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Last action heroes

The Polish central bank’s Monetary Policy Council cut interest rates by 50bp.in a surprise move on Wedne  sday. The market
consensus pointed to a quarter point cut. We foreca st the latter too, with a further 25bp reduction in April. It looks as if the
MPC preferred to concentrate monetary easing and to adjust rates in a single move to the new environmen t (deeper deflation)
and new forecasts (the bank’'s new inflation project ion points to CPI at c1% in 2016-17). Before today’s  decision, the FRA

market was pricing in more than 50bp within six mon ths, but we think that more easing is now unlikely. The MPC communiqué
said explicitly that the monetary easing cycle had been concluded, so this looks like the last change in interest rates by this
MPC. As a reminder, eight out of nine MPC members wil | be replaced at the start of 2016 and it is not ce  rtain whether the NBP

governor will stay for a second term. We also think the swap curve is too low, given the likely bottom ing-out of inflation soon
and continuation of strong growth driven by domesti ¢ demand.

The Monetary Policy Council (MPC) decided to cut the main Polish interest rates by 50bp, reducing the reference rate to 1.5%, the
lombard rate to 2.5% and the deposit rate to 0.5%. The lombard rate is very important for the banking sector as it is used as a
reference for the maximum interest that banks can charge on loans to households (four times the lombard). As a result, the
maximum rate on consumer credits will be now at 10%.

After National Bank of Poland (NBP) Governor Marek Belka signalled in February that monetary easing at the next meeting is very
likely, a rate cut in March was widely anticipated. We had expected total easing of 50bp, but we thought it would come in two steps
of 25bp each in March and April. Our view stemmed from the fact that recent MPC members’ comments were quite cautious and
the same arguments members could have used against easing last month (according to the Council) could also have been valid
today. Some economic data releases surprised to the upside (showing the labour market is booming and domestic demand remains
quite strong). Apparently, the MPC members were influenced by deepening deflation and the new medium-term projections
prepared by the NBP staff (see table below). The inflation projection shows very low CPI with the mid-point at slightly below 1% in
2016 and slightly above 1% in 2017, with inflation not reaching the target in the medium-term. Such a level of course does not take
into account today’s 50bp cut, but Belka said that even if today’s decision is taken into account, the inflation projection would not
change substantially. He also said that monetary easing is now sufficient and the statement from the communique is very strong.
The MPC said that decision to lower interest rates at the current meeting concludes the cycle of monetary easing.

During the press conference, Belka said that possible consequences of the ECB’s quantitative easing (and other central banks’
activity) were significant reasons behind the cut. He said the decision was a difficult one and a debate was intense, although a ‘solid
majority’ was formed. Governor Belka reiterated several times today that he (and the MPC) saw no room for additional easing after
this cut (not to mention MPC members who did not support today’s cut).

In terms of GDP projections, the mid-point increased moderately, especially for 2015 (by c0.5pp), while the first projection for 2017
showed moderate GDP growth continuing.

Inflation and GDP projections

GDP growth CPl inflation
Mar 14 Jul 14 Nov 14 Mar 15 Mar 14 Jul 14 Nov 14 Mar 15
2014 2.9-4.2 3.2-4.1 2.9-35 - 0.8-1.4 -0.1-0.4 0.0-0.2 -
2015 2.7-4.8 2.6-4.5 2.0-3.7 2.7-4.2 1.0-2.6 0.5-2.1 0.4-1.7 -1.0-0.0
2016 2.3-4.8 2.3-4.5 1.9-4.2 2.2-4.4 1.6-3.3 1.3-31 0.6-2.3 -0.1-1.8
2017 - - - 2.4-4.6 - - - 0.1-2.2

According to the NBP projections, the GDP and CPI growth will fall to within the ranges given above with probability of 50%.
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The conclusion after today’s meeting is that the MPC wanted to adjust rates to the new economic situation and outlook (deeper
deflation ) and preferred to do that in one shot. Therefore, any additional changes in monetary policy parameters would require a
further significant change in the situation. We do not think it is likely, as we assume 12M CPI will bottom out soon (February’s level
of -1.5% - our forecast is below consensus - may be the lowest point this year). We see inflation in medium-term exceeding the new
NBP projection and we expect relatively strong GDP growth to continue in the coming quarters. Of course, given this outlook one
might ask whether today’s move was pro-cyclical. We would argue that it was not. Simply, the very low starting point in terms of
inflation (4 pp below the target) and the negative output gap justified an additional adjustment. This is particularly the case if we
take into account the action of other central banks since the beginning of the year. We think that the main factor for future MPC
decisions will be the exchange rate (an uncertain effect of the monetary easing spree in Europe), even if the NBP governor rejected
(rightly) any FX targeting today. We do not see further rate cuts in Poland as likely or justified unless there is a massive
appreciation of the PLN. So far, this is not happening.

Fragments of the MPC statement (indication of chang  es as compared to February statement)
The rise in global economic activity growth remains moderate, although the situation varies across countries. r-the-United-States

s+gnal—a—merely—slea~—peeevew—m—the—subsequem—quanteps- In the United States, economic growth is S|gn|f|can tly higher than in

the euro area, though it slowed down somewhat in 20 14 Q4. In the largest emerging economies, including China, ecenermie
activity GDP growth remains weak low as for these countries, and in Russia in has probably slid below zero.

Since the prevnous Council meetlng oil pnces have fallen-again have mcreased slightly, but remained fat lower tha  n in previous

. At the same time, the prices for other commodltles

eeuntnes—the—annual—pnee—g;ewth—has—deelmed—belew—zem— The fall in commodlty prices amid moderate global e conomic growth

has been adding to a deceleration in price growth i n many countries, and has been deepening deflation in most European
countries. At the same time, the fall in commodity prices is supporting economic growth in countries that are net commodity
importers.

Major central banks have kept thelr interest rates at hlstorlcal lows. At—the—same—ﬂme—the—Eumpea#Gentral—Bathas—e*panded—ﬂs

eumnees—mdadmg—me—ﬂewﬂqe%%—alseqeemased—ns—pdmﬁemskrate& The European Central Bank is startlng to

purchase government bonds, while the majority of no n-euro area central banks have eased their monetary policies, also by
lowering interest rates.

In Poland, 6

= the pace of economic growth in 2014 Q4 slowed down slightly, but stayed close to 3%. Stable-growth-in-consumption-was
§ e wth- GDP growth remained stable due to further rise in ¢~ onsumer demand

and still high, desplte some decelerat|on mvestme nt growth .

wmeh—may—hnmt—thew—eensumptten- Meanwhile, Iend|ng growth was stable and labour ma  rket conditions continued to improve.
The seasonally-adjusted unemployment rate has been declining driven to a large extent by rising employ ment. At the same
time, the uncertainty about demand outlook continue s to contain economic activity in Poland.

. very-lew. Despite improving
labour market, wage growth in the economy remains m oderate which indicates low wage pressure. Moderate wage growth,
the fall in global commodity prices and no demand p ressure, all contribute to deepening deflation, bot h in terms of
consumer and producer prices. Inflation expectation s of enterprises and households remain very low.

The Council became acquainted with the projection o finflation and GDP prepared by the Economic Instit  ute, which is one of

the inputs to the Council’'s decisions on NBP intere st rates. In line with the March projection based o n the NECMOD model —
prepared under the assumption of unchanged NBP inte rest rates and taking into account data available u  ntil 17 February
2015 (projection cut-off date) — there is a 50-perc  ent probability that the annual price growth will b e in the range of -1.0+0.0%
in 2015 (as compared to 0.4+1.7% in the November 20 14 projection), -0.1+1.8% in 2016 (as compared with  0.6+2.3%) and
0.1+2.2% in 2017. At the same time, the annual GDP  growth rate — in line with this projection — will b e with a 50-percent
probability in the range of 2.7+4.2% in 2015 (as co mpared with 2.0+3.7% in the November 2014 projectio  n), 2.2+4.4% in 2016
(as compared with 1.9+4.2%) and 2.4+4.6% in 2017.
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Taking into account the-recently-heightened-volatility-in-the-finaneialmarkets prolonging deflation and a significant increase in risk

of inflation remaining below the target in the medi um term, as indicated by the March projection , the Council decided to leave

. Decision to lower the interest rates at the

current meeting concludes the monetary easing cycle
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