at 4.40 with stop loss at 4.37.
On the other hand, the move on the EURPLN last month was
systematic and amounted to 20 big figures — so we are awaiting
some retracement. We would sell EUR/PLN at 4.54 and at 4.57
with a stop above 4.60.

Options Vol — Selectively long Vega

We are keeping our selective long in EUR/PLN Vega (6 months
and 12 months) but only in 30% of our risk limits. On one
hand, there is the FOMC and the Italian referendum, but with
Christmas approaching fast, we prefer to keep position light.
We would be buyers of backend if that revisits this year’s lows,
or sellers of the frontend if some panic / risk off hits the market.
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Market prices update

Money market rates (mid close) FRA rates (mid close)

Date FXSW 3M WIBOR3M FXSW6M WIBOR6M FXSW1Y WIBOR1Y 1x4 3x6 6x9 9x12  12x15  6x12
11/25/2016 1.79 1.73 1.80 1.71 1.85 1.75 1.73 1.74 1.76 1.76 1.81 1.84
11/28/2016 2.10 1.73 2.10 1.71 217 1.75 1.73 1.73 1.74 1.75 1.78 1.84
11/29/2016 2.10 1.73 1.95 1.71 2.00 1.75 1.73 1.75 1.75 1.77 1.81 1.84
11/30/2016 1.89 1.78 1.80 1.71 1.85 1.75 1.74 1.75 1.76  1.78 1.83 1.85
12/1/2016 2.10 1.73 2.1 1.71 217 1.75 1.74 1.75 1.78  1.81 1.89 1.87
Last primary market rates

Paper Au. date Maturity Avg. price  Avg. yield Supply Demand Sold

32W TB 3/14/2016 11/30/2016  99.04 1.35 1500 1757 1692

OK1018 10/6/2016 10/25/2018  96.54 1.74 2000 4838 2448

PS0421 8/18/2016 7/25/2021 98.31 2.11 3500 4968 3844

DS0727 10/6/2016 7/25/2027 94.57 3.10 4000 5916 4359
Fixed income market rates (closing mid-market levels)

Date 1Y WIBOR 1Y T-hill 2Y IRS OKO0715 5Y IRS PS0718 10YIRS DS1023

11/25/2016  1.750 1.474 1.635 1.578 1.960 2.232 2.405 2.949

11/28/2016  1.750 1.474 1.635 1.578 1.960 2.232 2.405 2.949

11/29/2016  1.750 1.474 1.635 1.578 1.960 2.232 2.405 2.949

11/30/2016  1.750 1.474 1.635 1.638 1.990 2.290 2.447 2.985

12/1/2016 1.750 1.474 1.635 1.525 2.000 2.269 2.460 2.964
EUR/PLN 0-delta stradle 25-delta RR 25-delta FLY

Date 1M 3M 6M 1Y 1M 1Y 1Y

11/25/2016  7.10 7.20 7.65 7.90 7.90 2.46 0.70

11/28/2016  7.40 7.25 7.63 7.70 7.70 2.46 0.70

11/29/2016 7.20 7.23 7.70 7.87 7.87 2.09 0.62

11/30/2016  7.36 7.30 7.70 7.93 7.93 2.51 0.66

12/1/2016 7.33 7.43 7.85 7.87 7.87 2.31 0.63

Date EURPLN USDPLN CHFPLN JPYPLN HUFPLN CZKPLN

11/25/2016  4.4106 4.1628 4.1073 3.6821 1.4244 0.1632

11/28/2016  4.4190 4.1521 4.1094 3.7012 1.4246 0.1634

11/29/2016  4.4328 4.1827 4.1235 3.7149 1.4245 0.1639

11/30/2016  4.4384 41721 4.1159 3.6908 1.4273 0.1640

12/1/2016 4.4620 4.1987 4.1409 3.6768 1.4248 0.1648
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