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Market's Editorial

Inflation surprises in Central Europe

The analysis of inflation figures from Central Europe is start-
ing to be increasingly interesting and also important. Evi-
dence of this is not only the Czech inflation data, released in
the week before last, but also January’s inflation data from
Hungary and Poland, released last week. Somewhat para-
doxically, the released data sprang a surprise on both
sides — by a much lower than expected value in Hungary,
and a surprisingly high value in Poland. Both inflation levels
have significantly approached each other but the conse-
guences for the Hungarian and Polish forex and bond mar-
kets may be very different, because the implications for the
policies of the respective central banks will differ greatly.

NBH: End of the rate hike cycle?

Surprisingly low inflation in Hungary will put an end to the
series of official rate hikes, which started in the last quarter
of 2010. There was an evident opposition to raise rates in-
side the NBH Monetary Council even before the last mone-
tary tightening. This opposition will now be even stronger,

encouraged by the inflation data. Thus, another rate hike
has become less likely and ‘less’ means it has almost zero
probability. Domestic inflation and rate hike stories look to
have ended now in Hungary.

High inflation readings should support PLN

By contrast, surprisingly high inflation may be good news for
the exchange rate of the zloty (but not for Polish bonds)
because it should encourage central bankers to continue to
raise rates.

Nevertheless, the question is how much higher the markets
may push their anticipation on rate hikes by the NBP, be-
cause the current market expectations are already set very
aggressively, with the anticipation of rate hikes by a total of
almost 100 basis points. According to our forecasts, how-
ever, the NBP might only proceed to two (more) 25 bps rate
hikes this year as the strong zloty should dissuade the bank
from overly aggressive behaviour.
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Polish headline inflation above target

The Polish inflation hit 3.8% level in January, thus exceed-
ing the expectations of both the market and the central
bankers. The month-on-month CPI was up by 1.2%. The
most rapidly rising items of the consumer basket included
transport prices (7.1% yly) and housing costs (6.1% yly).
The rising prices of soft commodities also made themselves
felt, unlike in December. The sub-index of food and soft-
drink prices even went up by 1.7% m/m and 4.8% yly. We
expect that inflation will continue to rise. However, due to
the revision of the weights of the individual CPI items, the
detailed index structure, required for February’s inflation
forecast, is not available at the moment. For purely seasonal
reasons (i.e., notwithstanding the rising commodity prices),
the rise in consumer prices is likely to hit values closely be-
low 4% yly in the months to come.

Inflation exceeding the upper threshold of the target band
(1.5 - 3.5%) soon became a target of Members of the Mone-
tary Policy Council in their comments. Anna Zielinska-
Glebocka, a representative of the hawkish group inside the
MPC, said in reaction to the January inflation release that
we might expect more steps in this regard as early as at the
March meeting. Her colleague Jan Winiecki stated that if a
vote on a rate hike would be a subject at the March meeting,
he would vote in favour of it. On the other hand Waldemar
Pawlak, Minister of the Economy and the Deputy Prime
Minister of the Polish Government, said that another rate
hike would be completely ungrounded and would stifle the
economy.

According to the latest figures from the labour market, spe-
cifically those regarding average gross wages, inflation pri-
marily driven by commodities and administrative measures
has not significantly influenced wage negotiations thus far
and demand-pull pressures remain subdued at the moment.
Therefore we expect that NBP Governor Belka's prudence
will again prevail at the March meeting and rates will remain
unchanged. According to our forecasts, the NBP might pro-
ceed to two additional 25 bps rate hikes this year, while we
expect the first rate hike during the second quarter of the
year, likely in April.

Czech GDP went up by 0.5% only, Hungary's
growth in line with expectations

According to the flash estimate, the Czech economy grew
by 0.5% g/q and 2.9% yly in the last quarter of 2010. The
GDP figure was not that surprising even as the market had
anticipated an acceleration of the growth rate to 3.2% at the
end of last year. Growth in the manufacturing industry was

strong (the automotive and electrical industries and engi-
neering) but construction contracted and services performed
poorly. Thus the economy shows a clear uptrend, but growth
is still far from being across the board and continues to be
highly dependent on foreign demand. The latest figure even
lags behind the expectations by CNB, which had expected
that the economy would grow by 3.5% at the end of the
year. Hence the latest GDP data bears absolutely no evi-
dence of any early rate hike. Growth was first of all driven by
foreign demand, which supported the domestic export-
oriented industry (particularly the automotive industry). The
inventory replenishment cycle, which had also positively
influenced the GDP, was drawing to an end. Last but not
least, economic growth was also boosted by the solar boom,
driven by high feed-in tariffs. On the other hand, the gov-
ernment consumption eased last year and household con-
sumption also remained poor. Rising unemployment, along
with moderate wage growth, curbed household spending.
After all, this was already evident from the retail sector data.
However, more detailed GDP data will not be available until
March 11, and therefore we can only speculate about the
development of the structure of growth at the moment.
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In Hungary, Q4 GDP data was in line with expectations with
a Y/Y reading of 2.0%, but the Q/Q growth rate was only
0.2% or 0.8% annualised, which is far from the level needed
for this year's 2.5-3.0% growth rate. Industrial output fell
more than 10% M/M in December, which could have
dragged down the quarterly growth rate, but it may bounce
back in the coming months as export markets — mainly Ger-
many — look to have been expanding steadily. A low base
could even help this year's growth outlook, but it may war-
rant some cautiousness about the outlook, especially if the
new spending cuts will have a negative impact on domestic
demand.
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CE Weekly Preview

MO 14:00 MNB base rate HU: NBH's tigthening cycle already ended in January
This  Last The Monetary Council will meet today to discuss the level of interest rates again,
meeting change which is currently standing at 6.00%. Since the January meeting — the central bank
rate level (in %) 6.00 1/2011

increased the base rate by 25bps that time — we have had a lower inflation figure,
stronger currency and narrower spreads at the long-end, while widening of the
monthly budget deficit could be a concern.

The Council had the closest voting ever as it was a draw of 3-3 between the ‘no
change’ and the ‘25bps hike’ scenarios due to one member’s preference for a 25bps
cut, whom otherwise would have decided the outcome. The Governor had to ask for
a second round of voting, which decided in favour of the 25bps move. We have not
yet seen two rounds of voting in the last 10-years.

Economists expect an unchanged rate without any hesitation, so a move would be
very surprising for markets. The consensus also expects the base rate to stay here
for a considerable period as inflation is expected to return to 3% only in 2012, while
second-round effects of the recent energy- and food price increase look to be moder-

r

change in bps 0 25

ate.
) i ) Forecast Consensus Previous
Date Time Indicator Period

m/m yly m/m yly m/m yly

HU 21.2.2011 14:00 NBH meeting (%) 02/2011 6.00 6.00 6.00
HU 23.2.2011 09:00 Retail sales (%) 12/2010 0.4 -0.3
PL 23.2.2011 10:00 Retail sales (%) 01/2011 -26.2 8.5 253 12.0

PL 23.2.2011 10:00 Unemployment rate (%) 01/2011 13.0 12.3

m/m - monthly change; yly - yearly change; s.a. - seasonally adjusted; n.s.a. - non-seasonally adjusted; P - preliminary; F - final
EMU, USA, UK, JPY - figures seasonally adjusted, if not stated otherwise; Central Europe - figures seasonally non-adjusted, if not stated otherwise
Government Bond Auction: period = auction settlement date; m/m = total bids; y/y = supply
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CE Forex Technicals

EUR/CZK Daily Chart:

Below long term Triangle bottom (see graph), with new reaction
low off 29.6900 scored.

Support at 24.1400 (break-up hourly), with next levels at
24.0600 (break-up daily), ahead of 23.9200 (current reaction low
off 25.3800 + weekly Bollinger bottom), where pause favored.
Failure to hold would see next levels at 23.7470/ .7300 (weekly
modified Standard Error band bottom/ 1st target of long term
Double Top off 25.0150: see graph) and 24.7020 (weekly modi-
fied Alpha Beta trend bottom): tough on 1st attempts.

FOREX EURCZK=D, (24.350, 24,350, 24.335, 24.345, +0.025)

Resistance at 24.3700 (current recovery high off 23.9200?),
with next levels at 24.4190 (Jan 20 high).

In unable to cap, next levels at 24.5150 (Jan 10 breakdown on
daily charts), ahead of 24.4780 (38.2% 25.3800 to 23.9200) and
24.5930 (weekly modified Alpha Beta trend top): tough on 1st
F=s attempts.
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EUR/HUF Daily Chart:

FOREX EURHUF=D2, (269.100, 270.000, 269.000, 269.450, +0.200)

= Failed so far to settle back above 272.25 (see graph: neckline
%  Double Top).

= Support at 269.00/ 268.50 (reaction lows hourly), where pause
% favored.

= If unable to hold, next levels at 268.00 (weekly modified Alpha
= Beta trend bottom + weekly Bollinger bottom), ahead of 267.40/
.23 (current year low/ monthly envelope bottom): tough on 1st
ze attempts.

= Resistance at 272.60 (reaction high hourly + weekly modified
%  Alpha Beta trend top), where pause favored.

= |f unable to cap, next levels at 273.88 (Feb 11 high), ahead of
% 275.00 (weekly Bollinger midline + weekly falling Medium Term
= Moving Average): tough on 1st tests.
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EUR/PLN Daily Chart: Approached key Support area (see graph) at 3.8225 (2010 low +
neckline long term Double Top) and back above the Downtrend-
FOREX EURPLN=D2, (3.9020, 3.9103, 3.9015, 3.9027, +0.0011) :gg |ine Oﬁ 49300

495

< Support at 3.8939 (break-up daily): needs to settle back below
<0 to indicate return of better feelings for Zloty.
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s Resistance at 3.9364 (breakdown hourly), where pause fa-
3% vored).
se  Failure to cap would see next levels at 3.9549 ((Feb 14 high),

3.60

=5 ahead of 3.9610/ .25 (current recovery high off 3.8290 + neck-

350

s line short term Double Bottom?/ falling weekly Long Term Mov-
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favored to set in.
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Outlook for official & market rates Growth & key issues

Forex Outlook

The Czech Republic

Hungary

Poland

The June general election resulted
in the victory of the centre-right par-
ties, whose policies are austerity-
minded. The new Cabinet has set a
realistic target of cutting the deficit
to less than 3% by 2013. The reduc-
tion by less than a percentage point
per year is reasonable and doesn’t
pose a huge risk to the ongoing
economic recovery. Already last
year's budget ended with a lower
than planned deficit. The general
government deficit even felt below
5% of GDP in 2010. The fundamental
precondition for hitting the budget
targets is the launch of reforms,
notably of the social security and
pension system.

The medium-term outlook improves
as growth has been accelerating
while the trade balance moved well
into surplus. Depending on the de-
velopments in the peripheral euro
countries, some hiccups for Hun-
gary this year remain possible.
However, with a 2/3rd majority be-
hind the government and gaining
economic momentum due to the tax
cut (personal income tax rate low-
ered to 16%), Hungary may surprise
the outside world.

The Polish economy slightly slowed
down in the fourth quarter judging
from a flash estimate of whole year
GDP growth. For 2011 we expect
growth should be nearly the same
as in 2010 (3.7% yly). Mainly domes-
tic consumption and investment
should drive the growth with gov-
ernment and external sector having
more or less neutral impact. Despite
the fact that demand pulled inflation
remains muted, CPI should further
rise in January. According to our
estimates, the infl. might even
breach 1 p.p. point tolerance band,
mainly due to one-off adjustments
of VAT and commodities prices.

Inflation climbed above the central
bank’s target due to higher fuel and
foodstuffs' prices and to administra-
tive measures. Fuel prices continue
to pose a risk to inflation. On the
other hand, weak demand and the
strong koruna should counteract
the rise in inflation. We still think
that the CNB will hike its rates
sooner than its new prognosis an-
nounced (2011 Q4). We believe that
rates may be raised as early as in
the second or third quarter of this
year. The CNB’s repo rate should
reach 1.25% by the end of 2011.

Since the November meeting — the
central bank increased the base rate
by 75bps, so it stands at 6.0 %.
Economists together with us expect
an unchanged rate without any hesi-
tation. So a move would be very
surprising for markets. The consen-
sus also expects the base rate to
stay here for a considerable period
as inflation is expected to return to
3% only in 2012, while second-
round effects of the recent energy-
and food price increase look to be
moderated.

Domestic inflation and rate hike
stories look to have ended now.

The Polish central bank started a
hiking cycle at the beginning of the
year as we expected. On the other
hand, we are no fan of aggressive
monetary tightening for now .One
must take into account that infla-
tion, although it accelerates above
the target, is now purely cost/supply
driven and the NBP cannot do much
about it. At this stage, we believe
even moderate monetary tightening
should be enough to prevent any
spill-over to the core inflation. Be-
side interest rate hikes also a
stronger Polish zloty may help to
curb inflation expectations. Hence
we bet on only two more 25 bps
hikes this year (2nd and 3rd quar-
ter).

Although fundamentals behind the
Czech currency continue to be
strong (the Czech economy should
outperform euro-zone and the ex-
ternal balance should remain at rea-
sonable levels), our long term model
suggests that recent gains were too
aggressive. Nevertheless the Czech
koruna may continue to profit from
approaching start of interest rate
hiking cycle in short term (3-6
month). It may move into the defen-
sive at the end of 2011. The profit
taking could be triggered by the
Polish elections and the related
weakening of the Polish zloty.

The (government) program’s effect
on the exchange rate is neutral over
the short-term, while the longer term
positive impact could depend on the
productivity boost. Slower growth in
the EU due to fiscal tightening
measures may weigh on the HUF, as
Hungary’s recovery is depending on
exports. Should however global
markets come out of the woods, the
forint may also get closer to its pre-
crisis equilibrium rate.

Since calls for the stronger zloty
had fallen on deaf ears, the Polish
central bankers’ rhetoric moved to a
more hawkish mode. Tighter mone-
tary conditions should further sup-
port the Polish currency. We bet on
strong gains especially after the
euro crisis is more clearly resolved
— 6 month target at 3.55 EUR/PLN.
Nevertheless the parliamentary elec-
tions in autumn 2011 and the risk of
breaching the second prudential
level for government debt (55%
GDP) may bring temporary volatility
of the PLN by the end of the 2011.
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Central Bank’s Projections versus Our Macro Forecasts
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CZ: GDP Outlook

CZ: Inflation outlook
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Official interest rates (end of the period)

Current Mar-11 Jun-11 Sep-11 Dec-11 Mar-12 Last change
Czech Rep. 2W repo rate 0.75 0.75 0.75 1.00 1.25 1.25 -25 bps 5/6/2010
Hungary 2W deposite r. 6.00 6.00 6.00 6.00 6.00 6.00 25 bps  1/24/2011
Poland 2W inter. rate 875 3.75 4.00 4.25 4.25 4.50 25 bps  1/19/2011

Short-term interest rates 3M *IBOR (end of the period)

Current Mar-11 Jun-11 Sep-11 Dec-11 Mar-12

Czech Rep. PRIBOR 1.21 1.22 1.35 1.45 1.60 1.72
Hungary BUBOR 6.10 6.05 6.05 6.00 5.90 5.90
Poland WIBOR 411 4.15 4.35 4.35 4.35 4.50

Long-term interest rates 10Y IRS (end of the period)

Current Mar-11 Jun-11 Sep-11 Dec-11 Mar-12

Czech Rep. GISY 3.30 3.40 3.50 3.60 3.70
Hungary 7.15 7.25 7.75 7.50 7.25 7.00
Poland 5.65 5.80 5195 6.00 6.00 6.00

Exchange rates (end of the period)

Current Mar-11 Jun-11 Sep-11 Dec-11 Mar-12

Czech Rep. EUR/CZK 244 247 23.7 240 24.6 2545
Hungary EUR/HUF 271 270 280 275 270 270
Poland EUR/PLN L8 4.00 3.90 3.60 3.70 3.60
F
GDP (yly)
Q4 2010 Q12011 Q22011 Q32011 Q42011 Q12012

Czech Rep. 2.8 2.3 1.8 14 18 2.7
Hungary 2.0 2.4 2.8 3.2 3.5 35
Poland 4.2 4.0 4.1 4.3 4.3 4.0

Inflation (CPlyly, end of the period)
Mar-11 Jun-11 Sep-11 Dec-11 Mar-12 Jun-12

Czech Rep. 2.0 2.4 2.4 2.2 2.1 1.9
Hungary 4.0 4.0 4.0 3.8 3.7 35
Poland 3.8 35 Bi5 38 25 2.6
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