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In the current global stock market turmoil, Emerging European stock indices declined
dramatically and the Polish index is the worst performing one. Now the WIG20 index is trading
at the level of 1995 in USD. Due to the depressed initial valuation level and the relatively large
fall together mean that the current valuation (6,5 Shiller P/E) of the Polish stock market is
approximately the same as the low point of previous crises or even lower. The extremely bad
performance of the Polish market is mostly due to rapid exodus of investors from this region
because of the Russian-Ukraine war, the absolute misunderstanding of Polish energy situation
and the current political debate between the Polish government and Brussels. This is a perfect
time for contrarian value investors to focus on Polish equities because the macroeconomic
outlook is still attractive despite the current market turbulence. In our opinion Poland will
continue its convergence to Developed Europe, thanks to low leverage, considerable sum of
EU funds and a crisis proof banking system. Moreover, besides the beta opportunity we can
identify couple of strongly mispriced single names too such as PKN, PKO or PZU.



PERFECT STORM IN THE POLISH MARKET

Poland is one of the biggest economies in the Emerging Europe region with almost 40 million
residents and a member of the most important supranational organizations like NATO and EU.
It has a wider and more liquid financial market compared to other Emerging European
countries. The table below shows the fall of the Polish and the main European stock market
indices in dollars this year and during the last two crises.

POLISH MARKET IS AT THE EPICENTER OF CURRENT STOCK MARKET TURMOIL
Index returns in USD

Great financial crisis (2009) -71% -63%

Coronavirus crisis (2020) -37% -35%

Current energy crisis (2022)

Indeed, the Warsaw stock market was not at high levels before the outbreak of the Russian -
Ukraine war either. It barely went above the pre-pandemic level and was not higher than five
years ago. For now, the WIG20 index is trading at the level of 1995 in USD, as the chart below
shows. Meanwhile its GDP grew by 380% (in USD nominal terms) during this period.



POLISH MARKET GOT HAMMERED TO THE PRICE LEVEL OF 1995

WIG20 index in USD
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The Polish market went from overvalued to undervalued territory in the past 15 years hence it
is very attractive for value investors. Back in 2007, investors considered Poland a fast-growing
economy, which inflated multiples to unattractive levels, disliked by value investors. The
drawdown during the GFC didn't last long and the WIGZ20 rose to an elevated level again in the
early 2010s compared to other Emerging European markets due to strong local buyers, the
Polish pension funds. Polish pension funds enjoyed massive inflows throughout those years
and they were mandated to hold only Polish assets. This facilitated long term savings of
households and helped to develop the local capital market. However due to the "W" recession
in Europe, Polish government at the end of 2013, keen on collecting money, reconsidered the
pension system and redirected the pension payments to the state budget. The stoppage of this
flow was accompanied with ever-decreasing appetite of domestic retail investors, who
became net sellers of equity mutual funds.

Without the incoming flow of local pension funds and retail investors the valuation of the
Polish market has been deflated meaningfully till the end of the last decade.

The low initial pricing and the relatively large fall together mean that the current depressed
valuation of the Polish stock market is approximately the same as the low point of previous
crises or even lower as we can see the chart below.



CYCLICALLY-ADJUSTED P/E RATIO SHRUNK TO THE ROCK-BOTTOM AT 6.5

WIG 20 Shiller P/E
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The current 6,5 Shiller P/E! is the lowest multiple in the emerging universe and far below the
26,5 Shiller P/E of S&P 500.

POLAND BECAME THE CHEAPEST MARKET IN THE EMERGING UNIVERSE BY FAR
Shiller P/E
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MISUNDERSTANDING OF THE POLISH ENERGY BACKDROP AND THE OUTFLOW FROM
THE “WAR-ZONE" ARE REASONS FOR THE COLLAPSE

Why was the Polish market's performance much worse than those of other European stock
markets? Apart from rising real rates globally and the general energy crisis in Europe, the
explanation of the rapid exodus of investors lies in the Russian-Ukraine war and the absolute
misunderstanding of Polish energy situation.

The Warsaw stock exchange is the largest and most liquid market in Central Europe. If foreign
investors want to withdraw money from the region, they will sell Polish assets. This technical
factor always creates good opportunity for contrarian value investors. It is especially true when
the misunderstanding of fundamental factors also contributes to the bad performance, which
we believe is absolutely true at this point.

Contrary to common belief, Poland is much less exposed to the growing cost of energy
imports than other European nations. Poland should only pay an extra 1.5% of its GDP for the
gas import compared to pre-war?. The similar figure is 2.6% in the case of the whole European
Union and 6% for Hungary. Furthermore, it is much less reliant on Russian gas as well. How is
this possible? Poland made significant efforts in the 2010s to diversify its gas supply and reduce
its reliance on Russian gas. It invested in infrastructure projects, namely the subsea Balti Pipe
that connects Norway with Poland and the Swinoujscie LNG terminal at the Baltic coast have
been developed. To secure non-Russian molecules, PGNIG, the vertically integrated Polish gas
company meanwhile acquired substantial Norwegian gas reserves and signed multiple LNG
procurement contracts with US LNG producers based on cheaper Henry Hub based gas price
formula. Therefore from 2023 on, Poland will be able to secure 100% of its natural gas need
from non-Russian sources in a more economic manner. One-third of the natural gas needed
will come from PGNIG's Polish and Norwegian fields, another one-third from low cost North
American LNG and only the remaining one-third will have the high European price tag.

On top of this, Poland is self-sufficient in electricity generation due to the many coal mines
and power plants. It even profits from the high electricity price via its net exporter position.

2 Assuming 150 EUR/MWh TTF price, 5 USD/MMBtu Henry Hub price.



POLAND ENJOYS A SAFER AND CHEAPER POSITION IN SECURING NATURAL GAS

Additional gas procurement cost to GDP
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As a consequence, the external balance could stay at a relatively good level despite the current
energy crisis in comparison with the last two decades. Moreover, as the current energy crisis
eases, the country energy situation will improve further.

LOW EXTERNAL PROCUREMENT COST OF NATURAL GAS KEEPS CURRENT ACCOUNT IN MANAGEABLE
TERRITORY

Current Account Balance to GDP
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EU FUNDS TO BOOST POLAND’S CONVERGENCE TO DEVELOPED EUROPE

Poland will continue its convergence to Developed Europe in the long run, thanks to low
leverage compared to Western European countries, the significant fiscal boost of EU funds and
its crisis proof banking system. Of course, the Polish economy can sink into a short term
recession due to the current energy crisis but it will not cause a structural break in the long run
convergence path of the country.

The Polish economy was able to sustain the convergence to member countries of EU without
serious imbalances in the last couple of years. During the 2015-2021 period, the average
growth of Polish real GDP per capita exceeded the Euro Area progress by approximately 3
percentage points per annum. However, the performance of Polish equities was far behind the
significant GDP growth. The eye-catching mismatch between the two is rarely visible on
financial markets and lags behind other Emerging European countries.

POLISH STOCKS FULLY IGNORED THE SUBSTANTIAL INCREASE OF NATIONAL INCOME

Cumulative growth from 2015 in own currency
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Furthermore, one cannot ignore the fact that Ukrainian refugees will add to the labour supply
and boost aggregate domestic demand in Poland. On the top of this, after the end of the war,
Polish companies will probably actively take part in the rebuilding of Ukraine.

Important fact to consider is that Poland is less leveraged than EU, US and other Emerging
Market economies, which provides room for further credit expansion and it can help for the
country in its convergence to Developed Europe.

EMERGING EUROPE'S DEBT LEVEL HAS ROOM TO GROW

Evolution of Household Evolution of Non-financial Corporate Evolution of Government
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The upcoming EU grants and loans (40% of GDP from 2021-2027) can boost the Polish
economy in the coming years, but due to the current political debate between the Polish
government and Brussels, the European Commission withholds all the new EU funds.
However, the current market valuation already partially reflects the risks related to EU funds
suspension. Furthermore, the re-election of the governing PIS is far from certain in next year's
elections and a possible change of government would probably lead to a more EU-friendly
policy. Moreover, the parties will also probably reach an agreement in the case of new PIS

cycle.



EUROPEAN UNION FUNDS TO PROVIDE SIGNIFICANT TAILWIND TO EMERGING EUROPEAN ECONOMIES

Projected EU transfers for 2021-2027 as of GDP
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The Polish banking system is now more crisis-proof than it was in 2008 which can provide a
general economic stability for the country. In response to the GFC in 2008, an international
regulatory agreement (Basel lll) was reached thereby introducing a reform package to regulate
the banking sector and to improve overall supervision and risk management. Furthermore, the
higher share of government securities on bank balance sheets and the debt brake rules
introduced by the local regulator, which limit risk-taking at the level of individual loan
contracts, suggest that banking assets are also less risky. Furthermore, the foreign currency
household lending, one of the riskiest activities of Polish banks, also ceased. Thus, the Polish
banks and generally the Emerging European ones take less risk per unit of capital compared
to the situation before the GFC.



PERFECT PLACE FOR STOCK PICKING

Besides the significant beta opportunity in the Polish market, there are couple of extremely
mispriced single names according to our research. Under the current turmoil, Polish equites
were sold regardless of the fundamentals, i.e. many babies were thrown out of with the
bathwater. The bank and energy sectors have high, almost 40% weight in WIG20 Index and
the performance of these sectors strongly diverged from their fundamentals.

One of our favorite picks in Poland, PKN Orlen, which symbolizes the attractiveness of the
market from a bottom-up angle. PKN is currently merging with two other index constituents,
PGNIG and Lotos to create one of the largest energy conglomerates in Europe. The combined
company will own five oil refineries, large petrochemical facilities, majority of the Polish filling
station network, gas and oil producing fields mainly in Poland and Norway, power plants,
regional natural gas and electricity networks and energy trading businesses. The company
stands on the good side of the current energy crisis. Its profitability grew astonishingly. The
natural gas production and the low-priced LNG procurement contracts profit from the natural
gas spike in Europe, while the refineries benefit from all time high diesel margins. 2022
expected EBITDA stands at 440% of the 2019 (pre-Covid) one. However out of this favorable
position, nothing is reflected in the share price, which is down by 31% YTD and 46% since the
onset of the pandemic in USD terms. We believe that the price of natural gas and refinery
margins will normalize in a couple of years’ time and also think that part of the windfall profit
will be subject to windfall tax, but the current price reflects hardly any extra cash remaining
with the company and even worse. The consensus EV/EBITDA multiple of the combined PKN
group after the mergers stand at 1 based on 2022 and 1.7 based on 2023 EBITDA. The 2022
P/E ratio stands at 2.1 without windfall tax.

Our internal research indicates that the cycle-average EBITDA assuming normalized natural
gas price and refining margins would point to EV/EBITDA of 2.6. Based on our valuation models
even if 100% windfall tax will be applied to the excess profits PKN has close to 100% upside
potential.

However, we can imagine a more benign scenario. So far Poland and PKN have been protected
from harsh tax policies and PKN is the driving force of the Polish energy transition to a greener
and more independent status which requires high capex need. Realistically the state will be
incentivized to leave large part of the windfall profits in the company to deliver the energy
transition sooner.



PKN’S PERFORMANCE FULLY IGNORES THE SUPPORT OF ITS VALUE DRIVERS

PKN Orlen (USD) Diesel margin (USD/bbl) TTF 1 year forward (USD/MWh)

40 80 300.0
250.0
60
200.0
40 150.0
100.0
20
50.0
0

2000. 2004 2008 2012 2016 2020. ) 2022 2018, 2019 2020 2021 2022. 2017. 2018 2019, 2020 2021 2022
01.04. | 01.04. J 01.04. J§ 01.04. |1 01.04. | 01.04. | 01.04 JAN JAN JAN JAN JAN 01.03. | 01.03. | 01.03. 01.03. | 01.03. | 01.03.

Another attractive stock pick comes from the banking sector. Higher interest rates would have
caused a significant net interest rate margin widening for the banks, thanks to the high share
of floating rate loans and the slow repricing of deposits. However, the very favourable loan
moratorium for mortgage holders partially counterbalances the positive effect of interest rate
increase. Still, the overall effect of these tendencies is net positive for the Polish banks. Of
course, we expect temporarily below mid-cycle profits for banks due to the energy crisis and
possible recession, but investors absolutely overreacted the negative effects in the case of
financial sector. PKO, one of the most important Polish banks, is trading at a similar market cap
level than in the year of GFC. In turn, the bank has three times larger total assets and it currently
takes approximately half risk per unit of capital than 2008.



POLISH BANKS FACE THE CURRENT CRISIS WITH STRENGTHENED CAPITAL STRUCTURE
PKO TIER 1 Capital Ratio
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Staying at the Polish financial sector, PZU, the market leader insurance company offers even
more compelling risk adjusted returns. Its shares are down by 30% yoy (compared to the flat
performance of the European insurance sector), whereas its fundamentals have only
improved. Polish government bond yields have risen significantly, which means ever increasing
future financial profit for the company. PZU now trades at around 6x P/E and with a 11%
sustainable dividend yield, which valuation would improve further, if rates remain this high for
longer term. And meanwhile the underlying business should not suffer meaningfully from a
potential upcoming recession, unlike other parts of the market.

Allin all, we expect significant returns from value stocks in Emerging Markets. This asset class
will likely have the best performance in the coming years. Our expectations are supported by
the below forecast of GMO too. We are of the view that Polish equities and especially the
mentioned above single names can be the best performing assets in the emerging value
universe.



EMERGING EQUITES AND BONDS VALUATION LEVELS POINTS TOWARDS HIGH PROSPECTIVE RETURNS

GMO 7-Year Asset Class Forecast: 3Q 2022
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