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Price drop accelerating

CPI inflation rate fell in August to -0.3%Y0Y, in line with expectations. The drop was driven mainly by declining prices of food
and fuel, and it seems that those two factors (plus lack of clear demand-side pressure) may keep inflation rate in sub-zero
territory even until the end of this year. Much longer expected period of CPI remaining below the official 2.5% inflation target
will be among reasons that we think will convince the MPC to cut interest rates by 75bp in total in 4Q14.

Current account deficit narrowed in July to -EUR173m and was lower than expected. Export growth slowed to 6.4%YoY, which
shows that impact of economic slowdown abroad is still moderate. Meanwhile, import growth decelerated to 4.5%YoY, which
may reflect gradual weakening of domestic demand. Data had slightly positive impact on the zloty.
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Second (and probably not the last) month of deflation

Inflation dropped in August to -0.3% YoY, in line with our forecast and the market
consensus. Just like in the last few months, inflation was pushed lower mainly by the food
prices — their annual momentum dropped to -2.1% YoY in August, its lowest for 11 years.
This trend is likely to be sustained in the coming months due to high harvest and exports
ban to Russia causing the oversupply of food in the European markets. Also the fuel prices
declined (-1.9% YoY) and further decline (at even higher pace) is expected also in
September even despite notable zloty’s depreciation vs. the dollar. On the other hand,
communication prices surged for the third month in a row (we mentioned this earlier, it
seems that the price war in the communication market is over for now). However, there were
no more signs of noticeable price pressures.

According to our estimates, core CPI after excluding food and energy prices moved slightly
up in August, to 0.5% YoY.

August was the second consecutive month of negative annual CPI (after -0.2% YoY in July)
and it seems it may stay below zero even until the end of the year. We expect some
rebound of inflation later on, but at a subdued pace (towards 1.5% YoY at the end of 2015),
so it is likely to stay well below the NBP target (2.5%) at lease for the next several quarters.
Such a scenario (and anchoring of the GDP growth below 3% for a several quarters) shall
encourage the MPC to cut interest rates. We expect rates to be cut by 75bps in total in 4Q.
Data on the industrial output (due on Wednesday) may be the next argument for the
monetary policy easing (we expect a contraction in YoY terms).

Exports still strong, but outlook is getting weaker

In July current account deficit narrowed to €173m, down from €391m in previous month.
Better data than our and market forecasts came from higher surpluses on both goods
balance (€393m) and current transfers (€351m). Additionally, income deficit also declined to
c€1.27bn (versus deficit of €1.5bn in June). While exports volume was in line with our
expectations, imports were lower than we forecasted. In July exports reached the level of
€14.071bn (increase by 2.6%MoM and by 6.4%YoY), and imports amounted to €13.678bn
(increase by 2.2%MoM and by 4,5%Y0Y). Current environment (Russian ban on import from
EU; worsening economic prospects for Germany — the main trading partner of Poland; falling
exports orders) suggest that exports outlook is deteriorating. However, in our opinion, this
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trend may be weakened slightly by the exchange rate (now EURPLN is at 4.20 and should

Foreign trade turnover, % YoY . . . . R .
9 ° remain near this level in coming months), which is still favourable for exporters.

] At the end of July the 12-months cumulative current account deficit amounted to €3.2bn (or
8 ¢-0.8% of GDP) and was over two times lower than at the end of July 2013.
i On the financing side, there was an increase in foreign direct investments inflow to €420m in
July (from €180m in June), while foreign portfolio investments were negative (-€217m) as

] investors retreated from equity market. At the same time, the narrowing current account

\ deficit is safely financed by wide stream of EU funds — the sum of foreign direct investments
| and EU funds in the last 12 months covered almost 400% of current account deficit in the
i A\ same period.
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