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In Focus / Macroeconomics

Wage growth and conse-

quently higher unit labour
costs translate into higher
inflation risks

The Polish MPC may still
be quite confused by the
latest inflation reading...
we do not expect it to hike
the rates next week.

Wage growth topped 10% yly in August

In August corporate wages rose by 10.5% yly, exceeding both market expectations (9.5% yly)
and our forecast (9.5% yly). Crossing over the 10 per cent threshold could potentially induce
some psychological effects to the market. The actual impact of the figure, however, was limited
by the underlying bullish sentiment.

Such high wage dynamics may have been expected for a few months, as detailed data consis-
tently pointed to a rising number of industry sectors in which wage growth went beyond double
digits. A double digit wage growth was recorded in June in 16 sectors, rising to 21 in July. We
maintain our view that corporate wages may rise even faster in the coming months. There are
still no signs that demand for labour is easing off. The latest data on corporate employment even
points to steadily rising dynamics. In August corporate employment rose by 4.8% compared to.
4.7% recorded in July. As the rising demand for labour usually translates into a higher wages
with some lag, the workers’ bargaining power may be on the rise moving forward in coming quar-
ters.

Following the release of wage data we are more confident than ever that, in the third quarter,
Unit Labour Cost dynamics could top 10% y/y vs. 9.2 recorded in Q2 and 5.6% predicted by
Central Bank experts for the whole year. In addition, a record growth in the labour fund was re-
corded in August. Given that the tax rate cuts, implemented in July, worked to further boost
households’ disposable income by 3-4%, substantial growth in consumption is expected over the
coming months. All of this translates into higher inflation risks. The combination of heavy compe-
tition between companies - with their excellent financial standing allowing them to (temporarily)
increase wages without rising prices - and a stable price development in the external environ-
ment pose some downside risks to our baseline scenario - inflation topping 3.0% in 2008 and
interest rates rising to 5.5% by mid 2008).

Turning to the effects that the higher wage figure may have on the ongoing monetary policy, we
assess that the Polish MPC may still be quite confused by the latest inflation reading (an unex-
pected drop of the CPI inflation to 1.5% owing to one-off reduction in internet fees, according to
Mr. Noga from the MPC, has made the situation “complicated”) and may result to the “wait and
see” approach. Consequently, we do not expect the MPC to hike rates till November. More hawk-
ish comments are to be expected after the release of September’s inflation data or as feedback
to inflation projections which, according to our estimates, may show inflation breaching the upper
inflation target limit in the midterm.
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August data confirms the
view we have expressed
so far i.e. that industrial
production enjoys sound
growth

MEDIUM-TERM
FORECATS

Fixed Income

A volatile week on PLN
rates

Industrial production still climbing

In August the industrial production index rose by 9.0% y/y and 1.1% m/m which was slightly
below the market consensus (9.5% y/y) and our forecast (9.5% yly) as well. This figure is lower
than the one recorded in the previous month (10.4% y/y), however in SA terms (9.4% yly in Au-
gust vs. 8.3% y/y in July) it turns out that the actual growth was higher this month - the distortion
caused by the working-day effect.

It is worth noting that in manufacturing the growth dynamics were significantly higher, reaching
10.4% yly. A weaker performance in the whole industrial sector was due to mining, which re-
corded a strong production decline. This is a tendency which we have been monitoring in the last
period and is now confirmed by the August data. We do not, however, believe the last industrial
production figure was influenced by car sales, which in the recent months have shown no signifi-
cant correlation with the overall production index.

August data confirms the view we have expressed so far i.e. that industrial production enjoys
sound growth and is consistent with the last statement from the MPC which assessed the state of
the real economy in a similar way. Accordingly, it is neutral for the markets. It should be stressed,
however, that this year growth takes place in different circumstances from those in 2003 - when
industrial production recorded equally high dynamics. Now the situation in the labour market is
totally different and if the high production dynamics are to be maintained, then employment
growth must follow, driving the wage dynamics (see the section above).

Indicator 2006 2007 2008
GDP yly (%) 6.1 6.5 5.7
Inflation rate (%) 1.0 2.4 3.2
Current account (% of GDP) -2.1 -4.5 -5.3
Unemployment rate (end-of-year) 14.9 11.0 9.8
NBP repo rate (end-of-year) 4.00 5.00 5.50

Source: GUS, NBP, BRE Bank, bold change on last week

Last week after surprising CPI release market made from 20 to 25 bp down in yields. The wage
figure which was published on Monday made very little reaction to the market despite the fact it
came at 10.5 yoy basis beating market expectations. Next big market mover was FED decision
to cut rates, which made sentiment on PLN rates again very positive, but short lived. After touch-
ing again minimal levels in rates on Wednesday morning, on Thursday we saw sharp move up
(7-9 bp), especially in the short part of the curve. We still think that pay position in the mind term
FRA is the best option, as curve is pricing only one hike in full with 50% risk another may come
in the 1y time. CPI drop can prove to be only temporary, as it is based on category that has very
little to do with demand pressure, plus it will be reversed in 6months time. Other factors remain
unchanged, pointing to risk or rather more then less hikes.

RECOMMENDATION: Pay 6x12 PLN FRA.
avg yield last auction

AUCTIONS next auc. offer last date
13 Week T-bills - - 4.208% 1/16/2006
26 Week T-bills - - 3.943% 4/24/2006
52 Week T-bills 08/10/07 - 5.084% 9/17/2007
2Y T-bond OK1209 03/10/07 - 5.327% 9/5/2007
5Y T-bond PS0412 17/10/07 - 5.480% 9/19/2007
10Y T-bond DS1017 10/10/07 - 5.658% 7/11/2007
20Y T-bond WS0922 - - 5.796% 9/12/2007
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Money Market

Very cheap week behind
and probably ahead

Inflation below market
forecasts, volatile times
for longer terms

T-bills down at weekly
tender.

RECOMMENDATION:

FIXED INCOME &
MONEY MARKET
CHARTS

Foreign Exchange

Very cheap week due to huge surplus of the money in the system (2-3 billion PLN). We could
observe short rates falling down. It was perfectly in line with successive growth of the cash re-
serve in the system. On Friday central bank offered 19.5 billion PLN worth of money bills (21.3
billion PLN in cash was coming back from maturing on the same date papers). The demand for
the money bills was 2,4 billion PLN smaller than supply. It made O/N and T/N rates temporary go
down to 4.6%.

Polish consumer price inflation slowed to 1,5% year-on-year in august. The figure was well be-
low market expectations of 1.9% This figures shifted temporary down yield curve about 10-15
basis points.

The average yield on the polish benchmark 52-week T-bill fell to 4.983% at auction Monday,
from 5.084% at the previous auction September 3. The ministry sold all 500 million zlotys of 52-
week paper on offer at well bid tender.

Pay 1Y OIS at current levels, sell 3S OIS.
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This week ztoty was traded in a narrow range between 3.7660 and 3.7900 . Its is also clear

Zloty stable that ztoty is following the sentiment on USD. As dollar is getting weaker and ztoty seems to be
insensitive for domestic signals, EURPLN looks heading 3.7400 last lows level.

Volatility stable EURPLN implied volatility was traded around 5.8 levels for whole curve on quiet trading.
USDPLN was traded respectively 8.4 for 1M and 8.15 for 1Y.

PAGE 4 September 20, 2007



POLAND WEEKLY REVIEW

FINANCIAL MARKETS DEPARTMENT, BRE BANK SA

RECOMMENDATION: Spot: _
Main supports / resistances:
EUR/PLN: 3.7400 / 3.8000
USD/PLN: 2.6400 / 2.7200
Zloty in side trend
We see zloty in slow, strengthening trend with 3.7400 as test of it. We have to stay close with
USD sentiment to track PLN one.
Options:
Keep short vega
EURPLN volatility looks pretty bidded at 5.6/5.7 levels, what gives signals to close short
EURPLN vega. We also advice USDPLN long gamma as it still looks relatively cheap. Buying
USDPLN 1Y calls/RR looks worth considering too as 0.9 vols for RR is historical low.
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MARKET PRICES UPDATE
Money market rates (Closing mid-market levels)
MONEY MARKET date M &M B
S FXSW  WIBOR FXSW WIBOR  FXSW  WIBOR
RATE gEYocloyd  5.06% 5.08% 5.05% 5.21% 5.19% 5.45%
gglocloyd 5.03% 5.07% 5.07% 5.22% 5.23% 5.44%
g(ocloyd  5.03% 5.09% 5.10% 5.24% 5.26% 5.45%
geT(ocloyd  5.03% 5.09% 5.10% 5.24% 5.26% 5.45%
pLJolelloyd  5.10% 5.10% 5.12% 5.25% 5.28% 5.45%
FRA Market Rates (Closing mid-market levels)
FRA MARKET RATES date 1X4 3X6 6X9 9X12  6X12
gEvocloyd  5.09% 5.16% 5.29% 5.33% 5.35%
ggloclloyd 5.10% 5.20% 5.35% 5.38% 5.40%
g(ocloyd  5.10% 5.21% 5.34% 5.36% 5.39%
geTfocloyd  5.10% 5.22% 5.32% 5.35% 5.37%
20/09/07 NN 5.25% 5.36% 5.39% 5.41%
FIXED INCOME MAR- Fixed Income Market Rates (Closing mid-market levels)
KET RATES date 1Y 2Y 5Y 10Y
WIBOR TB IRS 0OK1208 IRS PS0511 IRS DS1017
gEvocloyd  5.45% 5.08% 5.57% 5.29% 5.72% 5.69% 5.73%  5.76%
Wolocloyd 5.44% 5.05% 5.57% 5.29% 5.71% 5.68% 5.72%  5.76%
gI(0loyd  5.45% 5.05% 5.57% 5.34% 5.71% 5.67% 571%  5.76%
19/09/07 SR 5.05% 5.56% 5.30% 5.71% 5.65% 5.72%  5.75%
20/09/07 KA 5.03% 5.56% 5.34% 5.70% 5.68% 5.70% 5.75%
PRIMARY MARKET Last Primary Market Rates : : :
au. date maturity avg price avgyield supply demand sold
RATES 52W TB 07/09/17  08/09/17 95.204 4.98% 500 2600 500
OKO0709 07/09/05 09/07/25 90.694 5.33% 1800 4232 1800
PS0412 07/09/19  12/04/25 97.044 5.48% 2500 5717 2500
DS1017 07/07/11  17/10/25 96.817 5.66% 1800 2997 1800
USD/PLN 0-delta stradle 25-delta RR 25-delta FLY
FX VOLATILITY date 1M 3M 6M 1Y 1M 1Y 1M 1Y
14/09/07 8.30 8.20 8.20 8.15 1.00 1.00 0.30 0.35
17/09/07 8.30 8.20 8.20 8.15 1.00 1.00 0.30 0.35
18/09/07 8.30 8.20 8.20 8.15 1.00 1.00 0.30 0.35
19/09/07 8.30 8.20 8.20 8.15 1.00 1.00 0.30 0.35
20/09/07 8.30 8.20 8.20 8.15 1.00 1.00 0.30 0.35
PLN spot performance
PLN SPOT PER- date USD/PLN EUR/PLN bias
FORMANCE VYA 27254  3.7816  -24.08%
17/09/07 2.7280 3.7835 -24.03%
18/09/07 27315 3.7859  -23.96%
19/09/07 2.7008 3.7730  -24.47%
20/09/07 2.7706 3.6847  -24.71%
Note: parity on 11/04/00 — USD= 4.3806, EUR=4.2196, basket share 50:50
Mid-market volatility of vanilla option strategies
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Contact Details

Forex (BREX) - FX Spot &Options

Marcin Turkiewicz (+48 22 829 01 84) Marcin.turkiewicz@brebank.pl
BRE BANK SA Jakub Wiraszka (+48 22 829 01 73)

Tomasz Chmielarski (+48 22 829 01 78)

Ul. Senatorska

18 Fixed Income (BREP) - FRA, IRS, T-Bonds, T-Bills
00-950 Warszawa tukasz Barwicki (+48 22 829 01 93) Lukasz.barwicki@brebank.pl

P.O. Box 728 Pawet Biatczyrski (+48 22 829 01 86)

Poland

MM (BREP) - MM, FX Swaps
Barttomiej Matocha (+48 22 829 01 77) Bartlomiej.malocha@brebank.pl
Tomasz Wotosz (+48 22 829 01 74)

Structured Products (BREX)

Reuters Pages: Jaroslaw Stolarczyk (+48 22 829 01 67) Jaroslaw.stolarczyk@brebank.pl
BREX, BREY, Jacek Derezinski (+48 22 829 01 69)
and BRET

Institutional Sales (BRES)
Bloomberg: BRE Inga Gaszkowska-Gebska (+48 22 829 12 05)

SWIFT: Research
- Ernest Pytlarczyk (+48 22 829 01 66) Research@brebank.pl
BREXPLPW Radosfaw Cholewirnski (+48 22 829 12 07)

www.brebank.pl

Financial Markets Department

Phone (+48 22 829 02 03)
Fax (+48 22 829 02 45)
Treasury Department

Phone (+48 22 829 02 02)
Fax (+48 22 829 02 01)
Financial Institutions Department
Phone (+48 22 829 01 20)
Fax (+48 22 829 01 21)
Back Office

Phone (+48 22 829 04 02)
Fax (+48 22 829 04 03)
Custody Services

Phone (+48 22 829 13 50)
Fax
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Disclaimer

Distribution and use of this publication

The review note is based on the information available to the public. This review note is provided to you for information purposes only and
is not intended as advice on any particular matter or as recommendation, offer or solicitation for purchase of sale of any financial instru-
ment and should not be taken as such. BRE Bank SA, its directors, officers, executives, managers servants or agents expressly disclaim
all liability to any person in respect of anything, and in respect of the consequences of anything, done or omitted to be done, wholly or
partly, in reliance upon the whole or any part of the contents of this review note. The opinions and estimates contained herein reflect the
current judgment of the author(s) on the date of this document and are subject to change without notice. The opinions pointed in review
do not necessarily correspond to the opinions of BRE Bank SA. The past performance of financial instruments is not indicative of future
results. No assurance can be given that any financial instrument or issuer described herein would yield favourable investment results. No
client or other reader should act or refrain from acting on the basis on any matter contained in it without taking specific independent
professional advice on the particular facts and circumstances in issue. Copyright protection exists in this publication and it may not be,
even partially, reproduced of distributed without the prior written agreement with BRE Bank SA.
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