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Summary

The annual update ofG@oavergence Progranihezeafter referred to adPtogrammepresents medium

term forecasts for Pol ando6s eeepprapanad inaccatdanaivith i ¢
the guidelines on the format and content of stability and convergence programmes of the European U
Member States.

For the first time, tAeogrammeonstitutes a part of Meltiannual Financial Plan of the (BaRS)
developed pursuant toRbblic Finance AThe MFPS shall successively provide basis for the preparation of
the draft Budget Act for 2015.

The currerRrogrammapdate was prepared simultaneously with this year's editatioofathieeform

Programme (NRP), which contains, inter alia, an overview of structural reforms aimed at Poland meeting t
objectives of thirope 2028rategy and implementing the Council recommendations formulated on the basis
of the NRP analysis of 2@@&h thérogrammand théNRP will be submitted to the European Commission

and the Council in April, within the framework of the European Semester. The Council recommendations i
on the basis of the assessment of the two programmes should be taken into akioguikeypefrisibns

on the budget for next year.

As in 2013, the Council Opinion &ragimmmas well as Council recommendations on the NRP of 2014 will
be discussed by the Polish Parliament.

I. Overall policy framework and objectives

l.1.Fiscal policy inite EU context

In 2009 the Ecofin Council (i.e. Economic and Finance Ministers of the EU Member States) establishec
existence of an excessive deficit in Poland. At that time it recommended that the deficit be brought below -
GDP in 2012 at the latamong otheby a reduction of the structural deficit-¢dlkeddiscal effort) by at

l east 11 percentage points of GDP on average bet

The estimates presented ifPtbhgrammef April 2013 indicated that the nominal generadaguvaeficit

had decreased to 3.9% of GDP in 2012 (vs. 5% of GDP in 2011). However, it was by 1 percentage point of
worse than assumed inRtegramme f 201 2 . A marked deterioration
external environment fotldwyea slowdown in domestic economic activity was a key factor exphaining the non
achievement of the 2012 budgetary target. As a result of that slowdown, the government revenue was f
lower than planned.

On the other hand, the average annual improf/éreesituctural balance in-221Q.4 percentage points

of GDPB was higher than recommended by the Council. Nevertheless, the level of the nominal deficit excee
the reference value of 3% of GDP indicated that the excessive deficit procedoeeabootghted.
Consequently, in June 2013, the Ecofin Council, evaluating positively the effectiveness of the meas
undertaken by Poland so far with the purpose of the deficit reduction, postponed the deadline for eliminati
the excessive definy 2 years, i.e. until 2014.

TheStability and Growth Raquires countries subject to the excessive deficit procedure to provide the EU
institutions with and publish reports on measures undertaken in connection with the Ecofin Cou

1 Council Recommendation of 9 July 2013 on the National Reform Programme 2013 of PaaadCandaieliverin
opinion on the Convergence Programme of Poland201&012available at http://eur
lex.europa.eu/LexUriServ/LexUriServ.do?uri=0J:C:203:324G-PDE DF

Z The estimate in accordance with the forecast applicable at that time and the methodology used by the Europ
Commission (cf. chapter 111.5).

3 http://ec.europa.eu/economy_finance/economic governance/sqp/pdfi30 cedpsill260821 pl 126
7_council_en.pdf



http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2013:217:0063:0066:PL:PDF
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2013:217:0063:0066:PL:PDF
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recommendatioria the report of October 2Ba&nd estimated that the nominal deficit would increase in
2013, irrespective of consolidation measures, to 4.8% of GDP. It was stressed that the growth of the d
results almost entirely from the deterioratiocabtonditions, the economic growth structure and associated
factors determining the decline in government revenue. Considering the impact of fiscal consolidation ol
economic growth, it was recognised that a reduction of the deficit in 2008 3c68beoleDP defined in

the Ecofin Council recommendation would be strongly procyclical. Consequently, it would affect economic ¢
prospects and pose a significant risk of recession, an even deeper downturn of tax revenue and a conti
increasen the general government deficit. At the same time, ghesegped measures taken in order to

limit the deficit growth, such as in particular the amendment to the state budget for 2013 that reduced
expenditure growth by 0.5% of GDP.

The said rept foresaw the achievement of-affogpevernment surplus of 4.6% of GDP in 2014, as well as a
sustainable correction of the excessive deficit to 3% of GDP in 2015. In November 2013 the Europ
Commission recognisedsed on that report and its fatesasts, that Poland had not taken effective action

to implement the Council recommendation of June. It was also stated that a reduction of the deficit to below
the GDP in the horizon defined by the Ecofin Council would require additiomehsirastum 2014
corresponding to 1.6% of8GBURh a high annual structural effort would be much more significant than the
i mprovement of the structural deficit previous|l
points of GDP on ags® between 2010 and 2012, and 1.3% of GDP for 2013), although the general
government deficit was much lower than in 2009 and the government debt remained below the threshold o
to GDP. Moreover, the elimination of the excessive deficit in 8804 iw@ubnsiderable reduction of the

GDP growth rate that was already significantly below the potential growth rate.

Taking into account those circumstances, the European Commission found it necessary to define a new de
for the correction @& #xcessive deficit. As a consequence, the Ecofin Council adopted new recommendatia
for Poland on 10 December’20d&poning the deadline for bringing an end to the excessive deficit situation
to 2015. In the new recommendation, the headlingeisfitt Roland in the periodZBwere defined

as nominal deficits of: 4.8% of GDP, 3.9% of GDP and 2.8% of GDP, respectively (excluding the impact
assets transfer from the open pension funds to the Social insurance Fund ). Thal&eafiatétbthatil

the achievement of the budgetary targets would require an improvement in the structural balance (i.e. this |
the nominal deficit the government may directly influence through the policy implemented) by 1% of GDP in
and 1.2% GOR the following year As compared to the EuPthigpwoddn Comn
imply a need of Poland taking additional structural measures of 0.4% of GDP in 2014 and 1% of GDP in 201

Furthermore, the Ecofin Council recommended thsktdeddiand

Y% improve the quality of public finances, in particular through minimisingentamnciggimfnastructure
investments, a careful review of social expenditures and their efficiency;

% improve tax compliance and increase the efficieadynofitdvation;

% make the institutional framework of public finances more binding and transparent, including through adjt
the definitions used in national accounting to the European System of National and Regional Accounts (

4 Available on the website of the Ministry of Findhtferatatioon measures undertaken by Poland in order to
implement the recommendations of the Council pursuant to art. 126.7 of the Treaty on the Functioning of the Euro
Union of 21 June 2013]

5 Commission  Staff Working Document Analysis of the budgetary isituatPoland

following the adoption of the Council Recommendation to Poland of 21 June 2013 with a view to bringing an end t
situation of an excessive deficit, available at
http://ec.europa.eu/economy_finance/economic governance/sgp/pdf/30 edps/other-ldocuments/2013

15 pl_communication_swd_pl.pdf

6 The estimate in accordance with the forecast applicableénmest and the methodology used by the European
Commission (cf. chapter III.5).

7 http://ediex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2013:G9UBEIN:PL

® The estimate in accordance with the forecast applicable at that time and the methodology used by the Europ
Commission (cf. chapter 111.5).

9 http://ec.europa.eu/economy_finance/publications/european _economy/2013/pdf/ee7_en.pdf
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http://ec.europa.eu/economy_finance/economic_governance/sgp/pdf/30_edps/other_documents/2013-11-15_pl_communication_swd_pl.pdf
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http://ec.europa.eu/economy_finance/publications/european_economy/2013/pdf/ee7_en.pdf
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standards and ensusafficiently broad coverage, improvirgnimiedh monitoring of budget execution

and ensuring an effective and timely monitoring of compliance with the permanent expenditure rule, b
on reliable and independent analysis carried out by indepenhdernidubes endowed with functional
autonomy visvis the fiscal authorities.

The current update of Rinegrammeontains information on measures taken by Poland in response to the
Council recommendation of 10 December last year (cf. chaptecs WIl).VTha assessment of the
effectiveness of actions taken to eliminate the excessive deficit is, on the other hand, performed by the E
Council based on analyses of the European Commission.

The forecasts of the European Commission publishetyrtiielyédmdicate that Poland will achieve its
budgetary targets for 2D4.3The estimated nominal deficit in 2013 (4.4% of GDP) is lower than recommendec
by the Ecofin Council, whereas the deficit forecast for the current year (3.8%irtd GBRneaciuof the

assets transfer from the open pension funds) is better than the level recommended by the Council. On the
hand, the deficit projected for 2015 (3.5% of GDP) is significantly above the deficit target. In the report of 1-
this yed# Poland, in accordance with the said recommendation, informed the Ecofin Council and the Europ
Commission in detail of the fiscal consolidation measures. Thus, the Winter forecast of the European Comm
did not take those measures intanaccou

In accordance with information and forecasts presented by Poland in the April repogtamdghehis

nominal deficit should be reduced in a sustainable manner to below 3% of GDP in 2015. The governr
remains committed to reducing thario®al public finances in the manner which would not pose a threat to
mediust er m perspectives of Polandb6s economic develc
Poland meeting the medirm budgetary objective (MTO), i.e. theastleditit at a level of 1% of GDP.

The reduction of the deficit, reaching the MTO and maintaining the government debt much below the refe
value of 60% of GDP will be fostered by the compliance with the stabilising expenditure rule introduced in
(cf. chapter VII.1).

I.2.Coordination of economic policies

In accordance with Art. 121 ofrdegy on the functioning of théVEbhber States regard their economic
policies as a matter of common concern and coordinate them within the Ecofin 20dandihe Since
budgetary year has been divided into two samestéosstrengthen the effectiveness of this coordination . In
the first semester, called the European Semester, the EU institutions analyse the economic situation in th
and formulate recoemaiations for Member States , while in the second semester, called the National Semeste
the Member States strive to reflect the EU recommendations in their policies.

The European Semester begins in November with the publidatimmabfatmvth Syr¢aGS), in which

the European Commission describes the economic situation and challenges for the European Union fo
following year. Based on the AGS and the discussions of the Member States in various formations of the
Council, the European Coadojbts priorities for economic policies of all EU Member States in March of the
following year. The set of five priorities for economic policies adopted by the European Council in March thi:
has remained unchanged for three years and covershemnogmwihniendly fiscal consolid&idnis

also the priority of the Polish government (cf. chapter III).

Until the end of April the Member States provide the European Commission and the EU Council with upda
bothNational Reform Programanestability or convergence programmes. Those programmes should take
into account the said guidelines endorsed by the European Council. On the basis of the analysis of
documents received, the Ecofin Council issues recommendations for the ecohtheid/eoliber States

10http://ec.europa.eu/economy_finance/publications/europedf0&dipuifee?2 en.pdf

11 Information on measures undertaken by Poland for the implementation of the Council recommendations under
excessive deficit procedwreailable at http://www.mf.gov.pl/documents/764034/1002171/EDP+raport+2014.04.pdf
Successive reports will be sent to the Ecofin Council and the European Commission at least every six months.

12Cf. conclusions of the European Cound&ildfidtch 2054
http://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/PL/ec/141756.pdf
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in July, thus concluding the European Semester. The Member States should take due account of tr
recommendations during the National Semester while designing their budgets for the following year.

In its opinion of 9 July 2013eopréviouBrogrammiie Ecofin Council recommended Poland among others
to take action'to

Y% with a view to improving the quality of public finances minimise cutshangnogvtimvestment,
reassess expenditure policies improving the targetihgabcexcend increasing the cost effectiveness
and efficiency of sding in the healthcare sector;

Y% improve tax compliance, in particular by increasing the efficiency of the tax administration

Y% ensure the enactment of a permanent expenditure ruonsi2@R with the rules of the European
System of Accounts. Take measures to strengthen annual aedmmieddgatary coordination
mechanisms among different levels of government.

Recommendations concerning the improvement in the qualityhaicpabliodithe enactment of the
expenditure rule were, to a major extent, repeated in the Ecofin Council recommendation for Poland of Dect
2013, referred to in chapter I.1. Thus, information on implementing the recommendation of the Ecofin Cc
unde the excessive deficit procedure (cf. chapters VI and VII) also refers to the implementation of
recommendations of the Ecofin Council presented in its opPiogramthef 2013. On the other hand,

those recommendations of the Ecofin Cdudeitlim the July opinion oPrhgrammehich concerned

the implementation of the budgetary strategy ensuring the elimination of the excessive deficit in 2014 |
become outdated in the light of the of the Ecofin Council recommendation that gestbtioectbr

correcting the excessive deficit to 2015 .

Moreover, according to the Ecofin Council recommendation of December 2013, the fiscal consolidation shot
supported by comprehensive structural reforms, in line with the Council redesurémaatiercontext of

the European Semester. The progress of recommended structural reforms is discussed in this year's edit
the NRP.

|.3.Integration with the euro area

The introduction of the euro constitutes Poland's strategid labjgotimanent's positive stand on the
benefitef adopting the common currency remains unchanged. According to the government, the main reaso
the current euro crisis was the way in which certain Member States implemented economic policy as we
some ingtitional solutions of the euro-ar@iathe common currency itself. In the face of the aforementioned
conditions, the strategy for the integration of Poland with the euro area is based on four pillars.

Thefirstpillar concerns targeting sustainabieefitliof the convergence criteria in the Polish economic policy
framework, with particular focus on fiscal discipline. The credible prospectdasaetiagténavithin

two years of inclusionERM Il as well as reaching the politicadleaxjreencerning legislative changes
necessary for the common currency adoption are the conditions for joining this mechanism. In 2010,
governmergpecifiedhese conditions in fReerequisites for Implementation of the Next Stages of the
Roadmap foutd Adoption in Poland

The second pillar constitutesnplementatiai additional measures aimed at strengthening the potential of
the Polish economy, including institutional measures. The lack of the adequate preparation to functioning |
the comon monetary and exchange rate policies framework before adopting the euro, could lead to a repet
of the crisis scenario observed in the periphery countries of the euro area.

Thethirdpillar includes a thorough preparation of the technical atidraigaspects of the process. So far,

two key documents have been devel&@iedegic Guidelines for the National Euro Changeover Plan
approved by the Council of Ministers in 201 &tadional Euro Changeover Bpgmoved by the

European Afei€ommittee in 2011. Due to the significant reform agenda in the European Union and in the el
area, the current objective is to updalatitteal Euro Changeovervithrreference to the impact of those
changes on Pol and 6 s dae wfrcomplatidhahe tdocument is tonditional @ry the T h e

13Cf. footnote 2.
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adoption of binding solutions on the EU forum concerning the key institutional changes, in particular, t
referring to the banking union. The outcome of these changes determines theemsyointbtiutional

and legal adjustments as well as the national balance of costs and benefits arising from introduction o
common currency.

Thefourthpillar comprises stabilisation of the situation in the euro area, especially steeingtiatiorg|

including the development of a crisis management system and crisis prevention mechanisms. Within
European Union fora, Poland actively participates in the activities aimed at sustainable improvement o
stability of the single curraresy, essential for the implementation of this pillar of the strategy.

Due to the significant uncertainty concerning the time horizon in which the requirements for the safe adopt
the common currency can be met, the government at presenfyingaet s&pget date for euro adoption.
However, the government regards the continuation of preparations for the introduction of euro as benefic
Poland, especially within the scope of pillars one and two of the integration strategy. Moreover, the il
organisational structure for the adoption of euro in Poland analyses the institutional changes in the euro a
terms of their consequences feuthereparation prodad3oland, therefore contributing to the realisation of

the third pillar oétimtegration strategy.

|.4.Economic policy objectives

The Mediuterm National Development Stratedy (B@2€inafter referred to asSthetegy adopted by

the Council of Ministers in September 2012, defines the meEmmagjective of the guvent as one

that wilstrengthen and make use of the economic, social and institutional capabilities in order to ensure r:
and sustainable development of the country, and to improve the quality of life ofTtheStapedstion.
indicates thregaegic areas on which the main actions aimed at accelerating development processes shot
focusEffective and efficient State, Competitive esnotd®otjal and territorial cohegimviding also the

basis for the preparation of successive upthat®R_#, including the NRP 2014/2015.

At the same time, the emphasis is put on the complexity of the challenge posed by the necessity to ensur
sustainability of public finances and the increase in savings together with implementing andevelopment \
based on the elimination of major bottlenecks to growth through education, digitalisation and innovation.
assumptions of Bategyhich refer to the consolidation of public finances (carried out in line with subsequen
updates of tierogrammarean that the rationalisation of expenditure and its steering towards actions vital to
the socieconomic and spatial development of the country are the prerequisites for the implementation of
development vision.

Sustainable public finances are kegdmyeconomic stability and, in consequence, faetine éaogomic

growth. Other key drivers of macroeconomic stability in Poland include, among others, the planned establisl
of the Systemic Risk Board bringing together representativaksefctingntiodies (the National Bank of
Poland, the Ministry of Finance, the Polish Financial Supervision Authority, the Bank Guarantee Fund). The
of the Board will include, inter alia, the identification, evaluation and control of esyttienmiskrigk, i.
disruption in the functioning of the national financial system which may lead to macroeconomic imbal:
undermining the stability of the economic growth. Should any systemic risk be detected, the Board will be o
to undertake actionsied at reducing the probability of its materialisation or at mitigating its potential effect:
The draft act on maoradential supervision of the national financial system, appointing the Board and
equipping it with the necessary instruments, habjbeteto £xternal consultation. At the next stage, the draft

will be submitted for consideration by the standing Committee of the Council of Ministers.

Moreover, actions are ongoing aimed at improvement of the security and stability of thanetable Polish f

sector, including new solutions regarding the bank resolution framework. The objective of the draft act o
Bank Guarantee Fund, bank resolution and the amendment to certain acts, is mainly to create the I
framework allowing for the eaeaitthe bank resolution procedure, grant powers to the Bank Guarantee Fund
enabling the processing of such procedure and to define the sources of financing for these processes. A

14National Development Strategyi Z02¥e society, competitbamemy, efficient sta@opted by the Council of
Ministers on 25.09.2012, available at:
http://www.mrr.gov.pl/rozwoj_regionalny/Politgk#f SRK 2020/Documents/SRK 2020 112012 1.pdf
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same time, the draft Act will partly implement the provisianalisédhérdft directive establishing a
framework for the recovery and resolution of credit institutions and invéaamdinisimyof Finance is
currently leading the external consultations on the aforementioned draft act.

[I. Economic outlook
[I.1.Cyclial developments and current prospects

Following a period of weak growth in 2012, since the beginning of last year, gradual acceleration of the g
rate of activity in the Polish economy has occurred (g/g). Consequently, the GDP level wathe 4th quarter
already by 2.7% higher than a year ago, and the data was better than expected. The clear upward trend
maintained in export, which was fostered by the high competitiveness of the Polish enterprises, and, from th
quarter of 2013, also by theoirement in the dynamics of activity in the Polish main export markets. This was
reflected by the higher dynamics in industrial production and, in the second half of the year, also in invest
The improvement of the situation in the labour market dpperrstrated by the increase in the demand for
labour and decrease in unemployment, however, under still limited wage pressure. As a consequence, reta
and private consumption started to show upward trend. As of the second half ofléasf yiesnetiie

demand in the GDP growth was increasing (year on year), both in terms of consumption and investment del
although net export remained the main factor of growth.

Despite the gradual improvement in the majority of macroecononubsexteggbdasng the last year, their
average changes in the whole 2013 were generally less favourable than a year before. GDP increased by
i.e. less than in 2012 (2.0%). The decline in the economic growth rate mainly resulted from the contir
dowrurn in other EU Member States, particularly those belonging to the euro area. The EU GDP increase
0.1%, following the slump by 0.4% a year before; as many as ten EU Member States recorded the decline
GDP. Weak dynamics of the domestic damaitkteted the low growth of the EU export, the main indicator
of demand for Polish goods and services (the EU
the decline recorded in 2012. Although import of Germany, the largest ¢faélelgoad, was still growing,

the growth rate remained at a low level.

The economic downturn influenced a slight, close to stagnation, increase intdabauasiemaany the

result of a low growth rate of the number of employees andyaddeegaegirin the number of employers

and the seffmployed. At the sector level, these changes were triggered by a continued downward trend in
number of employed in agriculture, which could not be compensated by an increase in the nmmber of emplo
the service sector and a slight growth in the number of employed in the broadly understood industry s
(including industry and construction). Low labour demand contributed to a higher unemployment level.
unemployment rate reached 10.3% (comi@rdds in the previous year and 10.8%, on average, in the EU).
The employment stagnation was accompanied by a limited wage pressure. Employees' bargaining power in
negotiations was limited by still relatively high level of unemployment.

Despite thenprovement in the annual private consumption dynamics in the 4th quarter, its increase in the wt
2013 reached only 0.8%, against 1.2% recorded a year before, and it was the poorest result since the begi
of the publication of this variablenge.1996 ). Apart from the continued weak dynamics in the growth of real
disposable income of households, being a result of labour market situation, this was also spurred by a
dynamics of consumption credits. In addition, households did rot@wuppbcoiiisumption by savings and
through increasing, still very low, the rate of voluntary savings (i.e. without considering the adjustment due
change in net share of households in provisions of the pension funds).

In 2013, once again, theimoed growth of private sector investment could not compensate for the decrease ir
general government investment, which limited overall investment in the economy. This factor, along witl
slowdown of private consumption and a significant dediitogiéss, inesulted in a stagnation of domestic
demand. Net export remained thelnvaiof GDP growth as a result of the lower dynamics in import volume
as compared to export.

15|nformation on the labour market is based on the LFS data.
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Althougkhereal GDP growth was positive in 2013, it was clearly loevpoteatia of the Polish economy

would have indicdfe@he consequence of the lower economibeneet®20122013 was a rapid closing

of the output gap, which in 2011 was still at a relatively high level of plus 2.0% of tHa goth#ml GDP.

real GDIs estimated to hdskento a level below its potegt@ith ratavhich resulted in a negative output

gap of approminus 1.2% of the potential GDP. In total;2013)ft#e output gap deteriorated by even 3.2
percentage points, i.ecimgeeper than in the period of the financial down20aqpodn the change in

the gap reached 2.5 percentage points. This means a significant deterioration of cyclical conditions for ecol
activities and economic policy.

Chartl. Output gap between 2ep13
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Source: Ministry of Finance

The stagnation of domestic demand and the negative output gap kept inflation at a low level over the whol
year. From December 2012 the inflation stayed below the NBRdargedbeauimahyf 2013, also below the

bottom limit of the tolerance band for deviations against this target. The very low level of inflation, beside
weak demand pressure resulting in low base imnflataleo the consequence of stabilisation of greces

global raw material markets. In December inflation reached only 0.7% on an annual basis (against 2.4% |
corresponding month a year before), and the average annual inflation decreased to 028%2rdine3.7% in
weak inflation pressurdnéngconomy is also confirmed by the fact that in 2013 both prices of sold industrial
production and prices of construction and assembly production were lower than a year before.

The structure of GDP growth with the weak domestic demand further negmtvedctineent account

balance in the balance of payments, which reached 1.3% of GDP against 3.7% of GDP a year before.
reduction of external imbalance was mainly the result of the improvements in the trade balance a:
consequence of the highewtgrof export against import. The income deficit, reflecting mainly the income of
foreign direct investors, still remained high, although it was accompanied by an increaesitishts’'e of non
income due to their participation in portfolio inv83tenentsent account deficit was mainly financed by an
inflow of loAgrm capital, i.e. mainly the EU funds, classified on the capital market. On the contrary, the balal
of inflow of noaesidents' portfolio investments, which are recognised tstiidelesmsirce of external
financing, recorded only slight surplus.

In the first seven months of 2013, in face of low dynamics of economic activity and increased risk of the inf
remaining below the target in a medimmthe Monetary Policy @qi4ieC) continued the monetary policy

16 The estimates of the potential GDP and output gap are in accordance with the latest methodology of the Euroj
Commission, the details of \ehécpresenteddhaptell|.5 of thBrogramme.
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easing cycle, reducing the NBP interest rates, in total, by 1.75 percentage points. The-Kkbg interest rate
reference rate was reduced to record low of 2.5%, and on average it amounted to 2.95% i®i2013. In Septe
the Council presentedftineard guidaneoa the future stance of the monetary policy, which stipulated that the
NBPb6s interest rates should be kept unchanged |
extended twice: in Naverinuntil mi®014, and in March 20&#least until the end of thguarter 2014.

In 2013 the exchange rate of zloty was mainly influenced by the global factors. Following several montt
relative stabilisation, in-Blene the zloty weakenedifgigntly as a result of capital outflow from emerging
markets, caused by concerns over the decreased scale of asset purchases program by Fed. In June the
intervened in the currency market in order to reduce the excessive volatility inntpe mHoty Exeha
depreciation of the Polish currency occurred again at the turn of August and September due to the ady
impact of the increase in the global risk aversion on the domestic currency market. In the last months of the
the volatility of tB&JR/PLN exchange rate decreased significantly and the exchange rate of zloty strengthen
at the end of the year. Consequently, in 2013 the exchange rate of zloty reached the average level of 4.
EUR/PLN and 3.1608 USD/PLN.

[1.2.Mediurderm scenario

The cuent forecasts of the European Commission concerning the economic standing of the main trade pal
of Poland, which is the EU, allow for an optimistic assessment of the economic growth perspectives in Pola
accordance with the estimates puhtidhatoruary 2014, the European Commission expects that the return of
GDP in the EU to the growth path, observed since the 2nd quarter of 2013, will be supported by the accele
internal demand starting from 2014, including the increasing gromgéhmgtean and investment. This will

enable to mitigate the risk for the observed economic growth in the EU posed by external factors and i
constitute an essential factor stabilising the process of economic recovery of the European dnion Member £
Experts of the European Commission estimate that the real EU GDP growth in 2014 shall accelerate to
against 0.1% growth recorded last year. In 2015 the real GDP growth rate should even reach 2.0%. Consic
the more balanced structure of thengicagrowth, the authors of the forecast published in February estimate
that EU import, which is the key indicator of changes in demand for the Polish export, will increase by 4.09
year. This means a significant acceleration of growth in thisategmgniiy approximately 3.5 percentage
points) in relation to the result recorded in 2013. In 2015 the EU import should increase by 5.6% in real term
the needs of the macroeconomic scenario preserReapiratheiewas assumed that in thewimg years

the share of import in the EU GDP will gradually stabilise, which means that the real growth of import st
amount, respectively, to 5.4% iraB848% in 2017.

In the years 202015 the share of public investment in GDP shalhstaldliel observed in 2013, i.e. 3.9%

of GDP. A certain decline in this share may be expected in the-2@tibdTAE 6s associated with
terminating of projects financed under the financial fram@@b8s ROB& executed in the year2Q®l 4

parallel to projects of the new framewcB0201Kowever, the decline in the public investment share in GDP

in Poland will not be considerable, and it should fall to approximately 3.5% of GDP in 2017, whereas the :
itself shall remain as onkeohighest among the EU member States.

The demographic determinants of the forecast preserfedgiartivaare based on the assumption of
demographic changes foreseen in the EUROPOP2013. According to the assumed scenario, in the horizon
2017, theslight overall decline in the population in Poland is expected, by 0.1% in relation to the level in 2C
The number of the population at working-&¢jewill=decrease by approx. 0.7% in this period. The assumed
scenario of the activity rate (ugindg-B methodology, age groig)1%aking into account i.a. governmental
measures aimed at placing significant limitations on earlier retirement and raising the retirement &
nevertheless, will allow to reduce the negative demographic efféiaramaHesta Within the forecast
horizon, i.e. until 2017, the labour supply will increase by approx. 0.3 % in relation to the level of 2013, v
means that the upward trend in economic activity will be maintained, at a rate close to th&t observed in 20

Taking into account the expected increase in the number of the economically active population, and the fot
growth of those employed, within the horizdPragrdmamthe systematic reduction of the unemployment

rate is expected, followingpéhed of its will growth in the perio@ @RIt is estimated that in 2014 the
unemployment rate will decrease to 9.8% from 10.3% noted in the previous year. In 2015 it will reach the av
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level of 9.3%, to fall to 7.9% in 2017. Within thefitbezomecast, the unemployment rate shall stay above

the level of Ndtcelerating Wage Rate of Unemployment (NAWRU), estimated at approximately 9.3% in 2C
and 7.7% in2017, although this difference will shrink in the consecutivheyehasigan the observed
unemployment rate shall result from the forecast changes in the labour demand. It is predicted that in 201
number of the employed will rise by 0.6% on average, following the decline by 0.1% in the previous year. |
period 2013017 the growth in the number of the employed will be slightly higher, to settle at a level of 0.8%
an annual basis. The presented changes in the overall number of the employed take into account the assun
adopted within tReogrammigorizon, of nmiaining the number of employees in the general government at a
level recorded in titegdarter of 2013.

The unemployment rate staying above the level arising fréwwctierlong Wage Rate of Unemployment

and the planned limiting of the renamérad in the majority of central governrsattaubntities and in

the social insurance -sabttor, are the factors to reduce wage pressure in the whole economy, within the
Programmieorizon. In 2014, similar to 2013, the growth rate of therauaexgean (3.8%) will be higher

than the growth of productivity at work. However, the difference between these economic categories is n
reaching 0.2 percentage points, i.e. by 0.5 percentage points less than in 2013. In the successive year:
foreast growth rate of the average wage will be lower than the expected changes in productivity, react
respectively, 4.7%20155.2% in 2016 and 5.6% in 2017.

The system of indexation of social insurance benefits, dependant mainly on neitettomgoyeae will

cause the decline in the share of expenditure on pensions in GDP in the forthcoming years. This arises n
from the projected path of inflation and remuneration fund, for which the acceleration of growth rate is expec
the yearto follow. As a consequence, the share of income available to the retired and pensioners in GDP sh
fall, irrespective of the expected increase in the number of beneficiaries. In the previous years, growth o
share was observed. However, corgsitheriestimated growth in the average remuneration and the number of
the employed, it is forecasted that the real growth of household disposable income, within the horizon o©
Programmaewill be also by approximately by 0.5 percentage point tlesv&@DiRagrowth. In the period of

the forecast, household disposable income will be supported by the expected relatively fast growth of
operational surplus in this sector, i.e. income eéniasedf, whose changes should be more associated
with te dynamics of the market sector than the whole GDP. Considering the aforementioned factors, i
expected that in the years-2018 the real growth of private consumption will amount to 2.2% and 3.0%
respectively, irrespective of the foreseen gitmwvtiolohtary savings rate. In subsequent years, due to better
conditions on the labour market and the expected improvement of consumer sentiment resulting from bri
economic prospects, the real growth rate of private consumption shall 8ételedade(® 3.

The real growth in public consumption shall be detegoierdnhgractions aimed at reduction of the
excessive deficit. As a result of the planned measures (cf. chapter Ill), the share of public consumption in
will be reduced, withie horizon of tReogrammé&he estimated real growth rate in this economic category in
the following years shall reach, respectively, 2.4% in 2014, 1119684rir22Q%6 and 2.5% in 2017.

The continued competitiveness of Polish product prazaspesties to achieve high return on sales. Despite

a relatively unfavourable situation in the external environment, since 2011 recimwestrok privass

also been observed, after a severe deterioration in this economic cat2§afy if2b@de of private
investment in GDP grows systematically and in 2013 it reached 14.6%, i.e. 0.1 percentage points below the
recorded at the beginning of the previous investment recovery (i.e. in the period of accession to the EU in 2
In spite fothe observed growth trends, the share of private investment in GDP remains considerably below
level noted in the period of economic boom preceding the financial crisis, when it reached 17.7% in 2008
forecasted that withinRnegrammieorizonthis positive trend of recovery of this share will be continued. In
2014, private investment will show real growth by 4.5%, to reach the growth rate at a level of 7.8% in 2015,
in 2016 and 9.3% in 2017. Irrespective of the high growth rateoftipeisiia investments in GDP in the

last year of the forecast will be lower by approximately 0.5% GDP than on a2@d&gé\in&biional

factor fostering the growth of the private sector investment demand will be the predictedpitelintaining of
costs at a relatively low level in connection with low interest rates and as a result of the establishment o
Polish Investmept®gramme.

17The NAWRU estimates are prepared in accordance with the methodology of the European Commission.
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Over the next years the expected economic revival will have a positive impact on theigsowtticim inventor

is associated with the level of demand on domestic and foreign markets. It is estimated that parallel tc
recovery of the final demand, the contribution of the change in inventory to GDP growth will rise gradually,
approximately 0.2 patage points in 2ad4.3 percentage points in 2015 and 0.5 percentage points in 2016,
to decrease to 0.4 percentage points in 2017, which will be associated with the projected stabilisation o
demand growth rate in the country and abroad.

In the pérd 2002013 the share of export in GDP in Poland increased from the level of 39.4% to 47.8%. Suct
dynamic change in the structure of the Polish GDP restlighfroompetitiveness of Polish enterprises
towards the foreign trade partners andjswdigzh important, from the relative weakness of the domestic
demand in this peribdthe projection periothefProgrammthe dependence of the Polish economy on
external market situation will gradually decrease, whereas the share of dom&sbé deitharmtaase. It

is forecasted that in 2014 the real growth rate of export will be even higher than the growth rate of export me
reaching 5.0%, as a result of which export share in GDP will reach its historically high level afi 48.4%. Howe
the subsequent years this rate will start to decline gradually, to 4.9% in 2015, 4.8% in 2016 and 4.1% in 20:
a consequence, the share of export in GDP will decrease to 46.0% in 2017. The development of final demal
be, next to the excharage, the main determinant of the growth of Polish import. It is expected that in 2014 th
real import growth, similar to year2@D31will remain lower than the forecasted export growth, reaching
4.0%. Over the next few years, with a further asdeld@tiestic demand, an acceleration in the real rate of
import growth is predicted, reaching, respectively, 5.1% in 2015, 5.5% in 201&@hd 249% in
consequence, the contribution of net exports to GDP growth in 2014 will fall togrlespdibiseamminst

1.6 percentage points in 2013. In the consecutive years, it will decrease to 0.0 percentage points in 2015, |
0.3 percentage points in in 2016 and minus 0.6 percentage points in 2017.

The development of the net export is andetieoiihe trade balance and a vital factor influencing the current
account balance in the balance of payments. In 2014 the current account deficit will fall to 0.9% of GD
comparison with 1.3% of GDP in 2013. The main source for the extenvdl cobttarec® be an income

deficit triggered by the negative net international investment position of the Polish economy. Over the next
of the forecast the deficit on the current account in the balance of payments will start to aeleiben gradually
will reach, respectively, 1.4% in 2015, 2.1% in 2016 and 2.5% in 2017. It is expected that within the fore
horizon this deficit will be mostly financed by the infl®rnotlpital, i.e. resources classified on the capital
account (mainhetEuropean structural funds) and foreign direct investments.

In summary, the expectations concerning the development of GDP componereetiadilahto

economic growth in Poland in 2014 will reach 3.3%owblehais muchias2013. Thieeyfactobehind

the acceleration of the economic growth will be the expected recovery of the domestic demand, including r
the higher growth rate of private consumption and maintaining the high dynamics of piikatecalvestment.
GDP growth rasdorecast taeach 3.8% 2015andto stabilise in 262817 at a level of 4.3%.

Until2016, the macroeconomic policy will be implemented under the conditions of the continued negative ol
gaps although its gradual closing will occur. It iscetahate2014 the output gap in relation to the potential
GDP will deepen to minus 1.0% from 1.2% in the previous year. In 2015, the gap will decrease faster, to r
0.7%, to reach the level of 0.0% of the potential GDP in 2016. Starting fapnsi2\ild treeppsitive, at a

level of approximately 0.5% of the potential GDP. The potential GDP growth rate in the period covered b
forecast will gradually increase from the level of 3.2% estimagl fota2@fBroximately 3.7% in 2017,

mainly ge to the expected acceleration in the growth rate of total factor productivity and the continued reduc
of the NoAccelerating Wage Rate of Unemployment (NAWRU). However, it will stay lower than in the ye
20072011 when it reached ab. 4.0% ogeavera

By the year 2017, the continuation of the trend of zloty appreciation is expected. The strengthening of the |
currency should be supported by the strength of the Polish economy, including a relatively small current ac
deficit, an inflow afefgn investments and a significant decrease in risk premium related to the limiting of th
imbalance of public finances. It is assumed that this last factor will have a significant impact on the curr
exchange rate, including the planned abrotesieradssive deficit procedure for Poland.

18The estimates in accordance with the latest methodology of the European Commission, taeedaesisméavhich
inchaptell.5 of thBrogramme.
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In case of inflation, it is predicted that after a marked decrease at the end of 2012, and its staying at a low le
2013, also in the current year the average annual inflation (measured as CRipchingil.R, as

compared to 0.9% in the previouOyearthe subsequent years, assuming stable prices on the raw material
markets and considering the maintaining high negative output gap and the expected appreciation trend fc
Zloty, it is predidtthat inflationary pressure will be extremely limited. Nevertheless, it is assumed that this fact
along with the continued tightening of fiscal policy, will be reflected in the relevant adjustment of the mon
policy, which will enable to creaapempolicy mjxresulting in the gradual CPI approaching the area of
volatility permissible within the monetary policy. In 2017, in line with the planned reversion of the VAT rat
22% from 23% and 7% from 8%, a temporary decline of CPI\teradg®ssoforecast.

1.3.Gr owt h i mplications of fAmajor structur al r

The government, through a number of integrated strategies, has been implementing the policy oriented to
providindavourable conditidos the development of entrepreneursttipe gootential for the economic

growth of the country. These measures are mainly aimed at improving the access of enterprises to ca
creating the enterprising attitudes, institutional, organisational and financial strengthening of the busil
enviroment as well as filling up the information gap and counteracting the adverse effects of the forecas
demographic changes on the balance of individual sectors of the Polish economy. It is expected that the on
actions will result in improvement totah&ctor productivity and increase of the available resources of this
factor, which will consequently enable to achieve a higher level of economic growth and enhance the ave
standard of life of the citizens.

One of the actions under implemegatid@olish Investmegmmbgramme, the objective of which is to ensure
maintaining the high dynamics of investment in infrastructure projects of key importance for the state eco
and the strategic interests of the statoliBhelnvestmgmbgramme shall focus on providing conditions for
longterm financing of profitable investment projects in the area of energy and gas infrastructure, shale
management, transport infrastructure, local infrastructure (waste processing, public riedrespodrt), indust
telecommunication infrastructure. As a consequence, it will contribute to the achievement of the goals plant
Transport Development Strategy by 2020 (with the perspectivantyirfEY8frgySecurity and the
Environment Strategy (the petrgpdoy 2020)

In order to maintain high economic activity, actions foresé@man tBapital Development Statdgy

oriented towards more effective exploitation of the lakarverldactgrundertaken. In response to the needs

of employers amdnployees, several provisions dfabwir Codeere amended, which would permit to
introduce flexible working time and to extend the working time settlement period to 12 months. The applicat
the flexible working time should contribute to thediméfeetiveness of human resources involved in the
economic processes.

Among structural actions undertaken by the government in favour of improving business climate for enterp
the Strategy for Innovation and Efficiency of the Bboundinlge méoned, whose implementation will
contribute to building of the knowladge economy. The implementation of the measures planned in this
strategy will foster the growth of innovation and efficiency of the economy, consequently improving
competitiveess understood as a4engy ability to face external competition. The improvement of the business
environment will be also supported by implementatidigital theland Operational Programme for 2014

2020 This Programme, addressing the objddineigital Agenda for Eurgll focus, in particular, on
supporting the development of broadband networks agdrpigieticag a central level.

The Polish economy faces a serious challenge arising from changes in the demographitingtriacture. Acco
the demographic forecasts, the deficit of the working age population shall be observed in Poland.
phenomenon is so strong that even the expected improvement in professional activity indicators may nc
sufficient to prevent the declinédarlaupply. The decreasing labour supply accompanied by the growing
convergence of the growth rate of total factor productivity to the levels noted in the developed countries,
constitute a serious barrier for the potential growth rate oétdemdtolishn order to mitigate the adverse
effects of these tendencies on the economy, the government has undertaken measures, consisting, inter a
restricting the entitlements to earlier retirement and the gradual increasing of the retiemmaadt age fo
womenThese measures will madflyct the age group of 45+, where the professional activity indicators
recorded so far have been clearly lower than, on average, in the developed economies. It is expected the
changes introduced will rastitte enhancement of the activity of people aged over 45 (such increase can be
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already noticed in the current data concerning the professional activity in Poland). The additional incentive fi
age group to stay on the labour market will beasingrsirare of people whose retirement benefits will be
paid from the system of defined contribution. The associated decline in the replacement rate (relation of the
of the pension granted to the last salary) will motivate older generatiankterratjee

The professional activity of the Poles should also improve in connection with the convergence of the ecor
structure towards the structure more typical for the developed economies, i.e. with the higher share of the s
sector. Thiwill allow for easier entry of younger cohorts to the labour market, in case of which the professic
activity ratio recorded at present is clearly lower than the EU average. The obligation of municipalities to pr
places in kindergartens for atydarold children, and later also for allytbarxd children, as well as the
education reform introducing the compulsory school educationyeasetthghsidren, will support the
activation of the rfmentioned age group.

One of the undénig goals of the fiscal policy carried out by the government is to ensure the financial stability
the state within a mediand longerm perspective. Healthy public finances foster the improvement of the
economic results. Through the positiveoimgatestic savings and decrease of the risk premium included in
the price of capital, public finances allow for faster accumulation of capital, consequently contributing tc
accelerated growth rate of the potential GDP. The basic aspecttbestakilitioiprovide the appropriate
distribution of burdens between the current and future generations. The failure to comply with this limitatior
result in the necessity of significant and sustainable raise of taxes at a certain mom@tathifittheffuture.
public finances defines the specified framework within which other functions of the fiscal policy shoulc
implemented, i.e. the allocation, redistribution and stabilisation function. The lack of fiscal discipline may le
the negative drrapid reaction of the financial markets and, as a result, to the negative macroeconom
consequences, such as the decline in the integrated demand and deterioration of the labour market situatiot
achievement of the kergn sustainability of pdiblaces through the reduction of excessive deficit is also an
important commitment of our country towards the European Union.

The provision of the medamd longerm financial stability of the state is slippwotey others by the
stabilising expetudée rule introduced in 2013, aimed at getheciexcessive growth of expenddtre

reflected in the changes of the tax base. In addition, the introduction of the rule and the resulting budg
limitation for the total expenditure pool shallremglianisation a pgublic expenditure structure.

Another key element of the fiscal policy is the consolidation strategy adopted by the government, fosterin
economic growth, which aims, on the one hand, at minimising the adverse efidtidiefsfisnathe

social and economic situation of the country, on the ethectaswlidation of public finance so that the
change in theitructure optimum in terms of economic growth can be achieved. The legitimacy of the measu
carried out ltlge government is confirmed by the results of the Polish economy following the financial crisis.

lll. General government balance and debt
l1l.1.Policy strategy and medidarm objectives

The government is committed to continue the reduction of the imhalaticdimatives in order to create

secure and sustainable foundations for the development of the country. The following part of chapter Il pre
actions aimed at elimination of excessive deficit in 2015 and continuation of the fiscal lmnsolidation in
successive years of the forecast. Moreover, taking into consideration the implementation of the principal obj
of the economic policy of the government, i.e. the fiscal consolidation fostering the economic growth, introd
of the sustainablefrayclical stabilising expendituré ttuleugh the amendment t@titdic Finance Act

was recognised necessary (cf. chapter VII.1). The objective of the rule is to provide the stability of public fin,
in Poland and to adjust their potengakiggcimbalance and, at the same time, to prevent the need of
excessive tightening of fiscal policy, particularly, under the conditions of significant economic downturn. Th
introduced meets the requirements arising f@oonitielirective2011/8/EU of 8 November 20hl
requirements for budgetary frameworks of the Member States
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[11.2.Measures taken to reduce the excessive deficit

Consolidation measures by the goveranaentaken in the years-2018, led t@reduction of expenditure

by 2.8 peentage points of GDP. In turn, expenditure after deducting the expenditure financed from EU fund:
which the general government is the final beneficiary, were decreased by as much as 3.2 percentage poil
GDP. Such a scale of reduction of thditexpamas possible, among others, through:
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the disciplinary expenditure rule binding from 2011 (Article PiPdicoFithence Aatducing the

growth rate of discretionary expenditure and new fixed expenditure to 1% annually in rd@sterms, In 201
rule was replaced by the stabilising expenditure rule (cf. chapter VII.1), additionally used in the develop
of budget for 2014; the stabilising expenditure rule shall be binding starting from the Budget Act for 2015

reducing (since 2011) thememation fund in the state budget units, through adopting a general rule on
freezing this fund at the nominal level of the previous year;

temporary (while Poland is subject to the excessive deficit procedure) prohibition of adopting draft acts b
Countt of Ministers that may result in a decrease of revenue in public finance sector units in relation to
amounts resulting from applicable regulations and projects that would lead to an increase in expend
(Article 112 c of theblic Finance Achis regulation was replaced by the stabilising expenditure rule at
the end of 2013;

currently bindingnodified in 200%iscal rules for local government units (cf. chapter VII.1):

A arule that as a minimum, the current account result must berisalgriceah, Article 242 of the
Public Finance Asince 2011);

A individual limits of debtipulated in Article 243 oPth®ic Finance Atbm 201%the limit will be
calculated based on a tgesg moving average, initially for the yea28Bp1h 2013, in order to
facilitate the absorption of the EU funds, the rule was modified through extending the range
exclusions by repayment of liabilities incurred in connection with an agreement concluded 1
implementation of a programme, prdgsk 6nanced at least in 60% from thefuraable EU
aid, in its part corresponding to the expenses incurred on theinaticimg, dmanced by means
of such liabilities;

reducing entitlements to earlier retirement;

reducing the funerary betefP’LN 4000 from 2011, followed by maintaining the amount of the benefit at
unchanged level over the subsequent years;

introducing the income criterion for the entitlement to receaiffeaftenamee due to a child birth.

the other hand, theom&tjyuctural measures regarding revenues included:

reduction of the share of the pension contribution transferred to the Open P&iEbItieinpdst
transferred to OFE was reduced as of May 2011 from 7.3% of the base to 2.3%);

increasing VAT rafesm 22% to 23% and from 7% to 8%, while simultaneously decreasing the rates fo
basic food products from 7% teis@&January 2011);

increasing the disability contribution, constituting a burden on the employer, by 2 peticestage points (
Februarg012),

reduction of the right to deduct VAT on purchasing personal vehicles with certification of approval for g
vehicles, and their feglde2011);

increasing the excise duty for oil and fsielce92);
increasing the excise duty for tagaf@hnualbmnce2010);
removing the excise duty relief for biocompomvay 2011);

freezing tax thresholds and lump sum of tax deductible costs in PIT at a nominal level of 2009;
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changes in the tax on the profits from bank deposits araptesciogavoiding this tax (introduced in
2012);

introducing a fee for using certain natural resources (tax on mining coppereApd|2AQEP);

extending the use ofrtheerse chargeechanism (extending the catalogue of goods, toretirkehe
charge mechanism apgiiese2013);

introducing the joint and several liability in VAT of the purchaser for tax liabilities of the supplier of s
products and fuel (to whichetrerse chargeechanism shall not apply) anpraooessed golds well
as for sellers of these gogids€2013);

changing VAT rate on-moinersal postal services provided by the public operatsinime2B6ib (
2013);

reducing the 50% of tax deductible costs due to copyrights and relatetbrighr2013);
limiting the Internet relief and modification of relief faimtélinenary 2013);

applying excise tax on dried tobacco leafs, which were illegally used as a tobacco product not covere
excise dutgifice2013);

applying excise tax @tural gas used for heating purposes, excluding hosisektldéoyember
2013);

reducing the limit authorising tax payers to exemption from the obligation to keep the cash register (from
40 thousand to PLN 20 thoussind§013);

introducing tlsgstem of trading L&@ission allowan¢es2013).

In spite of so many structural measures of significant effect the revenues of the general government in the
20162013 increased by only 0.4 percentage points of GDP, while these revduauotisg dfterreeenues

financed from EU funds for which the generalagdvsrthe final beneficieyreased by 0.1 percentage

points. It was mainly the result of a weak domestic demand, economic growth structure unfavourable for |
finances (in@sed contribution of net export), very low inflation and, which is particularly important, the pi
cyclical nature of tax revenue (cf. chapter 111.3). Problems related to tax compliance has adverse impact o
governmemgvenues.

As a result, in 2018 thace of fiscal consolidation slowed down. Whereas the nominal deficit in 2011 wa:s
reduced by 2.8 percentage points of GDP, followed by further 1.2 percentage points GDP a year later, in
the deficit increased, reaching 4.3% oeGIDF) .4 pencage points more than in 2012.

19



Convergend&ogramme. 2014 update

Chart2. The impact of the change in revenue and expenditure on the change in general government balance in
relation to GDP
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Source: Ministry of Finance

The consequence of the deterioration in the fiscal situation was the adoption of new recommendations for F
by the Ecofin Council in Decembe padidr the excessive deficocedure. In these guidelines, the
deadline for elimination of excessive deficit was postponed to 2015. In accordance with the n
recommendations, Poland should reduce the deficit to 3.9% GDP in 2014 (from the level of 4.8% GDP forec
that timeof 2013) and to 2.8% GD®15,excluding the impact of the assets transfer of the pension reform .
The Ecofin Council also assessed that the achievement of the budgetary targets requires an improvement
structural balance (i.e. this part of theahdeaficit the government may directly influence through the policy
implemented) of 1% of GDP for 2014 and 1.2% GDP in the féflodingoyapared to the autumn
forecasts of the European Commission, it meant the need of Poland takingeamitiomaigsenes at a

level of 0.4% of GDP in 2014 and 1% of GDP in 2015.

The consistent implementation of the aforementioned measures by the government, both those impleme
earlier with effects visible in 2013 and in the consecutive years, asmedbaseadimplemented in the

2nd half of 2013, i.e., inter alia, limiting the expenditure by 0.5% of GDP while amending the Budget Ac
introducing tax changes limiting fraud) caused that already in 2013 the deficit reached 4.3% of GDP,
considetay below the level of the budgetary target of 4.8% of GDP, recommended by the Council. Conside
the fact that in the previous year the real GDP growth reached the level only slightly above the forecast pre
for the needs of domestic budgetaotipnsj€l.6% against 1.5% in the amendment to the state budget), and
the output gap was negative, reaching the lowest level since the Poland's accession to the EU and one c
lowest in the EU, the improved result of the general government im@28&8|, tastlee forecast, should be

mainly recognised as the effect of all structural factors.

Poland, with respecthe said Councitecommendation of 10 Dece(#} has decided apart from
retainingneasures which, through their mechanism, reddieitdwery yearas a consequence of a

19http://ediex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2013:0906:FIN:PL:HTML
20 The estimates in accocdawith the forecast applicable at that time and the methodology used by the European
Commission (cf. chapter 111.5).
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positive GDP growth?tat® introduce further measures. For 2014, the following measures have been plannec
and implemented:

Y

Y
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Y

Yo

Y

Yo
Y2

in excise tax:

A increasing the excise duty rate for cigarettes (from the belfidhing of 2

A increasing the excise duty rate for ethyl alcohol (from the beginning of 2014);
in VAT:

A maintaining the increased VAT rates at unchangiédiasedriginally planned that all VAT rates
would be reduced as of the beginning by 20ddrcentageint, the reduction of the VAT rates by 1
percentage point will take place in 2017,

A limiting the possibility to receive a return of a part of VAT for some expenditures incurred for hous
purposedlife Act on the state aid for purchasing thebfirgotiag people

A changes in the conditions for deducting tax charged when purchasing cars with a mesh partition
their fuel this is connected to the expiry of the currently binding derogation in applying these
restrictions,

A introduction of timéni aestopshopsystem as of 20ilthis change will involve changing the place of
service provision for telecommunications, broadcast, radio and television servisesvazsvell as e
to persons who are not taxpayers,

in CIT:

A introduction of taxatiofirfoted joirstock partnerships,

A elimination of the exemption from CIT for dividend payments and other income (revenues) from inclu
in the profits of legal persons subjected to relief in the paying company and the method for determi
the revenuderm benefitskimd (from 2015);

changes in the rules of VAT deduction from company cars used for private purposes (positive impac
revenue from income tax);

payments in the years 2ABl40 the state budgefThg State Forests National ForestgHatdan
annual amount of PLN 800 million; starting from 2016a system of payments by State Forests to the ce
budget will apply, at a level of 2% of the income gained by State Forests from the sales of wood;

increasing the sections of roads onaMlhigchharged in the ETC system (via TOLL);
establishing the National Contact Points at the central register of vehicles;

withdrawal from the implementation of the mechanism enabling tax payers of corporate income ta
transfer 1% of tax to the bevfeditientific entitiesr accordance with the decision of the Council of
Ministers, these issues will depend on the status of public finances.

In addition, works are in progress on the following issues:

Y

Y

imposing the social insurance contributioih law @wntracts, in particular, in relation to overlapping
contracts for mandate, and introducing the pension and retirement contribution on remuneration
supervisory board members;

elimination of the lower 50% tax of forest tax for protective forests;

2 Examples of such measures include: the permanent nominal level of tax threshold and flat tax deductible costs in
which results @an additional increase of effective tagvexte yearfreezing dheremuneration fund in ¢eetral

government and social insuranesestds, or maintaining the fixed nominal level, e.g. for funerawhidmefitturn,

decrease the levekgpenditure in relation to GDP. The examples referred to result in the scetathaiyieysy

out' ofhedeficit in relation to GDP.
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% limiting the tax preferences for real property associated with business operations, which cannot be use
conducting these operations due to technical reasons, to buildings and structures, excluding land;

Y% waiver of exemption due to the purchasershipwvitie to real property constituting an agricultural farm,
or as a part of tax on inheritance and donations, and the tax on civil law activities.

Moreover, in order to comply with the deadline for elimination of excessive deficit, a padgkdme of actions
implemented to assist tax payers in their fulfilment of the obligations towards the state and increasing
efficiency of tax administration (cf. chapter VI.2 presdfdagutes increasing the tax compliance and
improving the effectivenésaxcadministration in the years2B0¥4 Steps in this area were recommended

to Poland by the Ecofin Council in the opinid?rogrémemfer last year, as well as in the recommendations

of December last year concerning the elimination o$ithe defies (cf. chapter VI.2). The implementation of

the package announced by the Ministry of Finance on 15 April 2014 will result in increase of the sector reve
already in 2014 by PLN 1.9 bn, however, its full effects can be only expewsied yetrs.fol

On the other hand, on the expenditure side, measures influencing mainly the level of social and cur
expenses, are undertaken, among others:

% liquidation of the privileged rules for defining the level of remuneration of ofédessfaasifant
soldiers as well as employees of judiciary (judges and prosecutors) during sithkegssilpdod
subject to solutions similar to the general system, i.e. during a period of sickness they will receive 80% ¢
remuneration; aseault , savings due to limitation of sick leaves are expected,;

4 reform of the rules on assessment of the base for sickness allowance in case the period of insuranc
shorter than 12 monttige changes refer to persons conductagyinotural busisexctivity and other
groups of persons for whom a declared amount constitutes the base for calculation of the contributiol
this case, it is proposed that the base for calculation of the contribution should depend on the insure
period, i.e. the basfethe charge would be the sum of the lowest base of the contribution charged and th
amount constituting 1/2 of surplus amounts over each consecutive period (currently, the declared am
constitutes the base);

Y% resignationaccording to the decisioth®fCouncil of Ministeflom the idea to introduce a rector's
scholarship for the best students of the first year;

% introducing the regulations allowing for common services of local government units, which will contribu
the limitation of costsesfgzmance of the administrative staff and service departments.

The activities aimed at introducingstble leave system are advanced (electronic system of sick leave).
Introduction of this system will reduce printing costs, enable faster aoatnelcygf dheising sick leaves

and control of the accuracy of adjudication of the temporary incapacity to work. As a result, tightening of th
leave system may be expected, consequently reducing the number of sickness allowance paid (reductic
incarectly issued sick leaves).

The factors listed in chapter 111.4 will also support the elimination of the excessive deficit.

[11.3.Actual balances

In 2013 the fiscal consolidation which commenced in 2011 was continued. After reducing the general gover!
defcit in 2012 by 1.2 percentage points of GDP, as compared to the,preyidefcitdar2013 reached

alevel higher than last year, i.e. 4.3 % of GDP (against 3.9% of GDP in 2012). It is important to note tha
growth of the deficit resultedlynom the decline in revenue in relation to GDP by 0.8 percentage points

of GDP, as compared to the previous year. Similar to 2012, the consolidation was mainly achieved on
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expenditure side. The ratio of domestic exp&ndi@ERP remained aeweel of 40.4% last year,bye.
0.2percentage points lower than in 2012.

In 2013, the expenditure on public investments fell by 0.7 percentage points of GDP, of which expenditures
centrajovernment ssbctor by as much as 0.6 percentageopoi@BP. Such a significant decrease of
expenditure in this selbtor (by 26.9% yly) results mainly from lower infrastructural expenditure executed b
the National Road Fund (NRF) und@rodramme for Construction of National Roads for the years 2011
2015 The investments of thesadbor of local governments decreased by 0.1 percentage points of GDP, i.e.
by 1.5%/y, whereas in 2012 the decline reached as much as 17.8% vyly.

In 2013 the public consumption nominally grew by 3.8 % year ta Bea%(gdains2012) and the real
increase reached 2.8% yly. This increase was composed of both the decrease in labour costs and, on the
hand, the growth in intermediate consumption, i.e. purchases of public sector. The reduction of labour
expeniture in relation to GDP by 0.1 percentage points was mainly possible as a result of the freezing
remunerations in the state budget sector and limiting the growth of labour costs in relation to the growth r:
the consumer price index in the leeahgent stdector. Freezing of expenditure in the central government
subsector, constituting the point of reference for other entities of public finance sector indirectly influence:s
behaviour in terms of shaping the wages of individual unijevefiomants (through the demonstration
effect). Moreover, in 2013 the growth of intermediate consumption, occurred, i.e. purchases of the public s
by 0.2 percentage points of GDP, at the national intermediate consumption, growth byoihtk pércentage p
GDP (mainly in the local governmesgcial).

Parallel to the consolidation actions, the government also undertakes measures aimed at counteracting
negative demographic trends, i.e., among others witlamiihe golicy. Changesimdrea refer to the

extension of parental leave and popularisingthegdreducation. (cf. chapter 1l1.4). In 2013, the duration of
additional maternity leave was increased (as well as the additional leave on the same conditions as mat
leave) ad the soalled parental leave (26 weeks) was introduced. Moreover, in 2013 the attendance benef
were raised, a new care benefit was intraalgpedial care allowance, as well as regulations were adopted
resulting in increased availability-ssho education for children ddedn3kindergartens and other forms

of preschool education. It is expected that as a result of the changes in thesstmod cdrprehe

indicator of availability ofspheol education of children will in¢oetise level comparable to other EU
Member States.

Consequently, in 2013 the nominal growth of the category of social benefits other than-kinaal transfers ir
reached 5.4% yly, and in relation to GDP a growth by 0.4 percentage points of .GDRP04asinoted
connection with the actions described in the previous paragraph, these expenditures grew slightly higher th:
pension and retirement fund (i.e. the biggest part in this category) in the period discussed (growth
approximately 4.8% wilich was affected mainly by the increased expenditure of the Social Insurance Fun
(FUS) on maternity benefits, by ab. 18% yly.

The decline of the relation of domestic revenues to GDP in 2013 reached as much as 0.7 percentage pe
irrespective of timroduced systemic changes described in theRnayiaosnd&evenues at a level lower

than expected for 2013 were mainly caused by lower VAT revenues than planned, which resulted from
deterioration in the macroeconomic environment and thg dedpemutput gap. In 2013 the weighted
indicator of the VAT tax Basaeased only bypaox 1.0%. The structure of the economic growth in 2012
2013 was negatively reflected in the macroeconomic base of the VAT. Since 2008 the unféeourable trend
development of the VAT tax base has been obsetvesl,illustrated in Champr8senting the annual

22 Expenditures after deducting expenditure financed from EU funds whose final beneficiary is teatgemeral governm
Providing this category is important as, in accordanc
is neutral, i.e. the sector revenues from the EU are shown in the amount of the sector expenditure fisanced from EU
irrespective of the cash flows. As a result, expenditure financed from EU funds is always neutral for the general gover
deficit. In 2013 the share of total expenditure in GDP in Poland decreased by 0.2 percénteymeoiitsedhut

abovéd from the point of view of the influence on the general government deficit, it is the change in national expenditure
should be assessed. Similarly, when analysing the influence that the change in revenues has on the government bal
revenues fromtitanal sources should be taken into account

% Weighted sum of private consumption, investdrettpurchad®ygeneral government.
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growth rate of the indicator of the VAT tax base (a sum of nominal values of private consumption, investr
andnet purchases the general gorment).

Chart3. Nominal rate of thedicator of the VAT tax base
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The slowdown in the growth rate of the VAT tax base was particularly visible irR0Sydaies Sdd&s

of the successislwdown in the economic growth, particularly strong in the area of privatetlt®nsumption
main element of the tax base, were enhanced lythieghnoature of taxesdthsticitpf taxes in relation

to GDP, as well as in relation to thedindfdax base, observed in Polandgiglizal), strengthening the
activity of the automatic stabilisers.

Chart 4 presents the relationship between the "VAT tax gap" and the position in the economic cycle. Ir
economic cycle much stronger reatttbe "tax gap" occurs, which confirmsdpeigabnature of tax
elasticity.

Chartd. Difference between VAT revenues anthdieator of the VAT tax basepressed as a percentage of VAT
revenues (i2005 = 100) as compredtput gap
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Considering the fyalical nature of tax elasticity, it should be statéfsetlyatars 262213 the conditions

of tax revenue collection were particularly unfavourable irrespective of the economic growth. In accordanc
the estimates of the European Commission concerning the output gap, in the previous y#ahehe deviation
GDP cyclical component against the potential level of economic growth reached its minimum, with the Ic
level since Poland's accession to the EU. It means that the cyclical conditions for revenues collection wer
worst noted since 2004. Haolire in the economic trends in Poland in the ye1$320/2 one of the

deepest in the EU, next to Cyprus, Greece, the Czech Republic and Italy (cf. chart 5). However, contrary 1
aforementioned countries, the economic growth in Polandewdkiposiypical development of cyclical
conditions in Poland (the biggest observed deviation against the trend line representing the average depen
between the change in the output gap and the real GDP) indicates that in our courgrgegatpée of t
effects of the financial crisis, maintaining of the relatively high growth rate of the potential GDP was possik
this context, the nevertheless observed positive economic growth in Poland, but at a low level, ab. 1.5%, me
situation fathe public finances which is similar to that observed in other countries in the period of econor
recession.

Under the conditions of significant weakening of the economic growth, additional cyclical effects also eme
associated with the effectatofaatic stabilisers. In 2013 revenues for CIT were much lower than a year eatrliel
(by over 10%). Such a low dynamic of revenues from CIT was partly caused by significant deterioration c
current results of enterprises. In addition, the low reverthés thx were also affected, through the
mechanism of an annual settlement, by the delayed effect of the poor economic situation in 2012. The obs
increase in tax arrears had also an adverse impact on the level of tax revenues in 201 & envgerticular

The share of these arrears was growing irrespective of increasing the intensity of fiscal inspections.

Charts. Change in the output gap in comparison to real GDP changes in the EU Member States

2012-2013

change inthe output gap (pps.)

real change in GDP (%)
Source: AMECO, Btityi of Finance

In case of other tax revenues, the results were close to the forecasts, however, also in this case, the effects
economic downturn were visible. It referred, in particular, to excise tax on fuel. Revenues from PIT were s
highe than planned.
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Only due to the enhanced expenditure discipline and undertaking the additional consolidation measures al
during the previous year, it was possible to prevent a higher increase 20ft& deficit in

[1l.4.Mediurderm budgetary outlook
1) Ractors determining the general government revenues

According to the latest forecasts, the relation of the domestic revenues of the general government to GDP in
will reach the level of 45.4% of GDP, i.e. by 9.3 percentage points more tisamimnopQ1&iers, the

effect of a orddf transfer of assets due to the pension system reform; and in the consecutive years, it will rea
respectively, the level of 36.3% of GDP in 2015, 36.2% of GDP in 2016 and 36.0% of GDP in 2017.

Chart6. General government revenue
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The most important source of revenuegehénal governméstthe revenue from the taxes related to
production and import, obviously, including indirect taxes. Fmrth@sntajou indicator of the tax base

growth is the growth of private consumption, for which a significantodtcelgratidh rate (after 2014) is
predictedn turn, investments and net purchases by general government, which also ocipirisaran imp

of the tax base, will remain stable within the horizon of the forecast. As a consequence of the expe
sustainable economic recovery, ie. closing the output gap, the occurrengeliodltiedfguts of indirect

taxes against the taxeb@svery probable. However, due to the difficulties in precise estimation of such effec
and the intention to maintain the conservative nature of the presented forecast of thegemezalies of the
governmenthe proportional increase in tax reveaires the tax base was assumed.

The sustainable improvement of the economic growth allows for expectation of the gradual acceleration of ¢
in inflows gained from taxation of revenues from business operations, inter alia, owing to the annual redt
(over consecutive five years) of the amounts of losses incurred during the period of downturn.

The revenues from the aforementioned taxes will be determined not only by the macroeconomic situation bt
by the systemic changes discussed in ctpter Il
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The second biggest position in the revenues of the general government is from social insurance contribu
This category will depend on the shaping of the base for their calculation, the main component being
remuneration fund in the natiooabmy, as well as on institutional changes. The nominal growth rate of the
remuneration fund, after the estimated low growth in 2013, by 2.3% yl/y, should accelerate in the coming ye:
reach a level of slightly above 6% from 2016. It will rerti@mbaiowal growth rate of GDP tbublgé

entire forecast horizon.

The main institutional factor, which will influence the size of social insurance contnibctiamng@slirbe

the pension system introduced pursuant to the Act of 6 De®eombire2@hendment of certain acts in
connection with the determination of the rules for payment of pension frooleasduirtabe open

pension fund3he impact on the level of contributions will arise both for the determination of the level
contribution transferred to OFE at 2.92%, as well as from the introduction of a possibility to choose
participation in OFE, resulting in (in accordance with the conservative abscinaptien$Vv.1) a lower

number of members whose contribilltientvansferred to OFE. It was assumed that as a result of the choice,
a half of OFE members holding the right éfwhloieside to stay in OFE, whereas the other half will collect
their contributions on aadount in ZUS. At the beginning,4@L4, this effect will be lower than the effects
anticipated in the following years since the changes introduced by the aforenmerdtcaeulyatanitiie

whole year.

Moreover, as a result of the changes stipulated in the aforementiamebfactatiséer of assets from

pension funds under private management (OFE) to the goversentmtabskiplace. The transaction of
takeover of assets by the government in exchange for future retirement commitments was +effistered as a o
reveme. The permanent transfers (to FUS) of assets registered on OFE accounts of persons with less tha
years to reaching the retirement age, will be of similar nature, although theyoffiliraosfeesansing

from the gradual transfer ofsags&1US (within thecatled 'safey | ). The as8umptions and expectations
associated with the recent reform of the pension system are discussed in chapter 111.7

With regard to personal income tax, it is assumed that the current tax theestailasgnitht income tax
rates and the allowances exempt from tax will not be indexed within the entire forecast horizon. In addition
2014 PIT revenues will be positively influenced by the significant reduction oféfieflnternet tax

Furthenore, the level of revenues and reduction of the deficit, also after 2015, will be affected by t
implementation of the measures envisaged in the ddeaswes increasing the tax compliance and
improving the effectiveness of tax administrati@am 26£2017ct chapter VI.2).

2) Factorgletermining thgeneral governmeakpenditures

Parallel to the structural measures which increase revgougganteat contisuee policy oriented towards
decreasing the expendiim€DP ratio. Accarglito the latest forecasts, the relation of the domestic general
governmemxpenditut® GDP in 2014 will reach the level of 39.6% of GDP, i.e. by 0.8 percentage points mor
than in 2013. In the following years the downward trend of domestiaviéixpendimtieued and this
relationship will reach, respectively, the level of: 38.9% of GDP in 2015, 36.2% of GDP in 2016 and 37.2
GDP in 2017.

2410 years before the retirement age is reached, the contributions for retirement insurance will be@ztis8ly transferred
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Chart7. General government expenditure
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The decline in expenditure will result from the already undertaken measures (chapter 111.2) and their st
limitation in the Budget Act (the total state budget expenditure, in accordance with the Budget Act for 201
decrease nomilyain relation to the expenditure specified in the updated budget act for 2013, by 0.6%). Para
to the consolidation actions, the government has been implementing the priority mefasuitgpolitiye pro

area, aimed at counteracting the netgatiegraphic trends. Changes in this area refer to the extension of
parental leave and popularising teehmr@ education. In 2013, the duration of additional maternity leave was
increased (as well as the additional leave on the same conditinitg leaveitend thecadled parental

leave (26 weeks) was introduced. In accordance with the new regulations, the total amount of maternity |
additional maternity leave and parental leave amounts to 52 weeks, for a single birth, andtipléhe case of m
births from 65 to 71 weeks, depending in the number of children born at one delivery. The new solution:
make it possible, to a greater extent than before, for both parents to make better use of maternity and pa
leave through introduatfomechanisms facilitating fathers to provide care for the newborn child.

Moreover, in 2013 the attendance benefits were significantly raised, a new care benefit spsdiaroduced
care allowance, as well as regulations were adopted nestdtisgdraivailability ofspteol education for
children aged3 in kindergartens and other formssohpot education. It is expected that as a result of the
changes in the scope ofsphmol care, the indicator of availabilitysofiqueedutian of children will
increase to the level comparable to other EU Member States.

In addition, support for young married couples and theesingi@ged in thet on the state aid for
purchasing the first flat by young pefipitive as of thegimming of the current year. The Act stipulates
subsidies to mortgage loans at a level of 10% of the flat value and, in addition, 5% in case of couples with a
further 5% may be received by couples who shall have a third child (or moegrswitiloviing yhe

purchase of the flat.

The level of the social expenditure will also arise from the implementation of the Constiilitignal Tribunal
concerning the compliance of certain articlescobtiss December 2010 on the amendmeAtbbthe

public finance and some otheméttigheConstitution of the Republic of Polacodnnection with these
rulingstheAct of 13 December 2013 on the determination and payment of pensions in relation to which the r
was suspended in the pdrimtt 1 October 2011 to 21 November f{Rates the reimbursement of
benefits with interest to the retired persons, against whom in the aforementioned period the payment of be
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was suspended due to continuation of employment withoutdkthenatmioyment relationship with the
employer, for whom the work was delivered directly before the day of obtaining the right to the retirement.

In March this year the governmental draft of act on determination and payment of the beneds for caretaker:
submitted to the Parliameswstablishing the right to the attendance benefit to persons who lost this benefit as
of 30 June 2013, pursuant to the Act of 7 December 2012 on amendment to the Act on family benefits and
other acts. The aforemeatodraft constitutes the implementation of the Constitutionalliigbunal
concerning the roompliance of art. 11 items 1 and 3Aet thfe7 December 2012 on amendment to the Act

on family benefits and some othewitdttiheConstitution of tRepublic of Polamd.accordance with the
provisions of the draft, the attendance benefits for caretakers in the amount of PLN 520 monthly will app
periods after 30 June 2013, if a given caretaker fulfilled the conditions to receive ¢énefdttenidance b

time, as stipulated inAlse on family beneféiscording to its wording of 31 December 2012. The benefits will
be paid including indexation and interest for the period before entry into force of the planned act. The s
insurance caoittutions will be aésqualised.

Moreover, works are in progress concerning the draft act defining the path of increasing the minimum le\
attendance benefit for a parent who resigns from work to care after disabled child, to the level of the mini
wage. The draft stipulates that as of 1 May 2014 the attendance benefit would increase from PLN 620 mon!
PLN 800 and as of 1 January-2018LN 1,200, whereas as of 1 Januaiyt@@6N 1,300. At the same

time, from 1 January 2014 until 3InBerc@014 persons receiving the attendance benefit obtain the
supplementary benefit of PLN 200. The total amount of support from 1 May 2014 to 31 December 2014
reach PLN 1000.

The measures which may potentially increase the level of expbadidgrdatiens arising fileenAct on

specific solutions associated with the protectipertdhtibg, in specified cases, to increase the expenditure

of the Labour Fund and the Fund of Guaranteed Employee Benefits, for the needs of psotection meas
(granting and payment of benefits for the protection of jobs, to be applied in the periodsiofragconomic shut
reduced working hoursfirancing of training from the Labour Fund for employees subject to economic shut
down or reduced working hotit®) aforementioned act also stipulates the monthly monitoring of the
unemployment rate: in case of the dynamics of changes in the unemployment rate equal or higher than 7%
consecutive months, in relation to the corresponding period ofybarptheifinancial plans of the Labour

Fund and Fund of Guaranteed Employee Benefits shall be modified.

The main factors influencing the level and the structure of expenditure over the forecast horizon will be sys
changes which have already beeduiceéd as well as those which are planned, changes in public investment
expenditures arising from the investment cycle, in particular infrastructural investment, as well as the decisi
maintain the nominal freezing of the remuneration ftentatgtheernment and social securityesidrs

until 2016.

As a consequence, the relation of expenditure of the sector to GDP will systematically decrease, to reac!
level of 38.7% of GDP in 2017.
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Chart8. Changes in share géneral government expenditure in relation to GDP
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The share of general government investment, after reaching its record level in 2011, amounting to 5.7% of
decreased to 3.9% of GDP in 2013. It is projected ttied atswsacutive years, the share of investment in

the GDP will gradually deciietts8.5% in 2017, however, still remaining above the EU average over the entire
forecast horizon, i.e. 2.5% GDP in the yedr3. 20t level of investments in theisdatgely determined

by the implementation of-iemg programmes. The biggest of thenPi@dhemme for Construction of
National Roads for the yearsZllIencompassing investment tasks connected with the construction and re
construction of wathl roads and highways, financed from NRF. In 2013 the programme was supplemented
"Appendix no. 5" comprising the sections of express roads and highways and "Appendix no. 6" comprising t
passes of cities, the construction of which will beufidantleed new EU financial framework for years 2014

20. In 2014 slight increase of the investment expenditure from the NRF is planned, which is associated wi
use of a large portion of the EU funds from the previous financial frameworl éahtiéngrafdands

from the current framework. Another signifiganmnlgnggramme is kha@tiAnnual Programme of Railway
Investments to 20&Bcompassing the investment expenditure on the construction and modernisation of railw
lines, performég PKP PLK S.A. These investments are financed from the Railway Fund, the state budget. t
European Union funds and by PKP PLK S.A. In accordanbéultmtheu a | P r siggificanmme € ,
increase in the investment expenditure on the devetapmaniofl occur.

The investment level in the sector will also be determined by the scale of investment expenditure in the
government sgbctor. It is foreseen that the investment of the local government units will be mainly determin
by the usef the EU funds. It is assumed that in years of lower inflow of aid funds, this deficit will be pat
compensated by the increased use of the domestic funds. The investment in the Edadgrioeimdent

the stronger absorption of the EU funitl$ lshdostered by the solutions introduced pursuant to the Act of 8
November 2013 the amendment to the Public Finance Act and some etsingastsme strict rules

arising from art. 243 ofRbblic Finance Alct.accordance with the amendm#rRablic Finance Act,
throughout the entire period of repayment of the liability, the exclusion shall be applied to the redemptic
securities, repayment of credits and loans including the interest and discount due, respectively, issued or inc
inconnection z the agreement concluded for the implementation of the programme, project or task funded at
in 60% from the Aefundable EU aid, in its part corresponding to the expenditure on the national contributic
financed by such liabilitiess,Time current regulatibmgactexclude the liabilities incurred for financing of

the investment funded with the share of the EU funds, based on debt limits, which should encourage the
government units (hereinafter referred to as LGU) tivedhstngeture of expenditure towards increasing the
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level of investment. This supports the implementation of the recommendation of the Ecofin Council conce
the minimising of cuts in gremithncing infrastructure investment.

Another important facetermining expenditure are the tendencies concerning the costg@fdadour in
governmentt is assumed that until 2016, in its part associated with the costs of labour within the period of
forecast, the nominal remuneration fund in thgozvemtm@ent sabctor and social insurancesscitor will

not change in relaton to 2013 (except for the remuneration of employees of
public higher schools, whiphirsuant to the arrangements of the Council of Manisteysgrow at a

nominal ta of 9.14% per year, so that they rise?biy 3084l in the years 22035), whereas in 2017 they

will grow according to the pace of the forecast inflation. Moreover, the conservative assumption was adopte
the level of the deficit) that thenexation fund in the local governmesgicsabwill grow at the forecast

growth rate of the average remuneration in the market sector. Irrespective of the independence of decisions
by the local government units, the dynamics of labour cestsrdwnithe significantly restricted, which
means that most probably it will be lower than in the market sector in the following years.

The payments of social security benefits will be determined by:

Y% annual indexation of old age pensions and other (peasgstem of indexation of social insurance
benefits which depends on the inflation rate and the real growth in remuneration recorded for the pre\
year, shall cause that in the period of expected acceleration of the nominal GDP growtheéhe amounts o
aforementioned benefits will grow slower than the nominal GDP, contributing to the reduction of the defi
the subsequent years);

Y% extension of maternity leave (and additional leave on the same conditions as maternity leave) &
introduction of tbecalled parental leave (the increased funds for this measure result from implementatio
of the priority giaamily targets by the government).

The factors affecting the decrease in the expenditure of the sector will also include the redficed expendit
the state budget on the implementatiorCoirthen Agricultural Potityoe compensated by higher EU
funds neutral for the deficit of the sector.

It should be remembered the stability of the public finances will be supported with alyrefewsstiength

the biggest change in the pension system of the recent years, i.e. increasing and equalising the retirement &
women and men at a level of the age of 67. This change shall, on the one hand, increase the future pen:
and, on the otheaind, improve the balance of the public pension fund, limiting the imbalance of public financ
Moreover, raising of the statutory retirement age will influence the increase in the labour supply which, in
shall foster the economic growth, as guenseof which the improvement of the financial situation should be
visible in all institutional sectors, including the public finance sector.

As a result, it is foreedshat in 2014 the sector will achieve the surplus at a levelDéf &r8%the
fdlowing years the deficit shall amount, respecBvEWGoP in 2015..8% GDP on 2(ditd-1.2% GDP
in 2017.

25Cf. Regulation of the Minister of Science and Higher Education of 5 October 2011.
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Chart9. The impact of the change in national revenue and expenditure on the general government balance in
relation to GDP

10 Ty - 4
< _ ®changeinrevenues(hs) | Yy

8 B change in expenditure (lhs) // -3

6 L . #changeinrevenues(ths) | ____ /__

# change in expenditure (rhs) / -2

4 [
AN | I
i) — mm| s
%
2T e L
g ]
- -2
f +-——————— ., -]
84+ . - -3
A0 e - -4
2013 2014 2015 2016 2017 cumulative
change
(2013-17)

Explanations: reveiidfep | us 0 c aninareasef the share sf national reverGBPforrespective years,
i mi n u s dthedecleasBrpenditurei pl us o col umn means the retuction of
GDPforr especti ve yé@theiscteasd mi nuso col umn

Source: Ministry of Finance

As a result of the implementation of the presented consolidation strategy, reachirgnttedgethiynm

objective will be mainly the result of reduced expenditm@easingf sector revenues in relation to GDP

(see chart 9). Consequently, as early as in 2014 the share of the national general
government expenditure in GDP should, for the first time since the transformation, fall below 40% of C
Moreover, this shal®uld continue to decrease in each subsequent year (see charts 7 and 8).
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ChartlQ Revenue, expenditure and balance of general government
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[11.5.Structural balance

Withirthe horizon of tReogrammthe structural defidih accordance with the forecast based on the new
methodology of estimation of the output gap, presentedl @jvadeally decrease, in total, by approximately

2.4 percentage points, and conskguer2017 it will reach the level of 1.4% of GDP. The decrease in the
structural deficit will result from the consolidation measures undertaken currently and in the past, leading
stronger improvement of the nominal balance than would arisgfommdreconomic trends and the one

off measures. In the period covered Byotirammdpur on®ff measures exceeding the significance
threshold of 0.05% of GDP are planned (all implemented in 2014):

%, transfer of OFE assets according to the nhaekét Wl@e amount of PLN 153.2 bn (approximately 9.0% of
GDP);

% revenue from sales of radio frequencies in the amount of PLN 1.8 bn (approximately 0.1% of GDP);

%, execution of the Constitutional Triblingh connection with disbursements from thénSo@ace
Fund related to persons who acquired retirement entitlement before 1 January 2011, with no need to re
from work, in the amount of PLN 1.0 bn (appreXib8atefyGDP);

1, execution of the Constitutional Triblimgih connection witle fayment of overdua r er 6 s al | o w.
in the amount of PLN 1.0 bn (approxi@ai@yof GDP).

The presented structural deficit path allows for the achievement of the nominal targets defined in
recommendations of the Ecofin Council of Decenaloel [2&dIS to the sustainable elimination of excessive
deficit within the deadline determined in these recommendations.

Tablel. Cyclical developments

%of GIP ESACode 2013 2014 2015 2016 2017
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%of GOP ESACode 2013 2014 2015 2016 2017

1. Real GDP growth (%) 16 33 3.8 43 43
2. Net lending of general government EDPB9 43 58 -2.5 -18 12
3. Interest expenditure EDP D.41 26 21 22 21 21
4. Oneoff and temporary measures 9.0

5. Potential GDP growth (%) 32 32 34 36 37
6. Output gap 12 10 07 00 05
7. Cyclical budgetary component 05 04 -0.3 00 0.2
8. Cyclicatydjusted balance7(R -38 6.2 2.2 -18 -14
9. Cyclicakydjusted primary balance (8+3) 12 83 00 03 0.7
10. Structural balancé)8 -38 -2.8 2.2 -1.8 -14

p.m. Estimate of the level of expenditure in lir

thestabilising expenditure ruid>(tN) 6576 688l 70/ 7332 758

Source: Ministry of Finance

The estimates and forecasts of the structural deficit preseRtedramtinare not comparale the

forecasts of the European Commission contained in the aforementioned recommendations of the Ecofin Cc
the last winter forecast of the Commission, or with the path presented in the previdu®grahateef the

The reason is that the datdained in Table 1 are based on estimates of the potential GDP and the output gar
prepared in accordance with the new methodology of the European Commission (agreed this year withil
Output Gap Working Group (OGWG) acting under the EU EcoGominiRebcfEPC)).

The most important changes in relation to the previously applicable method of potential output estimation re
the method of determining thé\bh®ierating/ageRate of Unemployment{RW). In the approach agreed

for Poland, tidonrAccelerating/ageRate of UnemploymentRHW) is determined on the basis of the Neo
Keynesian Phillips curve, taking into account inflation expectations. In case of Poland such a form of the F
curve, allows for obtaining the statisticallpraodieglly significant relationship between the change in the
real unit labour costs and the cyclical part of the unemploymbiAvatd) (UiRthe approach used before,

this relationship was statistically insignificant.

The change in the method diilatity the Néktcelerating Inflation Rate of Unemployment in the current
method of estimation of the potential output results in significant revision of the historicAlRlddiforecast NA
relation to the methodology used before this change.yAticeringl of the output gap for the historical

data and, consequently, for the forecasts, was revised. The maximum differences in historical periods react
2.7% of GDP (cf. chart 11).
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Chartll Output gapetween 2062013calculated in accordance with the new and old methodology
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Further to th8tability and Growth Pamended in 234 1sufficient progress towards the mediom

budgetary objective shall be evaluated on the basis dfemsesgrant with the structural balance as the
reference, including an analysis of expenditure net of discretionary revenBelandaadogded its
mediunterm budgetary objective, i.e. the target structural general government balance at the level
-1% of GDP and it currently follows the adjustment path towards that objectedtHaisrfare2@s? the

structural balance will amowit4&o of GDP and the MTO should be achieved in the following year. The
factors to contribute to thinfalit of this goal include the individual debt limits of local government units and
the stabilising expenditure rule which requires the expenditure growth rate to be sloweemti@Dedium
growth in case of imbalance of public finances defipedharapas tgeneral governmeeficit higher

than the mediterm budgetary objective (see: chapter VII).

26 See Article 9 point 1 of Resolution of the EU Council No. 1466/97/EC on the strengthening of the surveillance
of budgetary positions and the surveillanoeranthtion of economic pdlisiamended.
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Chartl2 Structural and nominal general government balance betwe@92007
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Until ta mediurterm budgetary objective is achieved, the annual rate of general governmeiit expenditures
adjusted according to the methodology applied by the EuropearR’€shuuidsioh exceed the reference

rate reduced by a value corresponding to @5%uééntly, the reference rate,yeadl@verage of the

potential real GDP growth, for Poland amounts to 3.7%ednpstssdssment of 2013) and 3.8% (from
2014).Considering the correction arising from the need to achievéetime mugbitany objective, it gives

the required lower reference rate of 2.5 and 2.6%, respectively.

According to forecasts, in the yearR@DA#oland will meet the above mentioned requirement regarding the
expenditure growth rate (thkmaked expendityerchmark It is expected that the annual real expenditure

rate modified according to the methodology of the European Commission (as well as the real growth ra
domestic expenditure, i.e. expenditure after deducting the expenditure financednfilsmvlitieh B&) f

neutral for the deficit) will vary within theIr&8ge+2%) in the years 20017, which is significantly below

the lower reference rate. The growth of expenditure is modified, inter alia, through reducing t
discretionary measuretherrevenue side (cf. table 17).

It should be indicated that these measures, contrary to the structural balance, should aiffo take the on
measures into account. However, the transfer of assets from OFE and the transfealkhab'safdtg so

sldet, were deliberately excluded since, in accordance with the ESA2010 methodology, they will not be clas:
as revenues. Irrespective of the foregobendhmanequirement would be fulfilled even if no discretionary
measures were planned ingbesy2012017 on the revenue side, only the distance to the aforementioned
lower reference rate would be smaller.

27That is after deducting the costs of debt service, expenditure financed from EU funds whose final beneficiary is the g
government unit, periodic growth of expenditures for the unemployed a®rweaplasngftinvestment
expenditures from the given year with an average for the past four years and after deducting net results of the discret
measurem revenues.
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Chartl3 General government expenditure modified according to the methodology of the European Commission
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The stabilising expenditure rule (SER) provides a similar concept to thbeexpemalikofechapter

VII.1). The adjustment by 0.5% of GDP requireenichtinankill be fulfilled owing to the adjustment of the
expenditure gmics in SER by-2.percentage points provided that the scope of expenditure covered by the
ruléé exceeds 1/3 of GDP, which is a very safe assumption. There are différemclesaniiint SER
methodology: (1) the use of tedtCaverage of thatential GDP growth rate instead8afeheaverage

real GDP growth rate, (2) the average forecast of GDP deflator, instead of the forecast of CPI inflation, (Z
inclusion of debt service expenditure and unemployment benefits in SERthas wusdl afsa(4pyrar

average instead of the investment level from a given year. Nevertheless, the compliance with the SER sl
imply fulfilment of the expentrmehmanequirements

In accordance with #twt on Public Finaricethe update detConvergence Programooastituting a part
of theMultiannual Financial Plan of the 8tatpreliminalgvel of expendityn®t to be confused with the
expenditure limitnore on that issue in chapter igldéjined on the basis of the sitapiixpenditure rule
provisions, in accordance with the macroeconomic and fiscal indicators forecast in this programme.

The calculation of tbeel of expenditdoe 2015 consisted of three stages. First, the planned consolidated
expenditure (or, pbssi costs) sum was calculated for units and funds covered by the stabilising expenditur
rule. This sum amounted to PLN 657.6 billion. Sedemdlyoftegpenditdioe 2014 of ancillary nature was
calculated, using the indicators and the cdaatotigniefined in et on Public Finalasewell as the total

% Both in case of SER and the expemdinafemarkhe scope constitutes theritgjof general government sector
institutions, following the elimination of expenditure financed from the EU funds.
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value of discretionary measures forecast for 2014 on the side of taxes and contributions which amounts tc
4.9 billion. It arises from the aggregation of the effemdumingljhealue of transfer of the pension
contributions @FE, (2) increasing the tax rate for ethyl alcohol, (3) liquidation of VAT return in construction &
(4) the effects of VAT deduction on vehicles and fuel. Finally, ltheebotiapenditdoe2014 reached

PLN 688.1 bhillion. Thirdlyjetel of expenditdoe 2015 was estimated at a level of PLN 707.9 billion, in
accordance with the formula of the stabilising expenditure rule. At the same time, the update of the forecast
CPl inflatidndicator for 2014 was taken into account (1.013 instead of 1.024). On, tine dtinecdstraf
discretionary measures for @01be side of taxes and contributions, amounting to PLN 3.9 bn, comprised only
the reduction of pension contributiosfetred to OFE.

In accordance with the formuleevisle of expenditfoethe years 2016 were also calculated. It is planned

that the correction of the expenditure dynamics until 201&wwéroesthge points, as in accordance with

the foecasts up to 2014 the deficit threshold will be exceeded. In 2017 the correction shelilsl decrease to
percentage points since it is expected that in 2015 the deficit will be lower than 3% of GDP, however, the le
the state public debt will stilezk43% of GDP. The growth lefvtHeof expenditustower than the GDP

growth rate, will cause the annual decline of its relation to GDP.

[11.6.Debt levels and developments

In the period covered by @mmvergence Programrdebt management will, as ewniqus years,
focus on the achievement of the objective set BublitctRmance Sector Debt Management, Sieatagy
the minimisation of kemgn debt servicing costs subject to the constraints on the level of risk.

Debt management will beeivdd by the gradreductionf the general government deficit (surplus of the
sector in 2014 will be aafheffect of the transfer of assets from open pension funds resulting from the pensiol
reform), and the uncertainty in the financial mankgtsaradng others from limiting of quantitative easing of
monetary policy by Fed. In the domestic market, measures associated with limiting the general government
should have a considerable impact on the level and shape of the yieldecoovsego@ese on the State
Treasury debt servicing costs.

The changes in the pension system introduced in 2013 (cf. chapter 111.7) shall have a significant impact o
nominal reduction of public debt in 2014, followed by further decreateGiDEheatiehtp to 2017.

The changes in the @bGDP ratio in 202617 will result mainly from the state budget borrowing
requirements (the State Treasury debt constitutes over 85% of the general government debt), GDP growit
and the zloty exchamgée in relation to other currencies, especially to the euro. An essential condition
influencing the borrowing requirements of the state budget shall be the disbursement of funds from the ne
financial framework for ZWRO, which will be reflectdtkikuropean funds budget balance in the following
years. The level of the borrowing requirements will be also influenced by the proceeds from privatize
as well as the balance of liquid funds of the public finance sector units which aneuslibjéiciattcéhe

sector liquidity management consolidation. It is assumed that further stage of the public finance sector lig
management consolidation will be implemented, which will contribute to the reduction of borrowing requirer
of the budgethe Minister of Finance has prepared and submitted to the meeting of the Committee of tt
Council of Ministers, the draft of the act stipulating the broadening of a group of units of public finance s
subject to the obligation to deposit liquinhftimelaccount of the Minister of Finance and to use court deposits

in financing of the State budget borrowing requirements.

Changes in the debt of akeeral governmentities will result mostly from changes in the indebtedness of
the NRF (the dedbtriease will result from incurring liabilities to implement road investments within the new E
financial framework) and a relatively limited growth in local government units debt.

In the timeframe of the update , tht-@EP ratio according to the &latiology will reach the level of
45.5%.
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Table2. General government debt developments

ESA

% of GDP Code 2013 2014 2015 2016 2017
1. Gross debt 57.1 495 495 475 455
2. Change in gross debt ratio 1.6 -7.6 0.0 21 20
Cortributions to changes in gross debt
3. Primary balanggeart) 1.6 -7.9 0.3 04 09
4. Interest expenditure S[ﬁ 26 21 29 21 21
5. StocKlow adjustment 2.7 -1.8 2.5 -3.8 -3.2
of which: difference between cash and accruals 0.7 0.4 0.5 0.2 0.0
net accumulation of financial assets -1.9 0.0 0.5 0.2 0.2
of which: privatisation proceeds 0.1 -0.1 0.1 0.0 0.0
valuation effects and other -1.5 2.2 -3.4 4.2 -3.5
p.m.: Implicit interest rate on debt (%) 4.6 4.3 4.4 4.5 4.6
Other relevat variables
6. Liquid financial assets 3.1 2.6 2.4 2.2 2.0
7. Net financial debtgy1 541 470 472 453 434
sé;)rf)bt amortisation (existing bonds) from the end of the 70 4.4 6.3 6.0 51
9. Percentage of debt denominategign faurrency (%) 29.4% 34.2% 33.0% 31.5% 31.1%
10. Average matutity 5.3 5.3 5.3 5.3 5.3

5.5 5.6 5.6 5.7

1) Impact of primary balance on-{)leldafis primary surplus.
2DQln the case of public f i ord estineate basaed brsadailatle reportsot her t han
3) Interval forecast for State Treasury debt.

Source: Ministry of Finance

Net accumulation of financial assets results from many factors. The most important include the utilisation
liquid funds under thublc finance sector liquidity management consolidation (introduced in 2011), proceed
from privatization and the cash balance of the European funds of the state budget.

.7 Budgetary implications of HfAmajor structura

The most important decisiotiseofjovernment affecting the balance of the general government within the
horizon of tierogrammiaclude the measures related to the pension system and the fiscal framework reform.

The measures aimed at gradual increasing in the stability of #esteemsiomprise, in particular, the
gradual increase and equalising of the retirement age for women and men (the target age is 67), raising ¢
pension contribution, reform of the pension system for the uniformed services (increasingdhed minimum per
service authorising to retirement benefits for officers and soldiers), changes in the distribution of the per
contribution between the funded and unfunded scheme. At the same time, in 2011 the government was obli
to conduct the periodicaéwessof pension system performance. The first review took place in 2013 and it was
expanded by the overall analysis of the retirement system reformed in 1999 and effects of this reform ol
security and level of future pensions, as well as thefadtsalggima on public finance and the economic
growth, including the labour market, capital market and level of savings. Based on the diagnosis arising fro
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review, a number of decisions were taken, concerning the improvement of effeativerssispehtieru
system, later included in the Act of 6 Decemimer tB@18mendment of certain acts that are setting principles
of pension benefits' payments from contributions gathered in Open Pension Funds (OFE).

In accordance with the provisidhs Att, 51.5% of the accounting units recorded in the individual account of

each OFE member was cancelled (i.e. a part of the assets invested, among others in the Treasury Securitie
bonds guaranteed by the State Treasury), and their equivalstera@domethe satcount in ZUS; in

addition, the level of the contribution transferred to OFE was set at 2.92%, which corresponds to 40% limit

investment of OFE in stocks at the primary level of the contribution transferred to Ofie,ADEEe same t

will not be able to invest in Treasury Securities and in debt instruments guaranteed by the State Treasury
investment limits for assets managed by OFE will also be changed, aiming at recovering the market (ca
nature of OFE.

Moreover, ¢hinsured were offered a possibility to choose whether they are still willing to transfer the ne
contribution to OFE (in relation to the future contributions), or they prefer to transfer this contribution to the
account in ZUS. The maximum levefed tharged by the OFE managing institutions was also reduced by a
half, to 1.75%.

At the same time the issue of disbursement of annuity from the funded part of the pension system was regu
The annuity will be paid by ZUS, no matter if themaured in OFE or moved to ZUS. For this purpose, the
socalled safetsliderwas introduced, based on the gradual transéeemg period of 10 years prior to
reaching the retirementiagfethe capital collected in OFE to the pension funddit&tgiatering on the
subaccount kept by ZUS. This solution should reduce the negative consequences of potential mar
disturbances related to the level of the pensions. At the same time, the contributions paid by persons cover
the safetglideshall be entirely transferred to ZUS.

The funds transferred to thesttunt in ZUS will be subject to the current rules of indexation, applying the
indicator equal to the average annualrgtevafhGDP for a period of the last five years. l¢ shqaldtéd
that the growth rate of the nominal GDP in the nearest years will not be lower than the rate of return the F
treasury bonds, causing that it will be neutral for the level of the pension of a person insured. As a resul
replacement ratehould reach the level similar to the status before the changes were introduced.

The changes in the pension system introduced by the aforementioned act will have a positive impact or
general government balance. The factors to influence thi# rallaniee transfer of assets (the government

has taken over the assets in exchange for the future retirement obligations), the safety zipper, higher contril
submitted to FUS and lower debt servicing costs (in connection with the redamptsatwftieeas
purchased by the Minister of Finance and decrease of the borrowing needs).

Table3. Impact of changes in the pension system on the general government balance

Years 2014 2015 2016 2017
bn PLN 167.6  18.2 20.3 23.3
% of GDP 9.8 1.0 1.1 1.1

Source: Ministry of Finance

In February 2014 51.5% of net assets of OFE was transferred to ZUS, including the Treasury Securities, bol
the NRF and other bonds guaranteed by the State Treasury. The Treasury SegingtEbynbee State

Treasury from ZUS and then cancelled. The cancellation of the Treasury Securities and the consolidation
NRF bonds acquired by ZUS resulted offiredaction of the general government debt by PLN 145.8 billion
(ca. 8.5% of ®p The State budget borrowing requirements will also be limited in the following years due to
improvement of FUS balance and the reduction of the debt servicing costs (as a consequence of the cance
of the Treasury bonds and reduction afrthvgrigpneeds). The improvement of the FUS balance will mainly
arise from reducing the contribution transferred to OFE (resulting from lower contribution rate and introduct
the choice over the transfer of the contributions to OFE), the megtashiahtrahafer of assets from OFE

to ZUS at ten years before retirement and due to the proceeds from assets other than Treasury bol
transferred by OFE to ZUS.

40



Convergend&ogramme. 2014 update

The lower borrowing requirements will reduce the debt level in the consecutive years.

Tabled. Cumulated impact of changes in the pension system on the general government debt

Years 2014 2015 2016 2017
bn PLN -163.9 -182.7 -203.6 -227.1
% of GDP 9.6 -10.1 -10.6 -11.0

Source: Ministry of Finance

In accordance whie ESA2010 methodoluggling from September B4 #ransfer of assets and the safety
zipper will not be treated as revenue, but as the financialvathautctheir impact on the balance of the
sector. On the other hand, the transfer from EASA30t0 will be neutral for the level of the general
government debt.

The act mentioned at the beginning of this chapter has also introduced changes aimed at increasing
participation in the third pillar of pension insurance. The withdrawadigfBeniidivAccounts (IKZE) and

the payments to the benefit of persons authorised will be subject to flat rate income tax at a level of 10%
revenue, replacing the currently applicable taxation according to the PIT scale. The adomion of this solt
through the definite decrease of fiscal burden at the end of saving on IKZE, will constitute the real motivati
saving on this account and eliminate uncertainty concerning the level of tax to be paid in the future w
withdrawing the funds fri§ZE |

Moreover, in thet on Individual Pension Accounts and Individual Accounts of Pension fmilRiem&ment,

were introduced concerning the level of the annual limit of payments to IKZE. The annual limit of paymen
IKZE will be equal for ereryand may not exceed the amount correspondiiodd twalu2 of forecast

average monthly wages and salaries in the national economy for a given year, defined in the Budget Act.

The entry into force of the agreement shall limit the costs ofopmnsidthoaf affecting the level of
pensions from the obligatory part of the pension system, significantly strengthening their security.

Parallel to the public reforms in the pension system, positively influencing the stability of public finance, 1
chamges strengthening the fiscal framework were also introduced. Consequently, in the period covered by
forecast, the fiscal policy in Poland will be detebmaides the prudential thresholds (included in the
Constitution of the Republic of Raldiite Act on Public Finanaaned at limiting the level of public debt

by the stabilising expenditure rule, introduced to the Polish legiflatioh®Ntwember 2013 concerning

the amendment to the Act on Public Finance and someanttithreafissal rules applicable to the local
government units. The solutions aimed at reducing the risk of increased indebtedness or loss of LGU liq
comprise the rule of at least one sustainable current balance of the local government bvidgat and the indi
debt limits binding as of 2014. The solution aimed at stabilising the general governrtemhirmaanedium

level of a mediderm budgetary objective, is the stabilising expenditure rule. The SER will be effective as
2015 while it was usedauxiliary basis during the activities concerning the Budget Actdioa@éd4 (cf.

VIIL.1).

Moreover, in accordance with the declaration of the government of September 2013 submitted uj
commencement of the works concerning OFE reform, cuoetglgrinén progress related to the reduction

of the thresholds of public debt relation to GDP in the adjusting mechanism of the stabilising expenditure
This change will be introduced through the amendnfasitdo Bblic Finameel thédct oncerning the
amendment to the Act on Public Finance and some other acts, adopted by the Counci2®f Ministers ol
February 2014 (cf. chapter VII.1).
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V. Sensitivity analysis and comparison with previous update
IV.1.Risk factors
1) Economic situation of Poland'sjardarade partners

The development of economic activity of Poland's major trade partners is a basic risk factor for
macroeconomic forecast presentguhpter |l. The forecast was prepared based on the available data
concerning the current and egpestuation in the EU, consistent with the scenarios presented by the
European Commission in the winter edition of forecasts published in February 2014. According to the opin
the European Commission, in spite of the relatively optimistic exqrexetatiog the economic growth
worldwide, many risk factors exist for the presented scenario, which are not balanced. Similar to the au
edition of forecasts published in 2013, the negative risk factors prevail, among which the European Comm
ligs:

4 delays in implementation of structural reforms in Member States, resulting in lower potential econc
growth, relative deterioration of the situation in the labour market and, as a consequence, the lengtheni
a period of low growth in econoiwityaxftthe EU countries;

%% maintaining excessively low inflation, among others, due to the growth path in the developing countries |
than assumed (and, as a consequence, lower level of raw material prices and relative euro appreciat
and persisteaof the low inflation expectations of economic entities in the EU, which, through the intere
rate channel, shall lead to the reduction of the aggregated demand and growth of the real level of debt «
economic sectors;

% increased instability in fingnaf the economic growth in developing countries, which may contribute to the
limitation of their economic growth in the context of still unresolved structural barriers jeopardising
potential growth rate, and as a consequence, through thertgeedehexote, unfavourable changes in
the balance structure and banking system, it may lead to limitation of the economic activity in the EU.

A factor which could have a potential positive impact on the adopted economic growth path of our biggest
parbers is, according to the European Commission, a possible occurrence of higher effects of the inter
between the improved sentiment, increase in investment and GDP as well as improvement of balances of |
and their capacity to increase the ciiedit act

The additional risk factor for the implementation of the macroeconomic forecast presented in chapter Il i
possible further acceleration of the situation in Ukraine, also in the context of possible economic sanc
against Russiavhich posehreat of a clear weakening in the dynamics of economic activity in the countries of
the Commonwealth of Independent States and, as a consequence, the reduction in the dynamic of t
exchange of Poland with this region. The exposure of the Palisieexjaokiets of Russia and Ukraine, in

spite of the growth recorded in the recent years, still remained moderate and it is still lower than before
Russian crisis in 1998 r. Exposure to the market of Ukraine only, i.e. direct risk, isomiyn@.88éaching
however, jointly with Russia, it reaches 8.1%. An essential factor which should partly mitigate the neg
consequences of the potential decline in the demand of the eastern markets is also the assumed c
improvement in the dynamics ohjtiin the current year, i.e. the main indicator of the Polish export. The
escalation of the conflict may be also reflected in weaker results of our key trade partners, in particular,
conflict resulted in the significant increase of turbtherfoesnicial and raw material markets.

2) Implementation of the EU requirements concerningn@€sion reduction

Both quantitative and qualitative analyses assessing the effects of implementing the climate and energy pas
in Poland indicate that thisesathe risk of a range of negative effects in the areas of energy, economic and
social policy. Challenges for the Polish economy related to the implementation of EU climate and energy |
objectives result from the dependence of the Polish teogyfessil fudlsover 90% of electricity in

Poland comes from lignite and hafdembg@lower plants. Fulfilment of these objectives will require significant
investments in the emission intensive sectors. Furthermore, due to an incitggsicesekestaeidown in

the rate of economic growth may be expected, as well as a lowering of the state budget income, with an inc
in unemployment, lower household disposable income and an increase in the cost of energy as a proporti
householdudgets (i.e. the risk of the so called "energy poverty" phenomenon).
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Polish enterprises are characterised by low energy efficiency compared to the leaders in the EU. A
consequence, domestic enterprises operating in the energy intensive secisksofaaesthrificant

increase in operating costs and a loss of international competitiveness. Moreover, domestic entities are ex|
to the risk of carbon leakage (transferring energy and emission intensive production from the EU Member ¢
implemeimtg C®@®emission reduction policy to countries with lower environmental standards).

3) Lower absorption of EU funds

The risk of uneéggending of funds from the Polish allocation of structural funds and the Cohesion Fund as w
as from th&ural DevelopmédtrogrammgDP) from the programming peric@ &) 7results from the

economic situation in the EU , which has led in recent years to the adoption of the EU's annual budgets at ¢
which is inadequate for the implementation of the cohesidntip@IRPRnN Poland, as well as in other
countries which are beneficiaries of EU funds (accumulation and proldinmtiangeppenditure from

the budgets of general government). The necessity of ensuring the availability of publit éa@hslfor natio
prefinancing of projects is another source of this risk, since the reimburséneentingf tadess
increasingly longer (applications submitted in December 2013 will be refunde@@iy).about mid

In 2014, the prolonged negotiationsrmiog the individual operational programmes may pose threat for
advance payment part from the EU budget for the p20a0 fbkdadvance payment is disbursed following
the approval of the operational programme by the European Commission).

4) Effects ofOFE reform

The forecast presented ifPthgrammiakes into account the financial effect in functioning of the capital part
of the pension system (introduced W\cttltd 6 December 2013 on the amendment of certain acts in
connection with the detextioim of the rules for payment of pension from resources
collected in the open pension.fulsdthe same time, the assumption was made that in connection with the
introduced discretion in transferring of a part of the pension contribution sichéunyasn(@EE), 50% of

the capital part of the pension system participants will decide to collect the whole pension contribution i
Social Insurance Institution (ZUS). In the period from 1 April 2014 until 31 July 2014, OFE members may su
declaation to ZUS concerning transferring of the contribution at a level of 2.92% of the baste for assessme
the open pension fund, starting from the contribution paid for July this year.

In the act reforming the pension system of December 20r@ntdre gesamed that 50% of OFE members

shall decide to return to ZUS, since it could not assess alternative solutions and suggest in the Act which sc
would be more favourable: participation in OFE or participation in the PAYG system. QOllithe basis of p
opinion surveys it may be, however, deducted that the preferences of the insured show higher risk aversio
more people will decide to choose safer solutions. Considering the above, the balance of risk factors in the
of impact of changesiengension system on public finance is positive. The scenario that a higher percentage
the insured (>50%) shall decide to transfer their whole pension contributiooownthia ks, is more

probable. The contributions which would not beetram$d&E, would supply FUS and would be allocated for
current payments of social insurance benefits guaranteed by the state. As a consequence of maintaining a
part of the contributions in the sector, the financial needs of FUS wouldtd daiease avalild improve.

5) Sureties and guarantees

In the coming years, a concentration of sureties and guarantees granted by the State Treasury mainl
investments facilitating developments in the road and rail infrastructure as well asret@dgtionmental p
creating new jobs and regional development, is anticipated. Sureties and guarantees will mainly be grante
investments utilising EU funds (loans and bonds underwritten or guaranteed by the State Treasury should €
the obtaining of EUdR)n as well as for other investments arising from potential new support programmes fc
which sureties and guarantees may be granted according to EU regulations.

The value of new sureties and guarantees granted by the State Treasury in a tadenyyibar Butigpdt

Act. The 2014 limit in the budget act was determined at PLN 300 billion and, apart from supporting the a
projects, may also be allocated to measures which may have to be undertaken should the global financia
economic crisis caaseorsening in the functioning of the Polish financial system.

As of the end of 2013, the sum of potential obligations by the State Treasury for sureties and guarantees al
granted amounted to approximately 6.4% of GDP. For the-3@abs 2(Filifer growth of this sum is
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predicted, but it is not expected to exceed 9% of GDP. According to forecasts the risk associated with the st
and guarantees portfolio should be in the rei@§é.of 5

Among other operations posing risk of additionébhbputdin finance the potential takeover of the debt in
connection with the granted guarantee of the State Treasury should be listed, which may result in the grov
deficit and debt by the amount of the liabilities taken over.

6) Other risk factors

In he forecast presented inPtogrammmaximum financial effects arising from the implementation of the
Constitutional Tribunal rulings were taken into account, adjudicabniptizc®mvith Benstitution of
the Republic of Polandelation to

% art. 28 of thict of 16 December 2010 on the amendment of the Act on public finance and some other a
(Journabf Laws No. 257, item 1726, as amended), in conjuactib@3aiththe Act of 17 December
1998 on pensions and retirement beoefithé Social Insurance Flmarnal of Laws 2009, No.
153, item 1227, as amended);

% art. 11 items 1 and 3 of the AcDetcember 2012 on amendment to the Family Benefits Act and some
other acts

In both cases the state budget expenditurenailtrbd after submission of the relevant applications by
beneficiaries. The lack of automatic payment of the overdue benefits causes that the accomplishment o
budgetary expenditure at a level lower than assumed is more probable.

At the same time, tc@dance with the prudential rule, the measures increasing the tax compliance anc
improving the effectiveness of the tax administration (broader discussed in chapter VI.2) have been incluc
the forecast in a conservative manner. First of albfiguaas#iable measures, their minimum estimated
impact on the increase in the revenue of the general government has been taken into account. Secondly, tt
called "soft" measures constitute a part of the planned actions, for which the dstaneizbtendiits is

not possible, however, through their nature and direction, they would unquestionably have a positive impa
the improvement of tax collection and the increase in effectiveness of the tax administration.

Similar approach was agpiiehe proyclical effect of the tax flexibility (cf. chapter 111.4), as well as in relation
to the forecast of remuneration growth in the local govesationt kuthe latter case, it was assumed that

the remuneration will grow according riovittergte of remuneration in the market sector. In 2013 the growth
of labour costs in the local governmeetsubwas equal to the consumer price index.

The aforementioned assumptions confirm the conservative nature of the forecast balaate of the ger
government presented ifPtbgramme

IV.2.Sensitivity analysis

The sensitivity of the general government balance and debt in the§Earo 20técrease in global
demand, increase in public investments, depreciation of the exchange yaaadthbamdotase in the

domestic interest rate is presented below. The analysis was made on the basis of the econometric Moo
Public Finance (eMPF) developed by the Ministry of Finance. The simulations were performed for the
20142017 when thleconomy is not in a steady state. Due to the eMPF model specification, the analysi
assumes that the change in interest rates translates fully and immediately into changes in the cost of public
service. In fact, debt service costs are fixedtéimn perdod of time, so the impact on the balance and debt of
general government should be lessened. Therefore this is an extremely cautious approach to the sens
scenario.
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Chartl4 EU import (left chart) and the impaa ohange in global demand on general government balance and
gross debt (right chart)
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The impulse of the slowdown in global demand has been defined as a permanent 1% decrease in the ¢
demand indicator (EU imports in the model) as compaaséliogtsednario. A direct effect of disturbances

in the external environment for the national economy is a reduction in foreign trade. In the first year fron
occurrence of the shibekvolume of exports declines by 0.6% against the baseliaaddesatisequent

years it remains lower by 0.5%. Due to the high import intensity of exports, the decrease in the export volu
accompanied by a decline in imports (by 0.6%), additionally supported by depreciation of the national cur
which is theesult of worsening sentiments in the world economy. The decrease in global demand translates
a limiting of enterprise investment activity (gross fixed capital formation of the private sector in the first two
after the shock remains loweedpeadtively, 1.3% and 1.5%, as compared to the baseline scenario, and in the
following years they remain at the levelldd%d.Below the base path), reducing employment and
remuneration. Household disposable income goes down, which limits itz dh@8%. As a

result of these disruptions, @BPRins persistently laweheprojected peribg 0.3.4% as compared to

the nosshock scenariolddverdomestic demand is accompanied by the lowering of inflationary pressure and a
decrease imterest rates. Lower economic growth negatively affects the fiscal condition of the country. T
general government deficit increases (in the first year by 0:2046#, 2814 result of which in 2017 the
government debt in the shock scenarioa$ GB%higher than in the baselmario

Chart1l5 Volume of public investment (left chart) and its impact on general government balance and gross debt
(right chart)
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The fiscal impulse has been defined as a susteassgiigeneral government investigei® of GDP as
compared to the baseline scenario. The direct effect of an increase in public expenditures is the deteriorat
balance of the sector, which during the analysed period remains at@9étefl GD® 7above the base
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path. Higher public expenditures also imply an increase in private demand which results in an improveme
the condition of the labour market, an increase in inflationary pressure and interest rates as well as worsen
the foeign trade balance. As a result of the introduced disruption, the level of economic activity grow
accordingly, share of investme&bDP increases less than it would result from the disruption which was defined
in relation to the GDP level of the dthaséimher economic growth neutralises negative effects of the increase
in public expenditure at the beginning of the simulation period, however, in subsequent years, at a sust:
worsening of the general government balance, the effects becoghe rimoreagisible in 2017 the
government debt is by 1.2% of GDP higher thiao exgienditure incréasenario.

Chartlé PLN/EUR exchange rate (left chart) and its impact on general government balance and gross debt (right
chart)
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The exchange rate impulse has been introduced as a sustained 10% depreciation of the PLN/EUR exch
rate. The weakening of the zloty improves the competitiveness of domestic products, which directly results
increase in the volume obrixpDue to the high import intensity of exports, the growth in export is also
accompanied by growth in import. An increase in demand for Polish goods also fosters the improveme
labour market conditions and an acceleration of investmenth&iyiyomsthe permanent increase of the

GDP level within the horizon of the forecast. In the first two years following the occurrence of the shock
higher economic growth facilitates the increase in general government revenue, whichviéxoéeds the gro
expenditures associated with the servicing of debt denominated in foreign currencies, and the balance c
sector improves. In subsequent years, the significance of negative factors increadhesy e imn2eit7

debt still remains lowantim the baseline scenario (by 2.8 percentage points of the GDP).
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Chartl7 Shoriterm interest rate (left chart) and its impact on general government balance and gross debt (right

chart)
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The interest rate impulse has lafi@ed as an increase in the nomindgeghariterest rate of 1 percentage

point for the entire period covered by the analysis. A Heenmistesest rates results in an increase in long

term interest rates and consequently leads to a highebtising capital and therefore lower investment
(with permanently higher interest rates, private investments in 288% &edoytidan in the baseline
scenario) and higher debt financing costs. Due to a shift in consumption over tirmgagalto inte
substitution and as a result of tightened conditions for obtaining loans, private consumption is also slightly
(by an. 0.5%).. As a result, the monetary impulse leads to a decrease in GDB.8%uméhefforgcast

horizon The geaé government balance remains permanently lowei6ty @.55DP and the general
government debt in 2017 is by 2.4% of GDP higher than in the baseline scenario.

IV.3.Comparisonvith previous update

Compared with the previtregrammepdate, the predictedl GDP growth rate increased in 2014 and did

not change in 262G17. The GDP growth in 2013 was also close to the expectations, although its structur
appeared slightly differdhe growth was entirely generated by net export whereas it wsaexpected

input of the domestic and foreign demand will be similar. The main prerequisite for the upward revision ¢
GDP forecast for 2014 was the improvement of the economic situation of the main trade partners of Poland
result, it is expecthdttthe contribution of net export to the GDP growth in 2014 will amount to 0.5 percentac
points, whereas in the macroeconomic assumptions to the previous update it was assumed that it woul
slightly negative. The growth rate of the domestic deraahddmadjusted significantly.

The nominal deficit of the general government in 2013 was recorded at a level by 0.8 percentage points
than anticipated in the Fasgrammepdate, which mainly resulted from the lower level of tax revenues as
conpared to the expectations. However, owing to the conservative policy of the government, the nega
cyclical impact of the deteriorated tax revenues on the deficit was limited (sf. chapter I11.2). As a result c
measures undertaken earlier anddiiersal measures, the deficit reached the level of 4.3% of GDP, below
the level of 4.8% of GDP, predicted still in autumn last year (also by the European Commission). Considerit
fact that last year the real GDP growth was only slightly higherdbast tlor the needs of the national
budgetary projections (1.6% against 1.5% in the state budget update), it should be recognised that the add
fiscal effort achieved already in 2013 (0.5 percentage points of GDP) is of structural nature.

The &ect of the higher than assumed in the gresgpammeeficit for 2013 is the revision of the forecasts

of general government balance for the following years. The continuation of the consolidation measures intro
in the years 202013, despiteetideterioration in the macroeconomic environmemgdaction of new

measures in the coming years will enable the continuation of a fiscal policy aimed at reducing the exce:
deficit in 2015, followed by achievement of the medium term @jjective (MT

The difference in the general governmetmtGielBtin 2013, compared to the forecast in the previous
Programmapdate arises primarily from the higher borrowing needs of the State budget, and slower nomi
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GDP growth in comparison to the prewdates Gipe changes in the pension system introduced in 2013 shall
have a significant impact on the differences in the subsequent years.

Tableb. Divergence from previous update

SSA 2013 2014 2015 2016 2017

Real GDP growth %

2013 update 15 25 3.8 4.3 -

Current update 1.6 3.3 3.8 4.3 4.3

Difference 0.1 0.8 0.0 0.0 -
General government balance (% of GDP  EDP B.9

2013 update -3.5 -3.3 2.7 -1.6 -

Current update -4.3 5.8 2.5 -1.8 -1.2

Difference -0.8 91 0.2 -0.2 -
General government gross debt (% of GI

2013 update 55,8 55.7 556 545 -

Current update 57.1 495 495 475 455

Difference 1.3 6.2 -6.1 -7.1 -

SourceMinistry of Finance, Central Statistical Office

V. Longterm sustainabilitgf public finances
V.1.Strategy

The target of the government for the forthcoming years is the further reduction of the public finance imbala
the manner which would not jeopardise-tirennpidrspectives of the country development. Such approach to
fiscal consolidation is compliant with the recommendations of the European Council which recognise the gr
enhancing fiscal consolidation as one of the priorities of the economic policy of the EU Member States. En:
the continued optimum pace ofd@tsdlidation, while fostering sustainable economic growth, is particularly
important in the face of the recovering economic growth.

Sustainable public finances suppotédongconomic growth and are a crucial element of macroeconomic
stability. In tura high deficit in the public finance sector, through its negative influence on domestic savings,
escalates the country risk premium, thus increasing the cost of capital and the servicing cost of increasing
(2) hampers capital accumulatio(8gnesults in slower potential GDP growth. Therefore, the key elements
include controlling of fiscal stability of Poland and taking decisions concerning the directions of the fiscal |
considering their impact on the stability of public finance.

Consbdation efforts made so far and the strong fundamentals of the Polish economy have resulted in
improved market reliability assessment, as evidenced by the fall in interest rates on Polish bonds to their I
levels in recent history. At the samétim@ation to 2009, when the excessive deficit procedure was launched
against Poland, the risk factors for the stability of the Polish public finance have been significantly reduced.

In connection with the demographic changes which constitueefarghabién§inance in thetienmg, and

in order to monitor the fiscal stability of the Member States, the European Commission and the Economic |
Commi tteebs Working Group on Ageing PopuHeati ons
longterm forecasts of expenditure of the general government associated with the ageing®4f the populatic
published in thegeing Reportdmong others, on their basis, for the purpose of assessment of the fiscal
sustainability, the indicators acelatald illustrating the fiscal pressure, respectively, in-@rmedium
currently up to 2030 (indicator S1) and weanemdinite horizon (indicator S2). During the last assessment,
both in the midrm and the leteym perspective, Poland \easitied among countries of average risk level.

29The recent report was published in May 2012 and it contains forecasts up to 2060 inclusive.
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The estimates of the European Commission of Jastiadicié4 relatively favourable situation of Poland

as compared to other European countries. The S1 indicator reached 0.7% GDP (agajesvitiie3Et) aver

of GDP), which means that in order to achieve the level of 60% for general government debt by 2030,
aggregate improvement of the primary structural balance by 0.7% of GDP is required until 2020. The comp
related to the costs of agamngunts to 0.2 percentage points, includingctimapmrient associated with a
longterm care and health care reaching 0.5 percentage points and the component associated with pension
at a level 60.3 percentage points. The S2 indicator wasckatima¢vel of 2.7% GDP (the EU average is

4.0% of GDP), which means that in order to ensure the sustainability of the public finance in Poland with
infinite horizon, a eftadjustment at a level of 2.7% of GDP would have to be applieijlLissonemiis a
associated both with the component related to the initial budgetary position (1.5 percentage points), as w
with the component related to the costs of ageing (1.2 percentage points), where the additional costs shall
from the incre=b costs of lobgrm care and health care (2.0 percentage points), adjusted by a negative sub
component related to the costs of perfisBpeicentage points).

What is important, the indicators have significantly improved against the indatatitres Sresaimability

Report 2009.e. of the year when the excessive deficit procedure was launched against Poland. In 2009,
reached 2.9% of GDP whereas S2 amounted to 3.2% of GDP. This improvement occurred as a result o
improvement of thempmnent associated with the initial budgetary position, mainly due to the significan
reduction in the level of the primary structural deficit, which results from the fiscal consolidation condu
Significant improvement was also recorded for tet@0widch aims at signalling the risk of fiscal pressure

at a short term, up to 1 year. In 2009 its value exceeded the threshold value, i.e. the indicator showed the 1
fiscal stress, whereas since 2011 such risk has not been signalled.

At the samtime, it should be clearly indicated that the background of method used for calculation of t
indicators is the assumption evar@bility of the policy within the forecast horizon, which, in case of S2
indicator, means the infinite horizon. At altegpresented value of S1 and S2 indicators does not take into
account the performed reform of the pension system, described in Chapter 111.7.

Thus, the current values of SO, S1 and S2 changed. Estimation of detailed values will be possible after
demographic forecasts will have been developed, taking into account the reforms introduced in 201:
particular, the pension system reform. At a current stage it is only possible to assess the direction of the pe
system reform effects. For eabk ofdicators the lower level of indebtedness is a positive factor, however, in
case of S1 indicator it can be explicitly stated at a present stage that the overall impact of the OFE reform \
positive.

30 The document of the European Comnissioning fiscal sustainability: a thematic assessment framework for
structurdiscal reformgrepared for the Working Group on Ageing Populations and Sustainability (AWG), January 2014.
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Chartl8 S1 indicatofor the EU Member States
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SourceEnsuring fiscal sustainability: a thematic assessment frameworkffecatretunauropean Commission,
January 2014,

Chartl9 Decomposition of S2 indicator for the EU Member States

4 —
=0 S$2=2 5 | S$2=4 . HR82=6 $2=8 $2=10
® UK
¢ 2o oL
t'g}l“z't‘ff 2 oSK ® Y
stability gap P
(S2<0) ¢ PL Es® NL s
unfavourable 1 ¢®BG ¢ LT
long-term e L EL‘:FR ¢ SE ® RO # BE
! forecasts . 0 “DK ® AT . . .
-4 -2 ( 2 4 6 8 10
favourable ¢ HU
long-term -1 4 ¢ LE
forecasts
P unfavourable
< o>
oIT
favourable -3 -
situation within & [E
-4 -

SourceEnsuring fiscal sustainability: a thematic assessment frameworkffecatrefounauropean Commission,
January 2014

5C



Convergend&ogramme. 2014 update

At the same time, the changes introduced within the fiscal policy shall minimise the risk of recurrent incree
the imbalance of the public finance in Poland. The implemented expenditure rule shall have a stabilising in
on public finance in a-maid longerm period, and it will correct potential imbalances, simultaneously
minimising the risk of excessiventightef the fiscal policy (chapter VII.1). On the other hand, in the local
government sgbctor a rule of at least sustainable balance of the current local government budget has be
applicable since 2011, and since-20&4ndividual indebtednests lmave been applied (chapter VII.1).

These rules are aimed at limiting the risk of excessive indebtedness or loss of liquidity by local government
simultaneously facilitating the acquisition of the EU funds by LGU, in particular, &ting ojecisgener

Moreover, the continuation of the fiscal consolidation and the observed economic recovery will foster
improvement of the stability of public finance in the following years and, as a result, through the improvem
the initial budgessition, it will positively influence the stability of public finance, bottemittindshort

longer time horizon.

V.2.Longterm budgetary prospects, including the implications of an ageing population

Demographic changes constitute one of the flexjgestfar the laregm sustainability of public finance in

the developed and developing countries. Although currently Poland still remains a relatively young count
compared to other European countries, the tendencies observed in thedisadatlyattdrsituation will

be changing. It is associated with the extension of the life expectancy, low birth rate and the current age stri
of the population. As a result, the demographic burden ratio shall deteriorate, i.e. the eslatienship betwe
number of population atjpastuctive age (65 and more) against the number of population at productive age
(i.e. aged ¥), expressed as percentage. According to the Eurostat forecast of April 2014, this ratio v
increase from 20.14% in &9%59.64% in 2080 (cf. chart 20).

Chart20 Demographic burden ratio in Poland betweer22803
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Presented in table 6, forecasts of thertorgustainability of public finance were developed withiiesthe activi

of the European Commission and the AWG. They comprise the legal status as of 31.12.2012. The new fore
based on the latest Eurostat assumptions, will be presented during the next round of the AWG works (Au
2014) and they will take into adt®uchanges in the pension system presented in chapter Il1.7.
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The calculations presented in table 6 comprise the general pension system, the social security provision s\
and the farmerds pension syst emndedualising the retkemeni nt o

age for women (currently 60) and men (currently 65) to the age of 67, raising the pension contribution in it
paid by employers by 2 percentage points (from 4.5% to 6.5%), and limitation of retirement privileges fo
uniformed servicggersons starting the service shall obtain the retirement entitlement after 25 years, instead
the current 15 years in service, with the simultaneous requirement to reach the age of 55.

The package of pension reforms has resulidy incd reduction of public expenditure, but also in an increase

in the amount of future pension benefits and improvement of the balance of the universal pension sys
Increasing the statutory retirement age has a positive effect on laboch smshatediinto faster
economic growth.

Table6. Longterm sustainability of public finances

% of GDP | 2007 | 2010 | 2020 | 2030 | 2040 | 2050 | 2060

Total expenditure

Of whichgerelated expenditure 19.9 21.3 19.9 20.6 20.2 20.9 21.8
Pension expenditure 11.1 11.8 10.3 10.3 9.6 9.7 9.8
Social security pension 111 11.8 10.3 10.3 9.6 9.7 9.8
Oldage and early pensions 9.3 10.2 9.1 9.1 8.1 8.1 8.5
Other pensions (disability, survivors) 1.7 15 1.2 1.3 15 15 1.3
Occupational mons
Health care 4.0 4.9 5.4 5.8 6.2 6.5 6.8
Longterm care 0.4 0.7 0.8 1.0 1.3 1.5 1.7
Education expenditure 4.4 3.9 3.4 3.5 3.1 3.2 3.5
Other ageelated expenditures
Interest expenditure 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total revenue
Of which: property income
Of which: from pension contributions 6.9 5.8 7.1 7.2 7.2 7.3 7.3
Demographic Reserve Fund 0.3 0.7 1.9 3.2 4.7 6.9 10.1
Of which: pension fund assets (assets other
government liabilities)

Systemic pensioreforms
Social contributions diverted to mandatory p 13 16 0.9 10 10 10 10
scheme
Pension expenditure paid by mandatory priv 0.0 0.0 0.1 0.3 0.6 10 13
scheme

Assumptions

Labour productivity growth 3.0 2.5 2.3 2.1 2.1 1.8 15
RealGDP growth 6.8 3.9 2.3 1.7 15 0.5 0.5
Participation rate males (ag&d R0 77.4 79.1 81.7 82.2 80.5 80.7 81.2
Participation rate females (agéd)20 62.2 64.1 66.0 68.7 68.8 70.2 71.0
Total participation rate (agesfip0 69.7 71.5 73.8 75.5 74.7 755 76.2
Unemployment rate (age@420 9.8 9.6 7.5 7.2 7.2 7.1 7.1
Population aged 65+ over total population 13.4 13.5 18.2 22.6 25.3 30.6 34.6

SourceThe2012 Ageing Report: Economic and budgetary projection2 ok liely States (22060). Jat

Report prepared by the European Commission (DG ECFIN) and the Economic Policy Committee (AWG).
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V.3.Contingent liabilities

Potential contingent liabilities on account of sureties and guarantees granted by general government in P
reached 6.7% of GORhe end of 2013, against 6.3% of GDP at the end of 2012. A significant share in thi
category was represented by sureties and guarantees granted by the StattéhEreasuiof 2013 they

reached ab. 6.4% of GDP against 6.1% of GDP as of20&2nditdfin the State Treasury sureties and
guarantees portfolio, guaranties granted for financial sector liabilities (excluding guarantees granted
supporting the NRF at Bank Gospodarstwa Kreggs&goorresponded to only approx. 0.15 % of GDP.

Table7. Contingent liabilities

% of GDP 2013 2014
Public guarantees 6.7 optional
Of which: linked to the financial sector* 0.15 optional

* Data on potential liabilities of other public finance sector entities on aiescamt gusuiegttees for the financial

sector are not subject to reporting (only total potential liabilities are available). Therefore, the pressetsl value of guara
granted for financial sector liabilities refers to the State Treasury suretiegesiportiiadica(excluding guarantees

granted for supporting the NRF at BGK).

Source: Ministry of Finance

The State Treasury activity with regard to sureties and guarantees does not impose a significant risk to
finances At the end of 2013, abubBEontingent liabilities on account of sureties and guarantees granted by
the State Treasury were classified agsklgmup. The letiegm risk ratio for the State Treasury sureties and
guarantees portfolio remained at the level of approx.ir@eadehe the potential contingent liabilities on
account of sureties and guarantees granted by the State Treasury, which translated into an increase in rat
these liabilities to GDP, was, similarly to the previous year, mainly the rgsiiitaoft hausne of
guarantees granted for the support of infrastructure development. In subsequent years, the possibility of fi
growth of potential contingent liabilities on account of sureties and guarantees granted by the State Treas
assumedyhich might translate into a slight increase in the ratio of these liabilities to GDP.

VI.Quality of public finances
VI.1.Composition, efficiency and effectiveness of expenditure

According to the forecast, the general government expenditure to GDRagtonith dd.9% in 2013 to

38.7% in 2017, so in comparison to 2012, the general government expenditure share of GDP decrease b
percentage points. However, it is the change in domestic expenditure (i.e. expenses after adjusting for the c
neutraexpenditures financed with EU funds), which has a more significant impact on the general governn
balance and should decrease in terms of share in GDP from 40.4% in 2013 to 37.2% in 2017.

The institutional changes, both planned and those alreadyednpfeich are aimed at consolidating,
rationalizing and increasing the flexibility of expenditure, as well as additional measures aimed at
strengthening of public finance discipline, in particular, the implementation of the stabilidmgnexpenditure r
the national legislation (cf. chapter VII1.2), will all affect the level and structure of expenditure. In addition t
measures outlined in the preRimgsammepdate, it is worth mentioning those initiatives described below.

In 2013, the work the systemic review of effectiveness of public expenditure was initiated. The World Bar
(WB) has been involved in this activity, to develop, jointly with the Ministry of Finance, the concept of revie
the effectiveness of public finance sectoitesgo@mdl to propose the institutional solutions necessary to
perform the review. As a result of the joint works, instruments of fiscal policy will be prepared to support |
expenditure management, in particular, in the scope covered by terpstadilisi@gule and facilitating

the fulfilment of targets and requirements arising from the SER and MTO. In agreement with the WB,
methodology for performing the expenditure review will be developed, defining the subjective and objective
of te mechanism as well as the rules of procedure and the requirements concerning collection of informs
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needed for analyses. The cooperation with the WB also comprises the formulation of the recommenda
specifying the proper implementation methed d¢ifaal policy instrument as well as a joint performance of a
pilot programme in the selected scope of expenditure. The experience to be gathered shall improve public fi
management, in particular, in the area of cohesion between experglueeabftvernment and the
priorities of the social and economic policy of the state. The institutional approach to the expenditure revie
also facilitate the implementation of new regulations implementing the objectives of the stateepolicy. At the
time, it will provide for the implementation of the recommendations of the Ecofin Council of #0 December 20

In parallel, actions on the national level are carried out. Pur8ctiahtBldrefor the implementation of the
National Developmenat®gy 202¢he intesectoral works were initiated concerning, among others, the
rationalisation of the expenditure structure of the public finance sector and the effectiveness improveme
spending public funds supporting the-gnbariing actiwstidhe activities of the team established for this
purpose are coordinated by the Ministry of Finance. The actions initiated by the team shall support
implementation of the Ecofin Council recommendations.

In addition, measures were undertaken wiith ¢iéncreasing the effectiveness of public instruments in the
labour market. On 14 March 2014 the Parliament adbgtesh thenendment to the Act on Employment
Promotion and Institutions of Labour Market and Some Wiier digtsificantly nefethe performance of

labour offices, introducing the bonus system in allocating salaries to employees of these budgetary units. Tt
also introduces a number of additional regulations enhancing the effectiveness of support to the unempl
Adoptionfahe amended regulations shall increase the effectiveness of social expenditure addressed to |
unemployed, both in terms of direct benefits and the services provided by the state within the activities c
labour offices. The reform of institufimustswy the labour market is compliant with the directions defined by
the EU institutions which identifietetongnemployment and unemployment of young people as important
inhibitors of the economic development. The amendrenbtto Emeploym&mbomotion and Institutions of

Labour Markelso constitutes the implementation of the progr&uanamees for the Ypintiposing the

obligation on the labour markets to undertake the effective activation of young people.

Significant changes have bemduced in the health care sector. As a result of expenditure review, measures
were undertaken limiting costs and increasing the effectiveness of health care éxqiariditu@cibber

2013 on Amendment to the Act on Health Care ServiedsfiemaRablic Funds and Some Other Acts
modified the system of contracting the services, taking into account, much more extensively than before
complexity of the health services offered. Moreover, the works are in progress concerning the extensic
availability of basic health care services and reducing the frequency of issuing announcements relate
refunded medication, which shall increase the effectiveness of provision of medical services and posit
influence the reliability of tradis imainket. The plans of legislative actions of the Ministry of Health also include
the preparation of draft acts of law streamlining the organisational structure of the universal health insur:
introduction of close cooperation of service prokglaredndaf basic health care, outpatient specialist care

and hospital treatment. The aforementioned measures shall significantly reduce the transaction costs o
health care system, increasing the effectiveness of the expenditure incurred.

Moreover, dhJanuary 2013, provisions of art. 174 item 2 and 175 paragraphh# iteanhof 27 August

2009 on Public Finaratered into force (Journal of Laws No. 157, item 1240). As a result, the responsibilit
and supervision over public expenditurereaseith Besides the Minister of Finance empowered to carry out

a general audit of the efficiency and effectiveness of the implementation of the performance budget, while h
of budget sections have been authorised to supervise and audit el efffeieingness of the execution

of the performance budget in accordance with the indicators of the degree of accomplishment of the objec
Based on the relevant measures, within thanserhand annual reporting, the effectiveness information is
acquired, supporting the decisions concerning the allocation of public funds, taken in the framework o
budgetary process.

At the same time, within the activities planned BetézrtReegulations 2@tdgramme, on 29 October

2013, the CounciMifisters adopted the Bglvaws of the Council of Ministeées amendment increases

the role of impact assessment in relation to new acts of law, in particular, in terms of their economic and ¢
effects, focusing on the quality of the regulatiotie finalysis of the problem and draft assumptions of the

31 hitp://edlex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2013:0906:FIN:PL:HTML
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act of law, to its evaluation and monitoring. The fundamental rule to be applied in the assessment of acts or
legal regulations shall besttidencdased policy makibyiring the legiste process, three documents are
prepared, comprising the regulation impact assessment: the regulatory test prepared already at the stag
submission of the application for entering the draft to the working schedule of the Council af#inisters (i.e. |
the decision on commencement of works concerning the specific action is taken), regulatory impact asses:
(RIAEX anteprepared for the draft act of law and, what is particularleigosRdAL, presenting the real

effects of the regulatibbserved during the effective period of the legislativexgudsiRihk shall play a

special role in the periodical monitoring and reliable assessment of the applicable legal status, by synt
presentation of the impact of the regulatioreiiothefgime adjusted to the problem and area of social and
economic life. The RIA teams established in individual ministries shall provide for high quality assurance
RIAs.

The improvement of effectiveness of administration performarckimsdiastit .

Chart21. Administration costs (as a sum of remuneration and indirect consumption)
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The biggest decrease in spending is expected in general public services (byphibtsest &)

which results from the substantial reduction in debt servicing costs over the forecast horizon. The signi
decrease in debt servicing costs will result from the introduction of changes in the pension system in 20:
particulathe redemption of state treasury securities purchased by the Minister of Finance, and reduction of
borrowing needs.

As in the previoBsogrammapdate, the biggest decrease of expenditure is predicted in also the area of

economic affairdy 0.8 peentage points of GDP, which is due primarily to a decrease in public investment
from 4.6% of GDP in 2012 to 3.5% of GDP in 2017 (the share of capital expenditure in economic affairs is
than 40%).

55



Convergend&ogramme. 2014 update

Chart22 Gross fixed capitéormation
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Moreover, the reduction in expenditure is also expected in the social protection function (by 0.4 percentage
against GDP). Social protection spending is also expected to decline in relticm vwoll GEFRtwinter

alia, from limiting (introduced in 2009) entitlements to early retirement and the minimum indexation of pe
benefits, in accordance with the formula: CPI + 20% of the real increase in wages and salaries in the nai
economy.
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Chart23 Social expenditure
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Table8. General government expenditure by function

% of GDP Cg‘;%e 2012 2017
1. General public services 1 5.9 4.9
2. Defence 2 1.2 11
3. Public order and safety 3 1.7 1.6
4. Economic affairs 4 4.7 3.9
5. Environmental protection 5 0.6 0.5
6. Housing and community amenities 6 0.8 0.8
7. Health 7 4.6 4.3
8. Recreation, culture and religion 8 1.2 1.0
9. Education 9 55 5.0
10. Soel protection 10 16.1 15.7
11. Total expenditure TE 42.2 38.7

SourceMinistry of Finance, Central Statistical Office

V1.2 Structure and efficiency of revenue systems

The general government revenue in 2013 decreased in relation to 2012 by 0.BigeoteB2igeapd
reached 37.5% of GDP. In 2014, this ratio is projected to increase to 46.9% (roHielfeas af tme
pension reform), followed by its return to the level of 37.5% of GDP in 2017. From the perspective of the ir
on the generabygernment balance, the change in domestic revenue is more significant (i.e. revenue aft
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adjusting for defrogutral transfers related terefomdable EU aid), whose relation to GDP in the current year
is projected at a level of 45.5% of GDP (2®01%),iand in 2014t a level of 36.0%.

In the structure of general government revenues, the tax revenue is the most important, whose share in the
revenue in 2013 reached 52.4%. Another important source of general government revenue are the s
contributions. The total share of general government revenue from taxes and social contributions amount
84.9% in 2013.

The general government revenue from taxes and social contributtatied(tteex dourden) in 2013
constituted 31.8% of GDkhdryears 202015 a slight increase in this relation is projected, arising, among
others, from the recent pension system reform, whereas in the following two years, its slight decline is forese

Chart24 General governmenvenue from taxes associated with production and import
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The average share of general government revenue from taxes on production and imports in GDP in the
20042013 reached 13.5%. Until 2008 the gradusg incregenue due to this title was observed, whereas
after the outbreak of the global economic crisis, the decline of revenue in relation to GDP occurred. In the |
20162011 the increase in revenue from taxes on production was observedd imovesternitol the level

recorded before 2008. In the year@Da4gradual decline of this revenue is forecasted, as a percent of
GDP. This is associated with the projected decrease in revenue from excise tax in GDP as a result of the gt
reductin of the real excise tax burden of individual products. Moreover, from 2017 the return to the VAT rate
a former level is planned.

In Poland, slightly higher share of revenue of the general government from taxes on production and impg
recordechain the average of the EU MemberiSa2894£012, by 0.5 percentage points, on average.
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Chart25 General government revenue from taxes on income and assets
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The average share of gémgneaernment revenue from taxes on income and wealth in GDP in the years 2004
2013 reached 7.4%. Similar to the taxes on production and imports, until 2008, the gradual growth of ge
government revenue from taxes on income and wealth was obsdnebdihaftedecline of this relationship
occurred. In the years ZW, in connection with the forecast gradual improvement of the economic situation
their recovery to the growth path is expected (in relation to GDP).

In Poland, as compared to thiowey, share of general government revenue from taxes on income and wealth
in GDP is noted. In 20042 the average share of general government revenue from taxes on income anc
wealth in GDP was lower by 5.5 percentage points than the EU MembegeStates aver

Chart26 General government revenue from social insurance contributions
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In the years 202813 the average share of the general government revenue from social contributions in GL
reached 11.8%. The higher inflows observed since 2012 are associated with the increase in the pen:s
contribution rate by 2 percentage points, payable by employer as @01 -dbrireryears 22047

similar share of the general government revans@cial contributions in the GDP is projected, on average
12.5% of GDP.

Similar to revenue from taxes on income and wealth the share of the general government revenue from ¢
contributions in the GDP is lower in Poland than the average fombee Gtatdése In 2EDL2 the

average share of the general government revenue from social contributions in the GDP was lower by
percentage points than the EU Member States average.

Chart27. Tax burdens
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In 20042012 the average share of the general government tax burdens in GDP in Poland was lower by
percentage points than the EU Member States average. It is forecasted2@i#i the2@&deral
government tax burdens in the easanpage of GDP shall reach the level of ab. 32%, whereas in 2017, as a
result of the planned decrease of the standard and reduced VAT rate (by 1 percentage point), the share will
31.7%.

In connection with the aforementioned decline in mgyanice)dr, tax revenue, in relation to GDP in 2013

and in order to implement the recommendations of the Ecofin Council for Poland (cf. chapter 1.1), the diagnc
the key problems in the area of tax compliance and effectiveness of taxveabnieidtratied. Based on

this diagnosis, the Ministry of Finance pidpasedles increasing the tax compliance and improving the
effectiveness of tax administration in the ye2®@1Z0h% document was adopted by the management of

the Ministry of Rica on 8 April and announced on 15 April this year. It defines a list of actions for the yea
20142017, specifying for each of 43 projects: objective, planned tools, recipients and effects for the pu
finance sector.

Among these projects instrumdmitd will have a positive impact on improvement of tax collection represent
an important group. They refer to the improvement of the process of enforcement of tax receivables as w
influencing tax payers in order to increase the level of vidumenysdaxes. For that purpose, measures
are planned which should produce effects withHinaesperspective, e.g. establishment of the Central
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Register of Debtors, as well asgdongneasures, such as promoting civic attitude, educé&ionaéiod in
actions addressed also to children and teenagers.

The planned or already conducted activities also refer to the use of IT systems and databases for the purp
identification and analysis of threats (risk areas) for the implemegtationmdltiiing the improvement of
effectiveness and efficiency of tax administration operations. Activities are or will be continued in the are
control and detection of processes leading to tax abuse and fraud, in particular, in the VAT.

A key factanfluencing the effectiveness of the tax administration is the relevant structure of its organisati
which has to follow the changing economic reality. Consequently, activities aimed at consolidation of au»
processes implemented in tax chamlzertxaroffices are conducted. The effectiveness of the tax
administration is also assessed in terms of quality of service provided to tax payers. Special attention is p
this element of administration performance, among others, through inseca$ietpdironic forms of

contact with tax payers, which should also increase the tax compliance.

Many changes in tax procedures are also under implementation, which shall directly influence the effectiven
collection of liabilities. Some of therniadlgthe introduction of the clause against tax avoidance, will not only
generate indirect but also direct financial effects. Furthermore, the dissemination of use of electrc
communication forms, introduction of new and abandoning ineffastivelasetltio tax collection
procedure, should generate measurable financial benefits through reducing the costs of tax administr:
performance.

The individual measures aimed at improvement of tax collection and increasing the effectiveness of
admirstration will have various impact on increasing of the level of tax revenues. The group of projects of
highest impact on improvement of tax collection includes:

14 establishing the Central Register of Debtors

%, external risk management and tax control,

% coadination of detection and control in combating organised frsagkifoX6&T,
1 differentiation of rates of interest for tax arrears,

Y% introducing tligeneral Aptivoidance Rule

The analysis of implementation effects only for this grouprafigaitgedisat these measures will contribute
to generating the growth in revenue of the general government in ti0y@aat2asat a level of PLN
6.2 bn. Implementation of all measures envisaged in the action plan would genersggaghaeyodtie in
sector by at least PLN 8.2 bn.

Table 9. Financial effects of implementationM#asures increasing the tax compliance and improving the
effectiveness of tax administration in the years2014

Revenue (min PLN) 2014 2015 2016 2017
Minimum* 1898.0 4681.4 5279.3 8191.3
Only direct results 1898.0 4281.0 4479.0 5491.0
Maximum* 2098.0 7531.4 8729.3 17441.3
Only direct results 2098.0 5931.0 5529.0 6741.0

Source: Ministry of Finaktegsures increagithe tax compliance and improving the effectiveness of tax administration in
the years 202017
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VIll.Institutional features of public finances
VIl.1Fiscal rules

The basic objective of numerical fiscal rules is to ensure fiscal and macroeconomédl staliity, as w
maintain (possibly reduce) the size of the general government at a given level. The fiscal framework in Pol
based on several rules. From legal points of view, the most important of these is the debt rule, enshrined i
legal act§ the Constitution of the Republic ofdPatah thdPublic Finance AliE main objective is to

constrain public debt (calculated according to the Polish methodology) to certain defined limits (55 and 60
the GDP). However, from practical point ofevaabilising expenditure rule fulfils a more essential role,
since, contrary to the debt rule, it imposes restrictions on public finance on an annual basis, not only
exceeding the threshold. Individual indebtedness limits imposed on thedotainitsvara also of key
importance.

1) Stabilising expenditure rule

The stabilising expenditure rule (hereinafter referred to as SER) was established on 28 December 2013 put
to the amendment ofAkeon Public Finalflcereinafter referred té\B§. This rule replaced the temporary
disciplinary expenditure rule and introduced new regulations applicable after the state public debt exceeds *
cent in relation to GDP. The mechanisms replaced referred to much narrower fraction of thengeneral govert
than the SER. The final shape of the SER will also arise from the ameXiemtréntlyeat the stage of

a draft adopted by the Council of Ministers on 25 February 2014, pursuant to which tBéiméhé thresholds
correction mechanism efrtie shall be reduced by 7 percentage points as a result of rapid decrease in publi
debt caused by the pension system reform. Consequently, four debt thresholds will deFiéfped in the

cent and 55 per cent, applicable since 1998 as vpelt asr8nd 43 per cent contained in the correction
mechanism of the SER.

The compliance with the stabilising expenditure rule shall result in bringing the excessive deficit procedure
end, followed by further reduction of the general goveadiinzemt, daeihsequently, the reduction of public

debt and maintaining these categories at safe levels. The aim of the rule is the stabilisation of the ger
government balance in the méeiomat a level of a medemn objective (MTO).

Thelevel of penditurealculated on the basis of the SER formula comprises the general government, with tw
exceptions. First, the expenditure of European funds budget and this part of expenses which are financec
nonrefundable EU and EFTA aid shall be extlisdedtified by the fact that the impact of UE funds on the
deficit (calculated in accordance with ESA95 and ESA2010) is neutral, i.e. the revenue of the sector from tt
is always indicated at a level of expenditure of the sector, finan&dl fisodsthirespective of the cash

register flows. Second, the expenditure of entities which have no capacity to generate high deficits will be
excluded.

As a result, tHevel of expenditwevers two groups of the general governmsiané: Ayidg, Social

Insurance Fund, Labour Fund, Pension and Retirement Fund, Bridging Allowance Fund and the fu
established, entrusted or assigned to BGK (including NR&jarad Bpalth Fund, local government units

and their associations and the Usit®deto in art. 139 item 2 of the APF. The total expenditure of both these
groups constitute approximately 90 per cent of the expenditure of the general government, where group 1) r
approx. 2/3. Such a broad scope of the rule is consisteatantiméredation of the Ecofin Council, stating

that it is necessaryrtake the institutional framework of public finances more binding and transparent, includir
through adjusting the definitions used in national accounting to ESA standards &aoiérdtysbriogdsuf
coverage

In order to obtain the legally binding, impassable expenditure limit, the forecast expenditures of units from |
2) are deducted fromi¢tvel of expendituitemeans that if the forecasts indicate a faster growthureexpendit

of units from group 2) than arising from the rule, the units classified in group 1) would have to incur the burc
adjustment. Escape clauses allowing for the suspension of the rule, are envisaged only in the event of marti
or a state of emengy, or a natural disaster throughout the territory of the Republic of Poland. Failure to comj
with the rule will entail the same consequences as an infring&cteot &ublkéc Finance

32The state public debt (theadled net debt) calculated in accordance with art. 88¢hiéeAcidPublic Finance
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The formula definingléwvel of expenditdoe year n ihxles six factors: the level of expendifuoen year

nl (WYR); 2) adjustment associated with the update of forecasts of CPI inflaCRis ¥Bal@PL

2)) and A (E(CPLy) / BE1(CPLy); 3) forecast CPI inflation for yedCRAE 4)eightyear average real GDP
dynamics for a period fratman (WPKB5) correction componepiafikd 6) forecast value of discretionary
measures related to revenue and contrib{ded®OH he calculation method dévet of expenditunay

be expressed with the following formula, {eetbol means the value of x variable forecast in year n:

WYR=WYRi L  [2CER(CPL) nCPME/ Ea(CPL) ] o(CP) E PKBNWHK B R).D

The correction will amoust percentage points, if the deficit of the general government exceeds 3 per cent of
GDP (including costs of pension system reform, calculated in accordance with ESA), or the state public
exceeds8lper cent of GDP. The correction will arbhBmeccentage points, if the state public debt ranges
from 43 to 48 per cent of GDP. If the debt and deficit fall below thresholds, but the sum of differences a
nominal balance of the general gonémamaest the meditemm budgetary objective excégdlper cent

of GDP, the adjustment will amou#atli®d percentage points. The adjustmettopercentage points

shall be suspended in case of forecastctlied@ood/bad times, i.beifdrecasted dynamics of the real

GDP for year n is lower/higher than theeaighterage by over 2 percentage points. Such a formula is aimed
at limiting the risk of-gydicality of fiscal policy and it will enable Poland to fulfil itsrotiigatieasof

fiscal policy, arising frontability and Growth Ractlation to the excessive deficit and indebtedness, the
mediunterm budgetary objective and 4taledxpenditure benchmark

In accordance with Aot on the Supreme Auffice(NIKNIK examings, particular, the implementation of

the state budget and execution of acts of law and other legislation in the scope of financial, economic
organisationatiministrative activity well as controls the accomplishmerttuafdbt. The recommendation

by the Ecofin Council conceenisigring an effective and timely monitoring of compliance with the permanent
expenditure rule, based on reliable and independent analysis carried out by independent bodies or bc
endowed wifbinctional autonomy 'vigs the fiscal authoritless not require any amendments to the Polish
legislation. In particular, independent institutions should fulfil a more limited role in the states where strong
rules apply, especially if suels are equipped with the numerical formula and the automatic adjustment
mechanism, such as the SER.

The following forecasts constitute the only discretionary elements of the formula: 1) GDP (however, they s
not significantly affect the dynamieslefghof expenditusince the average GDP used in SER consists
mainly of historical record®)fl@)ion (subject to annual adjustment) and 3) discretionary measures, originating
mainly from information available in the public domain, imquatitaisirtests and assessments of effects

of the regulation, attached to the draft acts of law, assumptions of acts of law and regulations. At the same t
should be stressed that the macroeconomic assumptions used for céddudhtofgerpaiturein

accordance with the SER formula, forecasts of inflation and GDP growth, are prepared after consultation
social partners and independent institutions, including the Monetary Policy Council and the Trilateral Comm
for Social and Econowsffairs, and compared to the available forecasts of other institutions. Therefore,
concerning the recommendations of the Council, the reliability of analyses and assumptions provic
background for the SER is ensured,

The introduction of the stabibsipgnditure rule was an element of implementatiGowfcth®irective
2011/85/EU of 8 November 201flfe scope of numerical fiscal rules. Poland was bound to implement the
aforementioned directive by the end of 2013. The text of the proeitmsiteduplementation was
submitted to the European Commission by Poland on 13 January 2014 (more in chapter VII.3).

2) Rules in the local government s@ator

The most important solutions protecting the local government units (LGU) agaigstdliosiagdthe |
excessive indebtedness include: 1) the rule of at least sustainable current balance of the local government k
and 2) individual indebtedness limits. Both these solutions are deftreedRulitie Finance

In accordance with the afilat least sustainable current balance of the budget, applicable since 2011, the LGl
are not allowed to adopt a budget in which the current budgetary expenditure is not covered by current rev
increased by the budgetary surplus of the previans yearavailable funds, arising from the settlements of

the issued securities, credits and loans of the previous years.
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The budgetary resolutions for 2014 are the first to be compliant with the new rule introducing the indiv
indebtedness limitsafhg the economic capacity of the LGU to repay the liabilities. The new rule prohibits tt
LGU to adopt a budget whose accomplishment would cause that in the budgetary year and in each year foll
the budgetary year the ratio between paymentedsgiticiaervicing of debt and the revenue would be
higher than the arithmetic mean of ratios between its current revenues, calculated for the last three ye
increased by the revenue from sales of assets and decreased by current expenditteecand ticHeta

budget.

This rule is defined by a formula (art. 243 APF):

R+O 1 Dby +SMhy -Whhy | Dbyp +Smh, - W, Dby g +Sm, 5 - Wiy g
Dn 3 D1 Dn 2 Dns

where:

R the total amount due to repayment of instalments of specific loans and credits, and redemption of securities, planne
the budgetary yearj @erest on specific loans and credits, interest and discount on securities issued for the specific
purposes and repayments of amounts arising from the loans and guarantees granted, planned for thie budgetary yea
total revenue of the budget in thecspadigetary year; iDturrent revenue; $mevenue from sales of assets; Wb

current expendituré;budgetary year, for which the relationship is defined

The indebtedness ratio, calculated based on the value of three preceding yearsdpwahesrbehan
limitations binding the LGU for whom incurring even substantial financial liabilities may be an instrument o
development policy, and on the other hand, introduces discipline for such entities which, due to high burds
revenues arigirfrom repayment of liabilities are obliged to be careful when drawing new credits and loans
issuing securities. The limit of indebtedness is aimed at securing the local government entities against exce
accumulation of payments due to debtisaslition to their revenue.

Introduction of changes in the rules related to indebtedness of local government units had a positive impa
balance of these entities. In the year2@@R1.0n spite of the relatively poor economic growth, the number of
entities which recorded deficit in the current part of the budget was decreasing, and the total level of surp
the current part of the LGU budgets was growing. This fact should be mainly associated with the entry into
of the nevict on Publicnidince, from 2010 (introducing the aforementioned rules), which subordinated the
ability of LGUs to indebtedness to the capacity to generate surplus in the current part of the budget by indi
LGUs.

The amendment to &twt on Public Finamte3 Noveber 2013, besides introduction of the SER, defined the
changes in individual limits of indebtedness facilitating the acquisition of the European Union funds by the
governments. This change is mainly related to the liabilities arising froonaggféemeimtg of projects

funded by the EU, concluded after 1 January 2013, in at least 60 per cent (following the deducting of the fol
revenue generated by the project from the total project costs) and its aim is to foster the inafeased absorpt
the EU funds in the new financial framework, favourable for the economy.

VIl.2Budgetary procedures, including public finance statigiwernance

The introduction of the stabilising expenditure rule imposes the change in philosophy of the annual budg
process increasing the role of thedtapn approach. The budgeting process will focus on the methods of
distribution of the expenditure limit, instead of its level. In adddiontstbéexpendituié be defined in
accordance with the fornwithjn the medinnual perspective, which shall improve the budgetary planning
process.

Accordingly, on 12 March 2014 at the Ministry of Finance a team was established whose tasks include
relevant adjustment of the budgeting process, develbencencept of monitoring the compliance with the
amount of expenditare the expenditure limit, including the system for cyclical reporting of the expectec
accomplishment of expenditure covered by the limit, and the risk of their implemeatatiba, as wel
procedures ensuring the limit shall not be exceeded. The tasks of the team also comprise the developme
inter alia, the procedure on change of the financial plans of the entities in which the expenditure is covered |
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limit, a concepttbé newMultiannual Financial Plan of theaBthtee tasiriented budget, consistent with
the SER.

The team should complete its activities by 30 September 2014, and submit the report, including
recommendations and the implementation schedutelefattit solutions to the Minister of Finance for
approval.

The monitoring of implementation of the state budget and budgets of individual units of the general goverr
during the year will be supported by the implementafionrafitBérectivel2(B5/UE of 8 November 2011

on requirements for budgetary frameworks of the Membertis¢ase®pe of publication of fiscal data.
Starting from January 2014 the following documents are subject to publication on the website of the Minis
Financs:

Y% monthly data (with a one month detayerning the central governmesédtab and social security
funds subector,

Y% quarterly data (with a one quarter defagrning the local governmesestdy,

% data concerning contingent liabilitiee gernbral government of potentially material impact on the
budgetary situation.

In addition, a reconciliation table has been published, showing the methodology of transition between
published in accordance with the requirentamiscif Directivel2(85/UEand the data based on the
European System of National and Regional Accounts (ESA) standards.

Introduction of the methodological solutions consistent with ESA is essential for ensuring the reliable stati
data in the scope of public finaacerdingly, the Team for Statistics of the General government, established
by the President of the Central Statistical Office in 2004 has been continuing its activities. The perma
members of the Team include representatives of the CentraDfftajshialstry of Finance and the
National Bank of Poland. Depending on the subject of discussion of a meeting, experts of various discipline
also invited to the meetings of the Team and, in case of doubts which cannot be resolved,at a national |
Eurostat is consulted. Further methodological work within the Team is important, among others, in conne
with the application of the new ESA2010 rules as of September 2014.

VII.3 Other institutional developmemmgelation to public finances

One of thebjectives of the governmental policy in 2013 was the strengthening of the national fiscal framew
including the ensuring of the consistent compliance with the budgetary discipline in relation to the avoidar
excessive deficit. At the same tinlethenénd of 2013 Poland was obligated to adopt effective provisions
implementing tl®uncil Directive 2011/85/UE of 8 November 2011 on requirements for budgetary framewor
of the Member Statebjch introduced the specific requirements, amorg thiensea of public finance
transparency, accounting, statistics and budgetary planning.

The rules referring to the aforementioned EU regulations are included in the national legislation, both at a le
the Act of Law, i.e., interthiaAct on Blic Finance, the Accountingdtn the implementing acts issued

on the basis of statutory authorisation. Considering the necessity to achieve full compliance of the nat
regulations with the EU regulations, the analysis of issues andray @asenstiplitegislative changes in the
effective acts of law was performed. As a consequence, legislative work was undertaken, oriented towarc
strengthening of the national fiscal framework, within the meaning of the aforementionedv@ocimcil Directive
was concluded with the adoptionAxttbé8 November 2013 concerning the amendment to the Act on Public
Finance and some other autisthe adoption of Regulation of the Minister of Finance of 25 October 2013
amending the regulation coingethe reports of entities of public finance sector in the scope of financial
operationsThe aforementioned Act introduced not only the stabilising expenditure rule and changes in the sc
of individual indebtedness limits of local governmemanetitieg{ls in chapter VII.1), but also the changes

33 Polish versionhttp://www.mf.gov.pl/ministefstamsow/dzialalnosc/fingmgriczne/dafiskdnenapotrzeby
nadzorbudzetowegoe
English versidmitp://www.mf.gov.pl/en/miuofinance/fiscdhtaforeubudgetargurveillance
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to theMultiannual Financial Plan of the State pk&fpRa&)d as of 2010, and the funds established, entrusted
or assigned to BGK.

In accordance with the adopted solutions, the MFPS shall conichudasip for the preparation of the

draft budgetary act for the next budgetary year. At the same time, the MFPS will be prepared for a ¢
budgetary year and three following years and it will consist of two elements, i.ecCaupdagentdhe
Programmeprepared in accordance with the rules speciffeegul#tion of the Council no. 1466/97/EC of 7

July 1997 on the strengthening of the surveillance of budgetary positions and the surveillance
coordination of economic polioethe amx defining the goals, inducing the measures of the level of their
implementation, according to the arrangement comprising the main functions of the state. Moreover, the MF
its part containing @envergence Programshall specify, among othkesptiorities of the governmental

policy, the planned actions and their impact on the level of revenue and expenditure of the general goverr
and the preliminéayel of expenditddefined using the stabilising expenditure rule).

In connection wikfe tintroduction of the stabilising expenditure rule, the changes were introduced in relation
the deadlines for submission of the proposal, negotiating and submission of the report on implementation
financial plan (possibly, the expenditurefpla®)NRF, Fund of Loans and Credits for Students, Inland
Navigation Fund and Reserve Fund, Subsidy Fund (to housing loans of fixed interest rate), Zone Fund, Na
Health Fund, National Capital Fund, Railway Fund and Fund of Thermal MoBemisaitiomn.ahdese

changes shall be first applicable in relation to financial plans for 2015. In addition, in all aforementioned func
role of the Minister of Finance in the process of development of financial plans was strengthened.

At the same timemmendments were introduced t@etpelation of the Minister of Finance concerning the
reports of public finance sector entities in the scope of financial bpierationsas to create the formal

and legal basis for the acquisition of the retavand daformation providing background for preparation of a
list of entities of the general government. The list will be verified on an annual basis during works on the
notification. At the same time, the indicated implementing act firditsehiearésjing from the provisions of

the aforementioned Council Directive, which obliged the Member States, within the budgetary process, to s
entities classified in the general government.

Moreover, in the amendment tacthen Public Finard® November 2013 changes were included which
regulate the issues of the remedying procedures for LGUs in case of the risk to the implementation of public
and failure of the unit to comply with the individual debt limit. The new provisternthalssuegoia
replacement local government budget to be defined by the Regional Chamber of Audit. The aim of the chan
to direct the local governments towards the independent remedying of finance in a given entity based on
resources. The soluticassuming certain requirements concerning the financial management of the entity
conducting the remedying proceehables to concentrate resources and efforts of the local government entity
required in terms of effective financial recoveryqiiimnesergs include, inter alia, the provision stating that a
local government entity subject to the remedying procedure is not permitted to undertake new investm
financed by a credit, loan, or issue of securities, grant sureties, guaranteesttaal legusations
concerning applying changes in the replacement budget defined by the Regional Chamber of Audit, by a
and clarification of any doubts related to the establishment of replacement budgets of LGUs by the Reg
Chamber of Audit arduithed in the draft amendment #scthen Public Finanadopted by the Council of

Ministers on 25 February 2014.
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Annex
TablelQ Macroeconomic prospects
ESA 2013 2013 2014 2015 2016 2017
Rate of Rate of Rate of Rate of Rate of
Code Level
change change change change change
1. Real GDEPLN billion) Bl*g 1620.9 1.6 3.3 3.8 4.3 4.3
2. Nominal GD{PLN billion) Bl*g 1635.7 25 4.2 5.9 6.9 6.7

Components of real GDP*

3. Private consumption expenditure  P.3
4. Government consumption

expenditure P.3
5. Gross fixed capital formation P.51
6. Changes in inventories and net  P.52 +
acquisition of valuabld%o of GDP) P.53
7. Exprts of goods and services P.6
8. Imports of goods and services P.7

987.9 0.8 2.2 3.0 3.9 4.0

292.9 2.8 2.4 11 1.4 2.5

305.3 0.2 4.1 7.2 6.9 7.8

5.5 0.3 0.5 0.9 13 1.7

778.7 4.6 5.0 4.9 4.8 4.1
749.2 1.2 4.0 51 5.5 5.4

Contributions to real GDP growth

9. Final domestic demand

10. Changes in inventories and net P.52 +
acquisition of Viaables P.53
11. External balance of goods and B 11

services

0.0 2.8 3.7 4.5 4.8

0.9 0.2 0.3 0.5 0.4

1.6 0.5 0.0
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Tablell Price developments

2013 2013 2014 2015 2016 2017
Rate of Rateof Rate Rate of  Rate of
change change change change change

ESA
Code Level

1. GDP deflator 0.9 0.9 21 25 2.3
2. Private consumption deflato 0.7 1.2 2.3 2.5 2.2
3. HICP 0.9 1.2 2.3 25 2.2
4 Public consumption deflator 0.9 1.2 2.2 2.5 2.2
5. Investment deflator -1.6 1.0 2.6 2.8 2.3

6. Export price deflator (goods

X 0.4 0.4 0.3 0.0 0.1
and services)
7. Import price deflator (goods 0.9 11 0.7 0.0 03
and services) ' ' ' ' '
Tablel2 Labour market developments
ESA 2013 2013 2014 2015 2016 2017
Code Rate of Rate of Rate of Rate of Rate of
Level
change change change change change
1. Employmerin thousands ¢ 15568 01 06 0.8 0.8 0.8

persons)*

2. Employment (hours worke
3. Unemployment raf¥)*** 10.3 10.3 9.8 9.3 8.6 7.9
4. Lalour productivityin

thousands of persons)*** 104.8 1.7 2.7 3.0 3.4 3.4
5. Labour productivity (hours i i ] ) ] ]
worked)*rrr

6. Compensation of

employeegPLN billion) D1 6006 3.2 4.3 5.4 5.9 6.3
7. Compensation per 494 26 a8 46 50 .

employedPLN thousand )

* Average employment based on LFS (aged 15 and older).
** National accounts definition.

*** Harmonised definition, Eurostat, levels.

*++x Real GDP per person employed.

*rrek Real GDP per hour worked.
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% of GDP gostfe 2013 2014 2015 2016 2017
LNetlending | borrowing visAsthe. g9 10 1.4 0.8 0.4 0.5
?fb:::ll::é on goods and services 1.9 2.1 1.9 1.5 1.0
- balance of primary incomes amsférs 3.2 3.0 3.3 3.7 3.6
- capital account 2.3 2.2 2.2 -1.8 -2.0
2.Net lending/borrowing of the privat B.9 5.3 4.4 3.3 1.4 0.7
sector
36':'/2: r!?g:\?g/ borrowing of general  ppppg 43 5.8 25 1.8 1.2
4. Statistical discrepancy - - optional  optional  optional
Tablel4 Basic assumptions

2013 2014 2015 2016 2017
Shortterm interest rat¢annual average) 3.0 2.7 3.1 3.9 3.9
Longterm interest ratéannual average) 3.5 4.2 4.3 4.4 4.5
Nominal effectezexchange rate 0.3 0.7 -4.6 5.5 5.2
Exchange rate visv i s (anhual avierage) 4.20 4.17 3.98 3.76 3.56
World, excluding EU, GDP growth* 3.6 4.1 4.4 - -
EU GDP growth* 0.1 15 2.0 - -
Growth of relevant foreign markets** 0.4 4.0 5.6 5.4 4.8
World import volumes, excluding EU* 35 54 6.1 - -
Oil pricegBrent, USD/barrel)* 108.8 104.1 99.6 - -

* Source: EEuropean Economic Forecast. WinteFabdusary 2014

** EU imports taken as foreign markets indicator.
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Tablel5 General government

2013 2013 2014 2015 2016 2017
gos(ﬁa PLN %of  %of  %of  %of % of
bilion GDP GDP GDP  GDP  GDP

Net lending (EDP B9) by sdztor

1. General government S.13 -70.7 4.3 5.8 2.5 -1.8 -1.2
2. Central government S.1311 -59.9 -3.7 55 -2.6 -1.8 -1.4
3. State government S.1312
4. Local government S.1313 2.9 -0.2 -0.2 -0.1 0.2 0.1
5. Social security funds S.1314 -7.8 -0.5 0.5 0.2 0.2 0.3
General government

6. Total revenue TR 613.9 37.5 46.9 37.9 37.5 37.5
7. Total expenditure TE 684.6 41.9 41.1 40.4 39.3 38.7
8. Net lending/borrowing EDPB.9 -70.7 4.3 5.8 -2.5 -1.8 -1.2
9. Interest expenditure EDAZ 43.2 2.6 2.1 2.2 2.1 2.1
10. Primary balance -27.5 -1.7 7.9 -0.3 0.4 0.9
11. Oneff and other temporary ) ) 90 i i i
measures '

Selected components of reuen
12. Total taxes12a+12b+12c) 322.0 19.7 19.7 19.6 19.6 19.3
12a. Taxes on productionand  p, , 2068 126 126 124 121 117
imports
12b. Current taxes on income, D5 114.9 70 71 79 74 76
wealth, etc
12c. Capital taxes D.91 0.3 0.0 0.0 0.0 00 0.0
13. Social contributions D.61 199.5 12.2 12.4 12.6 12.6 125
14. Property income D.4 19.8 1.2 1.0 1.0 1.0 1.1
15. Other 72.6 4.4 13.8 4.7 4.4 4.6
16. Total revenue TR 613.9 37.5 46.9 37.9 375 37.5
Baggtg;rde'@'2+D'5+D'61+D'91 519.6 318 320 321 320 317

Selected components of expenditure

17. Compensation of employees

; ) . D1+P2  248.2 15.2 15.0 14.6 14.1 13.9
intermediate consumption

17a. Compensation of employee D.1 152.5 9.3 9.2 9.0 8.8 8.6

17b. Intermediate consumption P.2 95.7 5.8 5.8 5.6 5.4 5.3

18. Social payments 277.0 16.9 16.9 16.5 16.3 16.2

of which Unemployment benefits 4.7 0.3 0.3 0.2 0.2 0.2
D.6311

18a. Social transfers in kind supy

. D.63121 38.3 2.3 2.4 2.4 2.4 2.4
via market producers

D.63131
Social transfesther than in kind  D.62 238.6 14.6 14.5 14.1 13.9 13.8
19. Interest expenditure [E)[ZE 43.2 2.6 2.1 2.2 2.1 2.1
20. Subsidies D.3 5.7 0.4 0.3 0.3 0.3 0.3
21. Gross fixed capital formation P.51 63.2 3.9 3.9 39 3.6 35
22. Capital transfers D.9 9.3 06 0.6 0.5 0.5 0.5
23. Other 38.0 2.3 2.3 2.4 2.4 2.2
24. Total expenditure TE 684.6 41.9 41.1 40.4 39.3 38.7
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2013 2013 2014 2015 2016 2017

gc?(fe PLN % of % of % of % of % of
billion GDP GDP GDP GDP GDP
p.m. government consumptic p 5 2952 180 179 175 170  16.7

(nominal)

Tablel6 Nopolicy change projections

2013 2013 2014 2015 2016 2017
Level % of GDF % of GDF % of GDF % of GDF % of GDF

1. Total revenue at unchanged 613.9 37.5 36.8 37.6 37.4 37.4
policies

2. Total expenditure at unchan
policies

Tablel7. Amounts tde excluded from the expenditure benchmark

2013 2013 2014 2015 2016 2017
Level % of GDF % of GDF % of GDF % of GDF % of GDF

1. Expenditure on EU

programmes fully matched by ~ 23.1 14 1.4 15 1.3 1.4
EU funds revenue
2. Cyclical unemployment 3.7 0.2 0.2 0.2 0.2 0.2
benefit ependiture
3. Effect of discretionary 3.5 0.2 0.8 0.4 0.1 0.0

revenue measures

4. Revenue increases mandatt
by law
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