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INTRODUCTION

1. Poland’s accession to the European Union in 20@4vatl for accelerating GDP growth
dynamics thanks, inter alia, to opening of the Ebrkat for Polish goods and services, a
considerably increased access to EU funds, covémamgountry by the Common Agricultural
Policy, and improvement of the country’s trustwardss among foreign investors. However,
benefits effecting from the EU membership are aquamed by obligations. Participation in
the coordination of economic policies has become @nPoland’s tasks as the EU Member
State. First of all, it envisages implementationtioé so-called Broad Economic Policy
Guidelines including general (for the entire Uniand all its members) and detailed (for
individual Member States) recommendations of theofiic Council referring to
macroeconomic and structural policy. The way of lenmpenting macroeconomic
recommendations, including mostly the budgetaryspige presented in detail in stability or
convergence programmes submitted to the Europeamtxsion. The programmes and their
annual updates are subject to opinion of the Eco@ancil.

2. The Ecofin Council stated in its opinion, issuedlgnMarch 2006, that the Convergence
Programme — 2005 Update foresaw a certain progmassiucing excessive deficit, but it did
not ensure its effective correction in 2007. ThefttcCouncil adopted on 28 November 2006
a decision stating, pursuant to Article 104 (8)T@&C1, inadequate actions of Poland in
response to the Council recommendation from 2004th@ other hand, one should remember
that running budgetary policy in Poland is partly difficult due to specific features of the
social and economic situation of the country, thestmimportant of which seem to be as
follows:

- demographic situation — the turn of the century sasoaring number of people from the
population boom enter the labour market;

- level of economic activity — the early 90s (theipérof political system transformations)
resulting in a growing number of persons drawingement or disability benefits, along
with a lowered regular age of retirement; all trestulted in a major increase of a share of
economically inactive population in the working aumpulation;

- trend to raise the GDP level mostly through a gnawefficiency in industry and the
construction sector, with lower stress on creatipggimum conditions for development of
services sector;

- pension reform — introduction of the reform in 19p@vided the basis for a major
improvement in the long-term sustainability of paldinances. However, it resulted in a
significant rise of current burdens for the staiddet.

Nevertheless, in this document we present the sissed of general government which,
thanks to government actions and a good macroedongituation, allows to expect
abrogation of the excessive deficit procedure @ s statistical data will have confirmed
this assessment. Reduction of the general governdgditit will continue in the following
years. This process will contribute to making tkeremy more flexible , first of all through
significant cuts in non-wage labour costs. Achiegamof that objective is however
connected with a risk, in particular of politicadamacroeconomic character.

3. Poland prepared for many years to join the Europé@on, aware of obligations arising
from the membership. Commitment to carry out thiicgmf sound public finances is also in
our own interest. Year 2007 will be the subseqyeat in implementing this objective.

1 TEC - Treaty establishing the European Community.



4. The present document was approved by the CounciMioisters on 29 November
2006,and it reflects the knowledge about the ecgnand government activities as on that
day. The document will be discussed by committée&sthn houses of the Parliament.



.  FRAMEWORKS AND OBJECTIVES OF MACROECONOMIC POLICY

5. Macroeconomic policy objective is to solve key emmic and social problems, being
simultaneously cautious about the way of shapirgip@inances.

6. The most important challenge is to raise employni@rel considerably. It has to be high
enough to allow for a simultaneous decrease ofuttemployment and for absorbing of at
least part of the economically inactive personshigylabour market. Striving for absorption of
the economically inactive persons, it is importemtmpact both on a group of young people
(in order to be the most effective in reducing abtgnsions related to a difficult start of youth
in their professional life) and on older populatidgaking advantage of early retirement and
disability benefits schemes. A clear improvementhefemployment ratio is a prerequisite for
essential changes leading to a reduction of taxgeiemh labour and lowering income tax
burden and also the improvement itself is a tanf&tese changes.

7. It is especially important here to provide optimwonditions for the development of
services sector that focuses on meeting both daenasttomers needs (mostly households)
and those of foreign customers. The developmestnfices sector is the most important for
employment growth, and moreover it can be achievigdout any particularly high capital
investments.

8. Equally essential is to level off divergences im papita GDP between Poland and most
developed EU countries. Improvement of productivityparticular economic sectors as well

as increasing the production capacity is of a spesignificance here. It is also essential to
find a relevant position for Poland in the globialgseconomy. A wider entering into services
market and creating good conditions for global pamis to place investments in Poland
seems promising here. A growing well-being of htnades should allow for sustaining good

economic conditions and domestic demand as faroasumer spending and corporate
investments at their good level.

9. Tackling the above mentioned challenges fiscal @ned must be respected — including a
compliance with rules related to the general govemt deficit. This is a challenge
particularly difficult in a situation when publicninces have to face a need of systematically
growing co-financing of EU funds and the increasiogts of the pension reform.

10.Bearing in mind strong and positive dependenciesvdren fiscal adjustment and

economic growth, in particular in transition econesy the Government is committed to

restructuring and consolidating public financesrotre coming years. Another motivating

factor is a need to achieve, pursuant to the reqments of the reformed Stability and Growth
Pact, the so-called medium-term budgetary objectiears covered by the present update
should bring optimum shape of public finances,aasat macroeconomic stability, economic
growth and also external obligations are concerned.



II. CURRENT ECONOMIC SITUATION AND OUTLOOK

[I.L1.  WORLD ECONOMY

1. The global GDP growth dynamic occurred to be sampgly strong in 1 half of 2006,
regardless of high commodity prices (in particuarde oil and metals) and a less expansive
monetary policy. The current data indicates thasé¢hpositive trends have been continued in
2" half of the year. Until the spring of 2006, theSUeconomy was a major driving force of
the global economy, but since then its dynamicsdeatined in line with earlier expectations,
which can mostly be assigned to the end of theestalte market boom and high oil prices. A
slowdown of the U.S. GDP growth dynamics has toesextent been balanced with a faster
economic expansion in the EU countries, and al$lo aycontinued impressive growth rates in
Asian emerging markets, namely in China and In@ree global GDP growth is estimated to
be slightly above 5% in 2006, thus exceedingat$ier forecasts.

2. It is expected that the prospects of the worldneowny in the years 2007-2009 remain
relatively favourable. Although the global GDP gtbwvill decline to a level slightly above
4%%, it will however remain strong in its histoligeerspective. It needs to be stressed that
the balance of risks related to the expected dpwedmt of global economic situation is tilted
to the downside. The main threat is a more abraptdown of the U.S. economy as a result
of a more rapid worsening of the U.S. housing markieere are still large global imbalances,
which may be the reason for tightening of finanamrkets conditions. Some concerns exist
that crude oil prices will grow again, bearing incha low level of refining and producing
spare capacities. Another risk relates to thengxte which expansion in the euro zone and
Japan will be sustained by increasing strengtloaiektic demand (in particular the consumer
demand), thus reducing a too strong reliance omrex@mnd exposure to a slowdown in the
global economy.

3. It is assumed that the economic situation of owainntrade partners in the forecast
perspective will remain supportive of Poland’s lfieit exports expansion. However, Poland’s
external environment in a period of 2007-2009 seased to be less favourable than in 2006,
e.g. due to a lower GDP growth dynamics in the Elkrage weighed import volume growth
of Poland’s trade partners is projected to reach/7g&on average in 2007-09, compared to
more than 9% in the years 2004-2006.

[1.2. CYCLICAL DEVELOPMENTS AND CURRENT PROSPECTS

4. Poland is now in the midst of strong economic espam sustaining a stable and low
inflation rate, and maintaining a safe externalifims In the f' half of 2006, the real GDP
growth reached 5.3% year-on-year, compared to @ 2iowth in the corresponding period
of previous year, and potential growth at ca. 4.8%e sources of economic growth (recovery
of investment demand, stable growth of consumpaiot fast growing exports) indicate that
the currently observed economic trends are perntanen
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5. In 2005, the main source of economic growth wasodaspwhose contribution in GDP
growth was at 3.0 percentage points. Since fRegdarter of 2005, domestic demand is
becoming a driving force of economic developmenmt. the 29 quarter of 2006, the
contribution of exports in GDP growth amounted t® #$ercentage points compared to
4.8 percentage points of domestic demand. The abeivdomestic demand is connected with
a visible acceleration of consumer demand andahg-awaited investment boom.

6. According to the Central Statistical Office (CS@ta, in the ¥ half of 2006, the total
consumption rose in real terms by 4.6% which wagféect of 5.0% growth of households’
individual consumption and 3.0% growth of colleetionsumption. As a result, contribution
of total consumption in the GDP growth reachedg&g&centage points (3.3 percentage points
of individual consumption and 0.6 percentage poiatscollective consumption). For
comparison, in the®1half of 2005 total consumption increased by 2.@%eil terms, which
effected in 1.7 percentage points contributionha economic growth. A high growth of
consumption is related to an evident improvemenhélabour market. Starting from th& 1
quarter of 2005, an increase of employment in Rbllas been observed, which is
accompanied by increase of wages connected witigriabour productivity. In the®1half of
2006, the nominal wage fund in national economydased by 6.7% with CPI reaching
0.7%, and 1.4% growth of unit labour costs. It $tidae stressed that the growth of the latter
economic category resulted mostly from rising Ualitour costs in the market services sector
and the non-market services sector. Labour cositsdunstry sector dropped by 0.4% which,
taking into consideration a large share of indakfproducts in the CPI basket, makes the
wage related inflation pressure not so strong.

7. A visible upturn of investment activity indicatésat the prospects of economic growth are
optimistic. Following the CSO data, ifi' half of 2006, the gross fixed capital formatioseo
by 11.8% in real terms. The last time when Polaswbrded a two-digit investment growth
was in 29 half of 1998. Investment acceleration is relatedat few factors. The most
important are as follows: an increasing absorpbibtihe EU funds, very good financial results
of companies, and improved assessment of futurenomsic growth perspectives by
entrepreneurs. The value of payments effected fthen programme accounts under the



operational programmes as well as IW EQUAL and IRREG IlIA (that is funds mostly
allocated for co-financing investment projects) January-June 2006, kept increasing on
average by 1.5 percentage points per nfonftor comparison, in September-December
2005 an average increase in payments amounted fpetcentage points. It is worth adding
that the increment of the payments clearly accedsrand it reached 2.6 percentage points in
September 2006. In the first three quarters of 2@98erprises, which employ over 49
persons, increased their revenues from total agtby 14% compared to the corresponding
period of the previous year. At the same time tiodifability rate of net turnover increased by
0.5 percentage points. The demand for credit bypeomes increased significantly mainly to
finance fixed assets, inventories, and currenttas@. 80% of enterprises mention such
reasons). In the"2 half of 2005, such motivation was mentioned only da. 50% of
enterprises. The above trends allow to expect éurslcceleration of investments in the next
quarters.

8. Exports also remain strong. In th& half of 2006, the real growth of this economic
category was at 17.0%, which resulted in 6.3 peagen point contribution in the GDP
growth. For comparison, in the® half of 2005, it was 6.7% and 2.5 percentage ppint
respectively. Good exports results are relatedigb kompetitiveness of Polish enterprises
which is supported by a moderate (compared to otieeintries in the region) currency
appreciation (till the end of Bquarter of 2006 zloty strengthened by 7.1% contpéweyear
2000, with average appreciation of the Czech, Haagaand Slovak currencies at the level
of ca. 30%). Dynamic exports are accompanied byig imports. In the % half of 2006
imports increased in real terms by 15.4%, comparced.0% growth of this economic
category in the corresponding period of the previgear. As a result, the contribution of net
exports in the GDP growth declined from 2.1 peragetpoints in the®1half of 2005 down to
0.6 percentage points in th& Half of this year.

2 0n the basis of "Information on the execution pétional programmes co-financed with EU strudtfunads
in the period from 1st to 30th September 2006" Ribtry of Regional Development
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Chart 2. Input in GDP growth
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9. The strengthening of upward trends in the econoasytieen reflected in the improvement
of the labor market situation. From the beginnimd@006 there has been steady growth of
paid employment in enterprise sector, which indisad continuation of trends that began in
2005. In October 2006 average paid employment dromtenterprise sector reached 3.6%,
which is the highest employment growth from eafg $2.8% in a period of | —X 2006). Data
referring to average paid employment in the nati@@@nomy concerning this year is also
optimistic. In £' half of 2006 high growth of average paid employmenthe national
economy was recordedthe annual rate of average paid employment rosé.9%, i.e. by
about 141 thousand of persons) and especially gemdts refer to a number of employees in
the following sections: manufacturing as well asl& and repairs. The employment growth in
these two sections makes up about 70% of total @mmnt growth. Accelerated labor
demand growth was accompanied by considerable unemployment rdeclFrom the
beginning of the year the number of unemployedgreysiropped by 471.4 thou. persons (i.e.
by 17.0%), and the annual decline at the end obl@et 2006 amounted to 410.5 thou.
persons (i.e. 15.1%). The unemployment rate reathedo at the end of October 2006, i.e.
2.7 percentage points lower than at the end of 200% estimated, that the number of
registered unemployed persons will amount to & gillion persons at the end of 2006 (i.e.
402 thou. persons and 14.5% less than at the e2®@H), with a simultaneous growth of

% without small units, employees of budget entitiesducting activity within the scope of nationafetese and
public safety.

* Improved labor market situation has been alsoiooefl by LFS data. According to LFS the number of
employed persons (15 years and more) reached li#li@npersons in 1st half of 2006 and was abou%3.
higher than in corresponding period of previougyea
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average employment by 2.9%vhich will be reflected in a decline of unemplogmt rate to
15.29% at the end of 2006, in comparison to 17.6% aetidof 2005.

10. Following the inflation growth reported in 2004 feadting first of all from factors of
transitional character, such as: impact of accasgothe European Union, depreciation of
PLN, a limited supply of agricultural produce irethrst half of the year and a high jump of
crude oil prices and other raw materials on glabarkets), the inflation dynamics clearly
weakened in 2005, thus declining at the end ofyis& much below the bottom line of
allowed fluctuation from inflation target that wast by the Monetary Policy Council (RPP)
(the inflation target is 2.5% +/- 1 percentage poin

11.In 2006 inflation pressure remains under contrdoaas a result of a still high

unemployment rate and thanks to a high work efficyedynamics in industrial sector, and the
annual consumer prices dynamics is still below lmse to the bottom line of allowed

fluctuation from the inflation target. The corelation indicators also remain at their low
level. At present, Poland belongs to the membeaestaith the lowest inflation in the

European Union, and since March 2006 the inflatrorPoland is taken into consideration
when calculating a reference value for the inflataiterion. The annual average growth of
consumer prices is projected at 1.4% in 2006 (HICP)

12.In the first quarter of 2006, following a four-mbnbreak in the easing cycle, the
Monetary Policy Council reduced the NBP’s basicenast rates twice (in total by 0.5
percentage points). As a result of those decisibageference rate dropped to its historical
low of 4.0%. The rate cuts stemmed from a declmeurrent inflation and an increase in
probability of inflation running in the first quant of 2006 below the level forecast in the
previous inflation projections. In the following mibis the Council — having considered
inflation outlook and the strengthening of growgéhdencies in the Polish economy — kept the
NBP’s interest rates on hold. The unchanged pdteyce was also influenced by results of
subsequent inflation projections indicating a fagitan previously expected return of inflation
to the target (2.5%).

13.In the period of January - October 2006, the vitatdf Polish zloty exchange rate was
similar to the one observed in the previous yed&e Zloty developments against the euro
were mainly affected by swings in investors’ semnintowards the region connected with the
shifts in expectations of Fed and ECB decisionsnterest rates. Simultaneously, the zloty
has been supported by strong Polish economy funatatse As a result, in the analyzed
period, a nominal effective zloty appreciation wasorded (exchange rate weighted by
geographical structure of Polish exports), theesclwhich amounted to 2.7% on average, as
compared to the similar period of the previous year

[1.3.  MEDIUM-TERM SCENARIO

Real GDP growth

14.The potential growth of Polish economy is estimated to be at the level of ca. 4.8%,
and it is predicted to accelerate up to 5.1-5.2920§9. The acceleration is related to the
expected improvement in the labour market and gegied rise of investments in the
economy. The forecasts of GDP growth in 2007-09¢kvistand for 5.1%, 5.1%, and 5.6%,
respectively, indicate that the output gap in Polaill be balanced in 2009. Until then, the

® Based on ESA'95; according to LFS (15 years antejne 3.9%.
® According to LFS (15 years and more) average uh@ynent rate is estimated at 14.2% in 2006.
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level of potential will be close to real productiand one should not expect inflation pressure
from the demand-supply imbalance.

Chart 3. Output gap in 1998-2009
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15.1t is estimated that contribution of net exportsGBP growth will be neutral in 2006.
Accelerating domestic demand is projected to berthim driving force of GDP growth in the
coming years (2007-2009), rather consumer demaaa ithvestment demand, although the
latter begins to play more and more important mdteng with rising absorption of the EU
funds. Domestic demand is estimated to rise by Sr¥y#eal terms in 2007, as compared to
the growth rate of 5.4% in 2006, and in the twossmutive years its growth will amount to
5.9% (2008) and 6.1% (2009).

16. Rising absorption of structural funds and the Carefund is expected to be the major
factor supporting investments over the forecasizbar The absorption of the EU funds in
2006 keeps improving systematically thanks to, agnother things, the implementation of
the restructuring Programme by the government airaedncreasing the absorption of
structural funds under NPR 2004-06 (adopted byGbencil of Ministers on '8 December
2005). Continuation of the above restructuring paogme, together with introduction of
simplifications in implementation of operating prams as well as an amended act on public
orders law, will enable the absorption of the Eddsi to improve further over the next years.
Facilitation of project management and changeshm @rea of settlements shall allow
participants of economic life access to capitalla¥ leverage cost, which will make the
implementation of larger package of investmentguty easier and more realistic. Gross fixed
capital formation real growth rate is estimatedbt® high over the forecast horizon and
comparable to that estimated for 2006, amountingatdl1.7% on average in 2007- 2009. As
a result, share of investments in GDP would in@eéa009 to 23.6% from 18.2% in 2005.

17.High households consumption expenditure growth ratexpected over the forecast
horizon, that would reach 4.0%, 4.7%, 5.6% in 2007espectively, in comparison to 4.8%,
estimated for 2006. Significant household consuompéxpenditure growth rate in 2006 has
resulted from increasing wage bill in national emmy together with pensions indexation
carried out this year, as well as substantial tipegments to individual farmers. Households’
consumption expenditure growth in 2007-2009 isqutgd to be driven mainly by stable and
high growth of wage and pension bill that is expdd rise in by ca. 4.1% in real terms on
average throughout the period. Acceleration of kbokls individual consumption

13



expenditure growth rate in 2008 and 2009 would sfesm planned for these years 3-

percentage points reduction in pension contributade. Moreover, government plans to cut
further the tax burden by changes in personal irectar rates. Having the above in mind, real
growth rate of households gross disposable incarexpected to be high over the forecast
horizon and would amount to 4.5% on average in 28009.

Chart 4. Real GDP growth, domestic demand and netxports contributions to GDP growth
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18. Current account balance in 2007-2009 is forecasadwe in line with the trade balance.

Current economic upswing driven predominantly bsorsj domestic demand, including

investments, is expected to lead to moderate dedtion of the trade balance due to surging
imports (significant role of investment and intediay imports for new projects, lesser role
of imports for consumption). Following a temporatgwnturn expected in 2007 external

conditions shall remain favourable during the refemof the forecast period supporting

respectable growth of exports and limiting the niegampact of high imports.

19.Foreign income deficit shall stabilise a notch kel® bn EUR, and the non-residents
income on foreign direct investment is forecastiéterminate the outcome. Current transfers
surplus is expected to grow further with both ptévand public current transfers inching up to
circa 7 bn EUR in 2009. The increase in public entitransfers will result from the inflow of
the EU funds, whereas private transfers will rige tb remittances.

20.Widening of the current account imbalance will jeipardise the external stability of the
economy, as the inflow of capital in the form of IRl be sufficient to finance almost entire
deficit. Increase in portfolio investments will ¢donue, and surplus of the balance of payments
will result in a further rise of official reservesets.

Labour market

21.A return of Polish economy to the path of fast esoit growth will allow for
continuation of upwards trend in employment. Prgkayment economic growth will be also
supported by implementation of economic programnmesding the National Employment
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Strategy for 2007-13. The planned reduction ofuwexgée (as a result of lowering pension
contribution from 13% to 10% in 2008 and by furtBepercentage points to 7% in 2009, and
effecting from having introduced two tax rates wé#hlower rate for the first income tax
brackets — to 18%) will be an additional impulsemstating a labour demand growth.
Moreover, transfer of payments from the EU to PdJaaddressed to a large extent to
improvement of labour force mobility and labour ketrflexibility, should reduce structural
mismatches between labour demand and supply, tniadia positive impact on the labour
market. A significant rise in labour demand is t@sted to occur in the period of 2008-09,
which will enable further unemployment drop. At thend of 2009, the registered
unemployment rate will be at about 102%nd the employment rate will grow to ca. 54°0%

Chart 5. Labour market based on LFS (15 years and ore) in 2001-2009
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22.In 2007 inflation pressure should still be limitedthough the annual price dynamics may
be slightly higher than that in 2006 because of ahgoing high dynamics of domestic

demand and due to technical factors effecting flation growth at the end of 2006 (the

annual ratio rose in the last two months of 2006 ttua low statistical base in the similar
period of 2005). Stabilization of inflation at thav level will be facilitated by the exchange

rate fluctuation (showing a slight trend towardgragiation) and Poland’s share in the EU
common market, which will soften any possible tension the agricultural produce market.
The average growth in consumer goods and servitassps forecast at 2.1% in 2007.

23.The monetary policy over the next years will aimirdtation stability at the inflation
target level set out by the Monetary Policy Coungl. 2.5%.

24.The projection of NBP’s interest rates assumes thanetary policy will be
accommodative in 2007-09. While making decisionstlom cost of money the Monetary
Policy Council will take into consideration the esigthening of growth tendencies in the

" By 1.7 percentage points in 2008 and further Z28gntage points in 2009 (changes in tax wedge were
calculated for average wage and salary in natiecahomy).

® The average unemployment rate in 2009 accordihdg®(15 years or more) is forecasted at 9.0%.

° Average employment rate in 2009 according to LE% 64 years) is forecasted at 57.0%.
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Polish economy accompanied by an increase in iofigiressure. As a result, the projected
tightening of monetary policy in 2007 and 2008 dtdallow for keeping inflation within the
tolerance range for deviations from the targehahorizon of monetary policy transmission.

25.The exchange rate projection assumes further strimtig performance against the euro in
the course of 2007-09 with a gradual reduction tefvolatility. Strong Polish economy
fundamentals and increasing foreign capital inflomsll support the zloty in the
aforementioned period.
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[1.4. COMPARISON BETWEEN THE EUROPEAN COMMISSION’S FORECAST AND NATIONAL
FORECAST

26.The baseline macroeconomic scenario constitutibgse for the projected trends in the
area of public finance is generally consistent witle latest forecaSt of the European
Commission. The differences in the economic grovdglrecast are slight. Both Polish
government and the European Commission expect dmmoesmand to contribute to GDP
growth to a larger extent over the forecast horizod contribution of net exports, neutral to
GDP growth in 2006, is projected to be negativenf@007 onwards. Both institutions project
a considerable acceleration of investment growtl. rihe Commission’s forecast is more
pessimistic however, probably due to not takingughointo consideration the activities
performed by the Polish government focused on ivgareent of structural funds absorption.
Actions taken by the government in this area (dised in item 16) has resulted in resilient
and accelerating quarter by quarter growth ratgro$s fixed capital formation, as indicated
by statistical data of*1half of 2006. Moreover, it seems that the Europ@ammission has
underestimated the impact of a systematic improwerokthe labour market situation, being
expressed both in increasing wages and employnoenthe consumer demand of Polish
households. In the forecast prospects householdsuomer demand is projected to be
stimulated also by foreign transfers, however tesser extent, what is unlike to have been
considered under the Commission’s forecasts. Havtheg above in mind, the private
consumption growth forecast presented by the E@mp@ommission seems to be quite
pessimistic.

Table 1. Comparison between forecasts of the Europa Commission and the Ministry of Finance

for 2006-08"
2006 2007 2008
EC MF EC MF EC MF
GDP 5.2 5.4 4.7 5.1 4.8 5.1
private consumption 4.6 4.8 3.9 4.0 3.6 4.6
gross fixed capital formation 104 12.0 10.8 12.0 10.8 12.0
exports 16.7 16.1 11.1 8.1 9.5 7.2
imports 16.6 15.4 12.0 9.6 105 9.0
Net export®) 0.0 0.0 -0.5 -0.7 -0.6 -0.9
Unemployment raté 13.9 14.1 12.2 12.3 11.6 10.5
GDP deflator 1.0 0.5 1.9 1.7 25 2.2
HICP 1.4 1.4 25 2.1 2.8 25
Trade balanc® -1.3 -1.1 -2.0 -2.1 -2.6 -3.1
Current account balanée 2.3 -1.9 2.7 25 2.8 3.1

Source: Ministry of Finance, forecasts as of 29 &lier 2006; The European Commission, forecasts &sNifvember
2006.

a) change in %, unless specified otherwise; Yea@$D9 — forecast
b) contribution in GDP change

c) As defined by Eurostat

d) GDP in %

19 European Commission Autumn 2006 Economic Forecasts
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[1.5. GROWTH IMPLICATIONS OF “MAJOR STRUCTURAL REFORMS "

27.Government actions aiming at keeping a high ecoag@mwth and rising employment, in
the horizon covered by the Programme update, wdl focusing on public finance
consolidation and improvement in public finance agament, creation of proper conditions
for an efficient absorption of the EU structurahdis, stimulation of entrepreneurial initiative
and innovation of enterprises, employment promotiemd support for measures aimed at
limiting unemployment.

28.High economic growth shall facilitate the gradulimenation of development barriers
resulting from negative structural aspects of tlwwnemy, and employment creation.
Simultaneously, the government actions will focus stimulating development trends and
making them sustainable, and thus creating econaantieity principles, which will decrease
companies’ operating costs and relieve economicabges of unnecessary bureaucratic and
administrative burdens. These actions should stinenghe competitiveness of the economy.

29.National Reforms Programme for 2005-20@8opted by the Council of Ministers in

December 2005 provides for measures, which theslP@iovernment wishes to take in order
to achieve the main goals of the Lisbon Strateggcoiding to the National Reforms

Programme, the main objective of the pursued sec@momic policy is to maintain high

economic growth rate supporting employment creatéord in compliance with sustainable
development principles. The implementation of gitofities presented in the document shall
assure achievement of this objective. For the impla&tation of each of these priorities,
institutional, organisational and legislative measuvere proposed, aimed in particular at:

[0 public finance consolidation and public finance egement i.e. — inter alia —
rationalisation of public expenditure for admingion and increasing the control over
public resources, decentralisation of public expene, implementation of a
multiannual budget planning system,

[0 entrepreneurship development, i.e. creating betterditions for setting-up new
companies and a favourable institutional environnfen economic activity and for
efficient administration, as well as for facilitagj entrepreneurs’ access to capital,

[0 improvement of entrepreneurial innovation s, ireating incentives for entrepreneurs
to provide more funds for research and innovatiocentives to transfer technologies
to companies, increasing research and developmeyenditure, especially in the
private sector, support for R&D sector,

[0 development and modernisation of basic infrastmgc(mainly road, rail, housing and
energy infrastructure), by applyinigter alia, the Act on Public Private Partnership as
an effective way of gaining private capital for theivery of public tasks,

[0 creation and employment preservation and limitabbmnemployment, i.e. lowering
burdens imposed on employees with the lowest inspmeentives for groups, which
are in especially difficult situation at the laboomarket, vocational incentives for
disabled persons,

[0 improvement of adaptation capacity on the labourketathrough investments in
human capital, creating and popularising new flexiforms of employment and
labour organisation.
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27. The Council of Ministers adopted tk@&st National Progress Repoim October 2006.
The report contains information on the way of inmpémting reforms under thBational
Reforms Programmdor 2005-2008 along with a schedule for implementation and the
expected effects of implementing particular actiofiscluding either quantitative or
gualitative indicators). The document identifieqisiries and central authorities responsible
for the implementation of particular actions, adlvas financial resources necessary for the
planned reforms to be implemented. It also dessrim®nitoring and evaluation system
developed for the purpose.
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[1l. GENERAL GOVERNMENT BALANCE AND DEBT
[11.1. PoLICY STRATEGY

1. The priority of the government’'s economic policytesachieve buoyant and sustainable
economic development through employment developméntreduction in the general
government deficit will facilitate attainment ofishgoal. Estimated balance of the general
government in relation to GDP in the years 2006e@@;ulated pursuant to the EU standards
(with open pension funds — OPF classified in theegal government) will reach: -1.9%
-1.4%; -1.0%; -0.6%, respectively. This means aicédn in the deficit by 1.3 percentage
points in the analysed period.

2. The objective of the governmeStrategy for public finances debt management in7200

2009 will be to minimise debt-servicing costs in longrh under the assumed risk level

limitations. The estimated debt of the general govent in 2006-09 will be respectively at:

42.0%, 42.1%, 41.4%, 40.6% of GDP (OPF classifrethe general government). Systematic
reductions of the sector’s deficit will allow foe&ping the debt at the level much below the
reference value.

[1.2.  MEDIUM -TERM BUDGETARY OBJECTIVE

3. The reference value of the medium-term budgetajgative for the structural balance has
been defined for Poland at the level of -1% of GDP

4. Based on estimates of the structural deficit andngaincluded OPF into the general
government, Poland meets its medium-term objeciitie. deficit is projected to decline from
2.3% of GDP in 2005 down to 1.0% in 2008 and 0.792009. Starting from the end of
March 2007, based on Eurostat decision, OPF will chessified outside the general
government. In this situation, due to ongoing impdatation of key structural reforms (in
particular the country’s pension scheme reform gaging an introduction of the pension
scheme with three pillars of which two are capjtBland, even with its serious effort in the
area of public finances consolidation, will notddge to reach the level of the medium-term
budgetary objective in the time span being covéxethe current update of tirogramme
Public finances consolidation will be however coogd over the next years, which will allow
for reducing the structural deficit down to thedewf the medium-term objective following
the year 2010.

5. Reforms that have been performed, being a consildebaurden for public finances in the
coming years, will have a very positive impact ooty on medium-term but also on a long-
term sustainability of public finances.

[1.3. ACTUAL BALANCES AND IMPLICATIONS FOR NEXT YEAR BUDGET

6. On the basis of the spring fiscal notification ddkat was sent to the European
Commission in 2004 and then confirmed underGbavergence Programnes of May 2004,
the Ecofin Council found an excessive deficit inghd and recommended that it should be
limited as soon as possible, so that by 2007 ithele declined below 3% of GDP (Council
Decision 2005/183/EC of 5 July 2004).

7. It is worthwhile stressing here that the Coundilraft decision — pursuant to Art. 104.8 of
TEC, which found Poland’s activities ineffective vrew of the Council’'s recommendations
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as of 2004 that referred to the dynamics in cuttheglevel of general government deficit —
was prepared and based on the former updaBragramme data included under the budget
legislation for 2007 (prepared in September 20869 based on the European Commission’s
own opinion. The most up-to-date illustration ofetlgeneral government’s situation is
presented in the present update of Blnegramme The general government deficit forecasts
for 2006-09 indicate a systematic reduction in dieécit, even if OPF are classified outside
the general government (from 3.9% in 2006, thro8gt?o, 3.1% in the years 2007-08, and
finally down to 2.9% of GDP in 2009). The heretesented forecast shows that the general
government deficit value in 2009 will have declinsglow the reference value. Moreover, the
general government deficit estimated for 2007 dithp to the level low enough that it will
become realistic to finalise this procedure thattkshe Stability and Growth Pact, which
orders to include pension reform costs in the fipoaition assessment of the country that is
covered by the excessive deficit procedure. Anothetrr should be underlined that estimates
of macroeconomic figures and based on them fiswaichsts are usually very cautious, and
balances that were generated in the past occurree better than their forecasts.

Chart 6. General government balance
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8. Table 2 presents data referring to the generalrgovent balance and debt in a period of
2002-2006.

Table 2. General government balance and debt (% &DP)

SR | 2002| 2003| 2004 2005 2006E
General government balance (B9) S13 -3.2 47 BR5 -1.9
Central government S1311-4.3 -5.6 5.4 -4.4 -4.4
Local government S1313-04 | -0.4 0.0 -0.2 0.2
Social security funds S1314 1.5 1.3 15 2.1 2.3
General government debt S1B 39.8 439 419 419 0 42.

Source: for years 2002-05 nominal level of defaniid debt — fiscal notification, September 2006; lttest
forecasts for 2006

9. In 2006, pursuant to estimations by the Ministry Fohance, the general government
deficit will reach 1.9% of GDP (OPF classified inet general government). Revision of
earlier forecasts results from the fact that tlaesbudget deficit (on a cash basis) will be at
least 10% lower in 2006 than planned under theeRatget Act for 2006, i.e. it will reach
90% of nominal budgetary anchor. In 2006, the gangovernment deficit will be 0.7
percentage points lower compared to the previodatgpof theConvergenc&®rogrammedue
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to better than expected balances noted in all satess of the general government The
central government balance has not improved in 28@&pared to 2005, mostly because of a
transaction that was not made in 2005, namely ahase of F16 jet fighters and a worse
balance of the National Road Fund which has moaa ttioubled its road infrastructural
investments.

Chart 7. General government balance in the years 22-2006
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[11.4. STRUCTURAL BALANCE

10.The structural balance, pursuant to Eurostat's giron, has been calculated after
including OPF in the general government.

11.The structural deficit forecast has been preparadnly considered the output gap
estimation performed on the basis of Hodrick-Prasé@tier. Elasticities of the general
government revenues to the cycle, based on OEC® (@ddsticities of indirect taxes and
other revenues are 1; elasticity of CIT is 1.3@s#tity of social insurance contributions is
0.69), have been used when calculating a cyclicaiponent of the general government
deficit. It is estimated that the output gap, whilsh cyclical and structural component of the
deficit depends on, will be closing in the peridd2006-08. This means that in the above
period, the structural deficit will be very closethe general government deficit.

12. Structural deficit against GDP has been graduadlliding in a period of 2005-09. In the
above period, the structural deficit will fall tmeost in 2007, that is, by ca. 0.5 percentage
points. In 2008-09, the structural deficit will Heclining slightly slower, namely by about 0.4
and 0.3 percentage points per annum, respectiVélg. will be caused by a reduction of a
disability pension contribution in 2008 and in 2088d by a lower personal income tax
burdens, in particular by introducing two tax rat88 and 32% in 2009.

M The first four F16 jet fighters have flown intol®od in 2006. In line with ESA’95, expenditure fmurchases
of military equipment is included in the year oftbquipment delivery.
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Table 3. Cyclical developments (% of GDP)

Co | 2005 | 2006E | 2007F|  2008%  2009F

1. Real GDP growth Blg 3.5 5.4 51 51 5.6

2. Net lending of general government B9 -2.5 -1.9 -1.4 -1.0 -0.6

3. Interest payments (incl. FISIM) D41 2.6 2.4 2.4 2.4 2.4

4. Potential GDP growth 4.4 4.8 5.0 5.2 5.2

5. Output gap -0.7 0.0 0.0 -0.1 0.3
6. Cyclical budgetary component 0.2 0.0 0.0 0.0 0.1

7. Cyclically-adjusted balance (2-6) -2.3 -1.9 4-1. -1.0 -0.7

8. Cyclically-adjusted primary balance (7+3) 0.3 0.5 1.0 1.4 1.7

Source: Ministry of Finance

[1.5. DEBT LEVELS AND DEVELOPMENTS

13.In the period covered by the heré&@onvergence Programmgpdate, debt management
will aim at implementation of the objective of tReiblic finance Sector Debt Management
Strategy in the years 2007-2Q0®amely the minimisation of debt servicing costshe long
term, taking into account limitations of given sk

Table 4. General government debt developments (% @DP)

2005 2006E 2007F 2008H 2009

General government debt (OPF included) 41.9 42.0 42.1 41.4 40.6
Impact of nominal GDP growth -2.5 -2.4 -2.7 -2.9 -3.1
Change in gross debt ratio 0.1 0.1 0.1 -0.7 -0.8
Contributions to change in gross debt

Primary balance 0.1 0.5 1.0 1.4 1.7

Interest (including FISIM) 2.6 2.4 2.4 2.4 2.4
Other factors influencing debt-to-GDP ratio 0.1 0.6 1.4 1.2 1.6
of which: privatisation proceeds -0.3 0.0 -0.2 -0.2 -0.1

Changes of foreign exchange rates -0.8 -02 -0j1 -0.1 -0.2

p.m. implicit interest rate on debt 6.5 6.0 6.1 6.2 6.2
General government debt (OPF excluded) 47)3 489 .0 50 50.3 50.2

Source: Ministry of Finance

14.Forecasted changes in debt-to-GDP ratio will resudstly from the developments of the
State budget borrowing needs, estimated GDP groatth and PLN exchange rate against
other currencies, the euro in particular.

15.In years 2007-09, the level of state budget bomgwieeds will be influenced mostly,
along with the level of the deficit, by funds tréersed from the State budget to FUS as a
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result of its loss in contribution transferred tBand a balance of prefinancing of projects in
execution of which the EU funds are involved.

16.Forecasted changes in debt of other general gowshentities will mostly result from
the growing indebtedness of the National Road Hesgecially in 2007). The National Road
Fund is assumed to issue mainly loans for the @manof investments in road infrastructure.
A moderate rise in indebtedness of local governmeits is assumed as well as a significant
reduction of debt of the social security subsec¢torinly issued by the Social Security
Institution and funds managed by it, as well aslthigour Fund).

17.1n the timeframe of this updatthe stabilisation of general government debt-toPGBtio

is expected, followed by its later decline. Thergf@of trend in the performance of debt-to-
GDP ratio (from rising to declining) in the timefna of the Convergence Program Update
will significantly contribute to the improvement &oland’s fiscal position in the medium
term.

18.Regardless of the classification of OPF, the del&DP ratio in the period will stay
significantly below the reference figure of 60%.

[11.6. BUDGETARY IMPLICATIONS OF “MAJOR STRUCTURAL REFORMS "

19.In 1999 Poland introduced the pension reform invgvthe establishment of a capital
scheme (represented by open pension funds) bdsdeutrent pay-as-you-go scheme (with
the Social Insurance Fund). This decision has hatvéll have over the coming years a
significant impact on the general government defanid debt. Disbursement of the first
pensions from the new scheme will commence in 28@%resent, arrangements are being
made to determine a unit to organise distributibtihe pensions.

20.Implementation costs of the reform, aiming at aglkerm stability of the general
government, are a burden for the state budgetamtbdium term. The costs consist of the
state budget transfers to Social Insurance Furfdctefg from a loss in contribution and
limitation of its collection base down to 30-muligation of the forecast average monthly
salary in national economy, and debt servicingsoBhe debt servicing costs result from an
additional debt issue allocated for a transfer ¢oi&@ Insurance Fund to finance a shortage
that effected from having introduced the pensidorme, as well as distribution of old-age
pension and disability pensions from the pay-asgowscheme and from take-over by the
State Treasury of the Social Insurance Instituidiabilities against OPF effecting from non-
transferred contributions.

Table 5. Net costs of pension reform and the resitg debt (% of GDP)

2006E 2007F 2008H 2009F
Net costs of the pension reform 2.7 2.7 2.8 3.0
Transfer from the State budget to SIF related to: 1.8 1.8 1.8 1.9
loss in contribution 1.3 1.3 1.3 14
multiplication by 30 0.5 0.5 0.5 0.5
Debt servicing costs 0.9 0.9 1.0 1.2
State Treasury debt resulting from the pension refom 15.0 17.2 19.1 20.8

Source: Ministry of Finance
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IV. SENSITIVITY ANALYSIS AND COMPARISON WITH THE PREVIOUS UPDATE
IV.1. COMPARISON WITH THE FORMER CONVERGENCE PROGRAMME UPDATE

1. The projected economic growth rate over the fortet@asizon is higher than in the
previous update, mostly due to a higher domesticathel growth.

2. Higher GDP growth in 2005 than that assumed under grevious update of the
Convergence Programm8.5% against 3.3%) resulted, on the one hand) fichigher than
expected contribution of the domestic demand (2régntage points against earlier estimated
1.7 percentage points), but on the other hand, faofower contribution of foreign trade
balance (1.0 percentage points against earlienattd 1.5 percentage points).

3. Faster than expected economic growth for 2006 %5against 4.3% estimated in the
previous update) is due to a more favourable deweémts in the economy in the first two
guarters of 2006. Quarterly data indicate a strdagiestic demand whose contribution in
GDP growth reached 4.8 percentage points, comparg®% GDP growth in real terms after
the first half of 2006. The strong domestic demaad been forced both by high 5-percent
real growth of households individual consumptiod &y almost a 12-percent real growth of
gross fixed capital formation. Currently availabfgormation on the main indicators of
economic activity in the third quarter of 2006 ttger with the strengthened domestic
demand allow for expecting GDP real growth 5.4%rye@n — year The estimate negative
contribution of inventories to GDP growth in 2006-0.3 percentage points against 0.0
percentage points assumed under the previous uptitte Programmé also results from a
considerable adjustment of data both compared @ 26d the first quarters of 2006.

4. Domestic demand will continue to be the main dgviorce of GDP growth in 2007
(5.1% in real terms). Both investment and privabastimption growth are likely to stay
strong over the projection period. Private consuomas expected to keep its high momentum
as a result of the real wage fund growth and pasdsiond estimated at ca. 4.1% in real terms
as well as direct payments of UE grants to the éasmin a period of 2008-09, the private
consumption growth will be additionally encouradsda reduction of disability pension rate
by 3 percentage points, and moreover, starting 2069, the government plans to reduce tax
burdens related to changes in personal incomeatas.r Investment growth will be supported
by EU funds and by foreign direct investment. Pdlarll be able to use for two years (2007
2008) the funds from old financial perspective 28204—2006 and at the same time funds
from the new financial perspective period of 2002043 will already be available. A high
economic growth is expected over the next yearsictwiwill reach 5.1% and 5.6%,
respectively. Domestic demand will continue to be&idg force of GDP growth in 2008-09,
similarly to 2007, whereas net exports contributi@GDP growth will be negative.
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Table 6. Divergence from previous update

ESA Code 2005 2006 2007 2008 2009
Real GDP growth (%)
2005 Update 3.3 4.3 4.6 5.0 -
2006 Update 3.5 54 51 5.1 5.6
Difference +0.2 +1.1 +0.5 +0.1 -
General government net EDP B.9
lending (% of GDP)
2005 Update -2.9 -2.6 -2.2 -1.9 -
2006 Update -2.5 -1.9 -14 -1.0 -0.6
Difference +0.4 +0.7 +0.8 +0.9 -
General government gross
debt (% of GDP)
2005 Update 42.5 45.0 45.3 45.4 -
2006 Update 41.9 42.0 421 41.4 40.6
Difference -0.6 -3.0 -3.2 -4.0 -
General government net EDP B.9
lending (% of GDP)*
2005 Update -4.7 -4.6 -4.1 -3.7 -
2006 Update -4.3 -3.9 -3.4 -3.1 -2.9
Difference +0.4 +0.7 +0.7 +0.6 -
General government gross
debt (% of GDP)*
2005 Update 47.9 51.2 52.1 52.6 -
2006 Update 47.3 48.9 50.0 50.3 50.2
Difference -0.6 -2.3 -2.1 -2.3 -

* in case when OPF are classified outside the géigevernment
Source: Ministry of Finance

5. Improvement in forecast balance of the sector tesfstbm favourable current and

projected macroeconomic situation in Poland, intipalar a growing employment level,

higher consumption dynamics, better standing opa@@te businesses, which will translate
into higher revenues from tax and social insurariucgributions.

6. The deficit path of the general government for 2005assumes reduction in the deficit
from 2.5% of GDP in 2005 down to 0.6% of GDP in 20that is, by 1.9 percentage points. It
is worthwhile to notice that deficits planned innsecutive years will be lower than those
planned in the previous update of t@envergence Programmé&xecution of the general

government deficit in 2005 was lower by 0.4 peragetpoints, the planned for 2006 — by 0.7
percentage points, and that forecast for a period007-08 — by 0.8 and 0.9 percentage
points, respectively. In case of the state budgdtlacal government units, expenditures that
have been planned in the budget act or resoluteomdspursuant to the public finances act for
an upper limit, and in reality their execution seetm be much lower. With respect to other
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general government units, information includedhieit financial plans presents a higher level
of expenditures that as a rule are executed owerlzvel.

7. The shape of the general government in the comeaysywill be affected by system
changes on the revenue side leading to the lowafingpn-wage labour costs (reduction of
the tax wedge). On the expenditure side, the faamawill further on be determined by the
current demographical structure, meaning that theretill a need to bear high social
expenditure (pension benefits, social disabilityngpens, allowances and pre-pension
benefits), and a strong absorption of the EU furi@sblic finances consolidation and
limitation of employment-related costs will effanta lower deficit.

8. Differences in forecasts of debt-servicing costsulte mostly from: changes in
assumptions referring to borrowing needs, modifcet in the financing structure that effects
from revised assumptions of the budget and maiketeon, and changes in assumptions of
interest rates level.

Chart 8. General government balance — comparison i the previous Convergence Programme Update
(OPF in the general government)
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9. Having excluded open pension funds, that genera@rge surplus, from the general
government the deficit grows by 2.0 up to 2.3 %s8fP in the years 2006-09.

Chart 9. General government balance — comparison i the previous Convergence Programme Update
(OPF outside the general government)
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10. Differences between currently presented generaemonent debt forecast for 2006-08
and the previous update of tReogrammerefer first of all to:

- revised assumptions referring to nominal GDP valneluding the effect of GDP
revaluation by the Central Statistical Office foetpast years (2004 and 2005),

- modification of the assumptions as regards the statiget borrowing needs, in particular
those referring to deficit, with a simultaneous & in assumptions of net privatisation
receipts,

- modification of the assumptions regarding foreigohange rate,

Chart 10. General government debt — comparison withithe previous Convergence Programme Update
(OPF in the general government)
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11.The general government debt is increasing if OP& excluded from the general
government. This growth ranges from 5.3% of GDR005 up to 9.6% of GDP in 2009. It
effects from the fact that in its investment pdif@dPF holds securities issued by the general
government units. If OPF are classified in the gahgovernment, the value of those
securities is consolidated, as it constitutes agfahe government debt.
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Chart 11. General government debt — comparison withithe previous Convergence Programme Update
(OPF outside the general government)

% of GDP
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IV.2. RISK FACTORS

12.Risk factors that could have a negative impact waral public finances include as
follows:

1) macroeconomic risk, in particular:
a) economic growth lower than projected,
b) lower than expected absorption of EU funds (stmattiunds and Cohesion Fund),

c) higher than expected inflation linked to a posgipibf occurrence of negative shocks
on food products market, due to a limited supplysome agricultural produce,
effecting in a stronger than its previously assutigittening of monetary policy,

d) worsening of investment attitudes in countries loé tegion, in view of declining
interest rates disparity compared to the devel@oetomies,

e) slower structural transformations of the economwyaias services, effecting in a
lower then expected improvement in the labour ntarke

2) political risk related to the lack of a supporthe Parliament for amendments proposed
by the government and pressure of various interesips.

13.Here are special external risk factors for the m@oonomic scenario forecast:
a) worsening of Poland’s key trade partners’ busimegkbok,

b) possibility for raw materials prices to grow (esp#g of crude oil) due to limited

supply capacity and a higher global demand, whiohld/pose a threat on execution
of the inflation forecast.

14.Situation of the general government results froen external business environment of
Poland, domestic economy standing, institutionatdittons and adopted comprehensive
solutions. The revenue and expenditure sides ofjémeral government are determined by
macroeconomic factors, such as: GDP growth, imlitatexchange rate, level of interest rates,
and size of wages, or the employment level in t@emy. Legislative solutions, binding in
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Poland, which through their in-built indexation rhanisms and economic and legal
conditions make a considerable part of expenditdmestly dependent on the inflation level
(old-age and disability pensions, some transf@®)P (military defence expenditures), level
of wages (some social expenditures, some transfartle interest rates level (debt-servicing
Costs).

15.A size of revenues from contributions (being an omg@nt percentage of the sector’s
revenues) is strongly correlated with the remumamnafund in the economy. The volume of
tax revenues is to a large extent affected by eaizaominal consumption and remuneration
fund in the economy.

16.Worsening of the economic situation is accompaiwgdrowing borrowing needs as a
consequence of which debt level as well as debiedeg costs over the next years increase.

17.Influence of macroeconomic factors such as: GDRopeance, interest rates, and foreign
exchange rates iceteris paribusonditions have been presented in order to asisessipact
of macroeconomic situation on the general governmen

18.Debt servicing costs and the debt level are esipesensitive to interest rates fluctuations
and foreign exchange rates. The volatility of dedrvicing costs and the debt level depends
on debt structure and duration. Due to a considersttare of fixed-rate instruments in debt
and the current level of duration, a change ofrederates has a relatively weak influence on
interest expenditure during the first year but @ases with time.

Chart 12. Impact of fluctuations of GDP, interest mtes, and foreign exchange rates on the general
government net borrowing/net lending

2007F 2008F 2009F

% of GDP

I GDP growth lower by 1 perc. poil—Jinterest rates rise by 1 perc. point
appreciation of PLN by 10% —&— base scenario

19.The general government debt-to-GDP ratio dependls do macroeconomic and fiscal

factors. The foreign exchange rate fluctuationse(tlu the debt structure) and changes in
nominal GDP growth are the factors having the Istrgapact on the ratio.
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Chart 13. Impact of fluctuations of GDP, interest ates, and foreignh exchange rates on general goverant
debt
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20.Debt management is conducted under risk relateganticular to macroeconomic and
budgetary situation, market conditions, instituiband legal environment. The risk is mainly
associated with both a threat of a negative impagiublic debt on the economy, and the
level of public debt and debt servicing costs.

21.A risk of the negative impact of public debt on #mnomy depends on the size of the
debt level (the higher debt the higher risk). Tlemeyal government debt level is lower in
Poland than the average for the EU member sta&%6at the end of 2005)0n the other
hand, Poland is the country with a lower creditioréss than the EU average, therefore, the
debt level considered as safe may be lower.

22.A risk related to the level of debt and its semiccosts as well as their fluctuation from
expected values given the assumed level of borgweeds, depends on adopted structure of
financing and on operations performed on the delsk management in the years 2007-09
will aim at the risk not to exceed the level coesatl as acceptable when executing the
objective to minimise debt-servicing costs in Iaagn.

23.Contingent liabilities resulting from different apgions performed by the general
government entities, e.g. securitisation, are aftiatial source of risk associated with public
debt. Scale of their impact on public debt showWddduced over the next years.

Risk factors specific for Poland

24.To assure sound and sustainable public financek998 the government made a strong
effort to reform the-then compulsory and ineffidigmay-as-you-go pension scheme by
establishing a capital scheme, namely the opengefsnds. In case of such a large country
as Poland, where participation in OPF is obligatamg contributions transferred to OPF are
considerable, the reform poses a significant bufderthe general government (costs of the
reform). In view of adopted statistical solutiomderring to classification of capital pension
schemes outside the general government, therebwila rapid worsening of the general
government balance in accounting terms startingn fApril 2007. The general government
deficit calculated without taking into consideratioesults of the Eurostat decision on

! Eurostat Euro-indicators, News Release 139/2f066 October 23, 2006.
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classification of capital pension funds is lowerday 1.8-2.3% of GDP when compared with
the deficit presented when the decision is adoptedafter March next year. To reduce the
rapidly growing deficit calculated pursuant to tlirostat decision, further intensive
measures are required to be taken. It should less&d that in log term the pension reform
contributes to lowering the risk to which publiadnces are exposed as a result of the
problem of population aging.

25.Public-private partnership operations of generalegoment entities may also constitute
an additional factor influencing situation of thengral government in the next years. The
legal framework for concluding such transactions wstablished by the Act of 28 July 2005
on public-private partnerships. However, the impakctpublic-private partnerships on the

general government deficit and debt is expectedbadimited, at least in the first years

following the enforcement of the law. It should aalbe stressed that under the rules of
performing public objectives within the public-paite partnership framework the general
government entities can construct an agreementavghivate partner in a way ensuring that
this type of projects should not result in risingopc debt nor the general government deficit
without limiting this kind of projects (pursuant tbe Eurostat decision as of 11 February
2004 on deficit and debt). Moreover, on annual $dse budget act sets out a limit up to
which the government administration bodies mayedsBoancial obligations due to public-

private partnership agreements. In 2006, the ambastreached PLN 3 billion, and PLN 5

billion has been planned for 2007.

26.Lack of legislative solutions in the area of redidn poses a certain threat on public
finances. Solving of problems of restitution issueguires relevant legislative changes in the
following areas:

- claims on real estates left outside Poland’s bar¢ie so-called claims for real property
situated east of the Bug river),

- claims steaming from nationalisation of the indpysand agricultural reform in years
1944-1962,

- claims on ,Warsaw real estates,” effecting from $becalled Bierut’'s decree.

27.As a result of the adopted in July 2005 parliammngct on execution of a right to

compensation for real estates left outside prebentlers of the Republic of Poland, the
authorised persons are entitled to a compensatimuating to 20% of value of the left real

property. Because of the still ongoing processulingtting applications, a final amount of

those compensation payments remains unknown (\dle&aims in this area, understood as
100% value of the left real property, is estimaae®LN 11.5 billion, therefore, the projected
compensation payments should not exceed PLN 2iénil

28.0n submitting a draft law to the parliament’s loeuse, the Sejm, on compensations for
real property and other property components takesr by the state, the value of reported
claims in this area has been estimated at PLN li6rbiThe compensation payments are to
be financed at 15% value of the nationalised corapts The execution cost of the draft law
has been estimated at PLN 12 billion.

29.Should the parliamentary act on ,Warsaw real estdte adopted, PLN 13.0 billion out
of PLN 20.0 billion worth of total claims has beglanned as compensation payments.

30.Total amount of restitution claims has been esthait PLN 91.5 billion, and the one
planned for disbursement at PLN 27.5 billion. Payteeare to be executed from the
established Restitution Fund, starting from 2008 @ancontinue over the next 4-5 years.
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31.The level of potential liabilities of the State &sary related to granted guarantees and
sureties is forecast to grow from 3.2% of GDP ateéhd of 2005 to approximately 4.5% of
GDP at the end of 2009. At the same time, the plotfisk is expected to seriously decline
from ca. 33% at the end of 2005 to approximatel§o2& the end of 2009. This will result
mostly from the adopted updated strategy for gmgntguarantees and sureties, which
envisages providing support for development-orignt@vestments in infrastructure,
environmental protection, and creation of new jaso utilising the European Union funds.
The key parameter of the above-mentioned strategy iassumption to maintain the ratio of
total anticipated outgoing payments under guarangeel sureties (i.e. total potential risk-
weighted liabilities) to GDP below 1.4% of its valuSimultaneously, the goal of the hereto
strategy is not to allow for a situation in whi¢tetState Treasury would take over outstanding
debt of the entity to which it had granted guarargesurety.

32.Achievement of a late consensus on the new finapeispective and the following late
finalisation of works on individual regulations page referring to cohesion policy
instruments effects in delayed approvals of opegaprogrammes for the EU member states,
including Poland. Moreover, new legal acts for fiegrammes for years 2007-13 enforce
some changes in the present implementation syskéims. creates a certain risk related to
ability of the public administration units to deopla simple, clear, and beneficiaries-friendly
system for managing the programmes. A risk fadtat may affect expenditure volumes from
the EU budget is a need to provide appropriatenatipublic funding for co-financing of the
operating programmes and projects under the El¢tuand the new financial perspective. In
parallel to adoption of favourable solutions, reafegy to VAT and co-financing level, at the
European Council summit in December 2005, furtheasares are planned to be taken to
improve the national financing system, includingntbouation of works over application of
budget planning to execute long-term operating f@ognes, introduction of a multi-annual
budget planning and performance budgeting.
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V. QUALITY OF PUBLIC FINANCES
V.1. STRATEGY

1. The scheduled reform of public finances envisaggisen efficiency and effectiveness of
the budgetary expenditures and a real consolidatigqublic finances by including financial
plans of agencies, earmarked funds, and the Natideath Fund under the budget act. The
above goals will be achieved thanks to changesenslystem of planning, execution, and
assessment of the state budget performance.

2. There are plans to change the approach to expeeslifitom unit planning to target
planning that includes the aspect of expenditupespose. Inter-ministerial functions will be
established, covering various organisational u@mgistries, agencies, and purpose funds)
executing their common goal to enable control aatiomal use of funds. This will be
facilitated by introduction of budgetary classitiom of expenditures by targets (objectives,
programmes, functions), which will be linked wittOEOG classification. It will replace the
classification of expenditure that has been usefasdt is also planned to introduce accrual
accounting methodology. Besides annual planninghrae-year planning of budgetary
expenditures will be introduced in a breakdown fargets. Units in charge for budget
programmes will have a freedom in reallocation xgfenditures between individual task and
expenditure categories, except for a possibilityncrease personnel costs and exceed the
employment limit. Effects of the implemented obpees will be measured using a system of
indicators. A system for assessment of public edjperes will be established, thus allowing
the preparation of reports that assess adequacyga@resion of established budgetary goals
with a strategy, efficiency and effectiveness oihds allocation, and efficiency of
expenditures performance.

3. It is assumed that the second phase project ofigdinlances organisation will be
submitted for debate of the Parliament in the flvatf of 2007. Moreover, the solutions
proposed under the project are projected to beugtpdaffecting public finances in the years
2008-09. In line with earlier announcements, effeaft the ongoing changes (savings) will
reach 0.8% of GDP within two years from the momaintheir full implementation. Also a
legal status of some general government unitsasn@d to be changed (e.g. State Fund for
Disabled Rehabilitation, National Environmental teotion Fund) and liquidation of the
extra-budgetary economy.

4. Net transfers from the EU budget to Poland willvgiignificantly in years 2007-09, also
as a result of meeting the deadlines related towim of n+2 rule in the structural funds
under allocation for years 2004-2006 and thanKauached implementation of programmes
under the new financial perspective. The levelicgd subsidies for farmers will be gradually
reaching that of subsidies in the EU-15, pursuanhé schedule defined under the Accession
Treaty. Poland will also obtain access to a nunadferew programmes envisaged under the
new financial perspective, including programmesatesl to increase of economy
competitiveness, which is expressed also by Patandllingness to join the works of the
European Institute of Technology. In this periodntcibution to the EU budget is the most
likely to be growing in a degree close to the Gidasional Income growth rate.

5. Along with rising volumes of transfers from the E&Jcertain growth will commence of
funds for co-financing of programmes and projectsluding those originating from the state
budget. However, the growth will have no rapid elcter because of lowering the
compulsory domestic contribution and the increasthe EU contribution from 75% up to
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85% of the maximum level of qualified expendituddsoperating programmes co-financed
from structural funds. It will be possible to indkialso private expenditures under the total
amount of qualified expenditures of the operatinggpamme. Moreover, an assumption is
made that more effective absorption of the EU fuwdkresult in increased revenues of the
state budget from VAT.

6. Activities within priorities included under thWational Reform Programméor 2005—
2008are oriented to execution of the adopted strat€ébg. source of their financing, besides
resources allocated from the state budget, wilfitsé of all resources from structural funds
and the Cohesion Fund. A detailed specificatiorologjectives under th&lational Reform
Programme the implementation of which requires allocatioh fonds from general
government units, is presented in Table 17.

7. Table 7 presents basic data on the general govetnme

Table 7. Basic data of general government units

2005 | 2005| 2006E2007F| 2008F| 2009F
ESA Code bli:;:i'(;\ln % of GDP
Total revenues TR 401.0 409 4118 424 416 .0
Total expenditures TE 4251 433 437 438 426 6
Balance S13 -24.1) -25| -1.9 -1.4 -1.0 -0.

Source: 2005 — CSO, forecast for 2006-09 — Minisfrifinance

8. Until the end of March 2007, Poland can use a ttianal period during which open
pension funds are classified in the general goverminThe table below presents basic data if
OPF have been classified outside the general gmesrh

Table 8. Basic data of general government units ®PF are classified outside the general government

2005 | 2005| 2006E2007F| 2008F| 2009F
ESA Code bﬁlli_é\ln % of GDP
Total revenues TR 383.f 394 396 402 393 374
Total expenditure TE 426.2 435 435 436 424 4D3
Balance S13 -425| -43| -394 -34 -3.1 -2.9

Source: 2005 — CSO, forecast for 2006-09 — Minisfrifinance
V.2. DEVELOPMENTS ON THE EXPENDITURE SIDE

9. Table 16 illustrates the forecast changes in thim items of expenditure of the general
government in a period of 2005-09.

10.Pursuant to the draft Act on public finances, ttagesbudget expenditures that have been
adopted in the budget law and expenditures addptedsolutions of local government units
stand for the upper limit. In practice, expenditutieat have been executed by those units are
lower than their original assumptions. Other esgitithat are included in the general
government also plan the maximum level of expemegun their financial plans, and they
estimate their revenues with caution. Based orpdrrmance of revenues during the year,
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the entities adjust their expenditures amount. &foee, the adopted mechanisms assure
maintenance of discipline in expenditures.

11.The government actions will be aiming at ratioralen of expenditures and better
control thereof with respect to:

a) administration (consolidation of some units of ¢emeral government, introduction of
performance budgeting),

b) health care (effective use of resources, implentemtaof optimised basket of
guaranteed services),

c) disability pension scheme (unification of the opiaga rules between the disability
pension scheme and the pension scheme as regéedsidation of benefits size),

d) social insurance of farmers (diversification of tdoution and disbursed benefits),

e) pension scheme (reduction of differences in sizepaisions for men and women,
lower subsidies to the social insurance systemmption of professional activity).

12.The strategic goal, being a creation and maintemasfcnew jobs and reduction of
unemployment, will be executed through projectsimgmat reduction of burdens being
imposed on employees with the lowest incomes argleimentation of new organisational
and financial solutions increasing the access empioyed persons to the labour market.

Table 9. General government expenditure by function

% of GDP CrOG | 2004 2009
General public services 1 5.6 6.0
Defence 2 11 1.3
Public order and safety 3 1.6 1.9
Economic affairs 4 3.1 3.7
Environmental protection 5 0.6 0.7
Housing and communities amenities 6 1.4 11
Health 7 4.3 4.3
Recreation, culture and religion 8 0.9 0.9
Education 9 6.0 6.0
Social protection 10 18.0 14.7

Total expenditure 42.6 40.6

Source: 2004 — CSO, forecast for 2009, Ministr{Fimfance

13.By the end of December 2006, the Central Statist@ifice will have sent table 11
“Expenditures of general government by functiores’Eurostat with data for 2005. Data that
has been presented in table 9 and referring to B0@%orecast prepared by the Ministry of
Finance.

14.The general government expenditures-to-GDP rat@ jreriod of 2006-07 is at a similar
level of 43.7-43.8%, and in years 2008-09 its lewdl decline to 42.6% and 40.6%,
respectively.

15.Nominal dynamics of social expenditures in a perdd2006-09 will reach ca. 4.0%
annually. At the same time, the nominal GDP dynamitl be much higher ranging between
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6% and 8% annually. Social expenditures, calculatedercentage of GDP, fall despite their
nominal growth by 12.8% between year 2006 and 2808milar mechanism occurs in case
of employment costs the ratio of which to GDP dexdi in a period of 2006-09, despite
nominal growth by about 4.3% per annum in the aljpy@od (employment costs will grow
by about 18% between year 2006 and 2009). Higham th the previous years decline in
collective consumption to GDP in 2009 effects frira fact of having finalised expenditures
related to a purchase of a multi-task jet fightersPolish armed forces in 2008. Expenditures
related to the purchase of F-16 jet fighters astributed over years 2006-08. Health care
expenditures to GDP in 2009 will be kept at the sdevel as in 2004. However, their
nominal dynamics in years 2004-09 will reach onrage about 6.6% annually. Expenditures
for education, calculated as percentage of GDP jre@tained in 2009 at their unchanged
level compared to 2004 however, nominal dynamicshefr growth is high and reaching
6.7% on average annually in the above period. A lgigpwth of spending on education is in
compliance with guidelines of the Lisbon StrateBwrsuant to the assumptions under the
strategy, there is a requirement to remodel edutatystem in order to meet the needs of
modern economies of the member states and enablogenent the knowledge-based
economic model.
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V.3. DEVELOPMENTS ON THE REVENUE SIDE

16. A high dynamics of the general government revemassbeen recorded in the period of
2005-2006. Here are the key factors affecting tiidip finances situation in 2005 and 2006:

- good macroeconomic situation. As compared to asigiorecasts, the updated forecast
for 2006 shows better macroeconomic indicators.hWespect to 2006, a special
attention should be paid to favourable, for thenecoy and revenues of the sector,
consequences of improvement on the labour markes. projected that the average
salary in national economy will grow by 3.6% in Iré&rms, the average employment
rate will rise by 2.3%, a number of unemployed pesswill decline by 14.5%, and the
unemployment rate will reach 15.2% at the end efgériod. It is worth pointing out to
the fact that macroeconomic situation in 2005 wasse than its earlier forecast, in
particular the real GDP growth dynamics was 1.&@etage points lower than that
originally planned under the budget law. Regardiesthe above, the generated state
budget revenues were by 2.9% higher than the buddgstast (tax revenues were by ca.
0.4 % higher).

- advantageous system changes, which combined withseaous modification
and intensification of control actions effected improved tax collection. Out of
activities facilitating the improvement of work pemmed by tax and customs
administration, the following should be mentioned:

a) movement of a number of customs officers from tlestern to the eastern border
where a threat of smuggling and other operatiorsssimilar character is higher,

b) implementation of a series of tools supporting #utivities of tax and customs
administration, e.g. IT systems, improvement andlifation of customs services
organisation and management processes in the fojpareas: human resources,
investments, training, X-ray devices for screergngtainers and commercial vehicles
(being used mostly by customs officers at the easterder),

c) breaking up of a number of criminal groups opertmthe area of obtaining VAT
under false pretences and excise tax offences,

d) sealing the tax system and introduction of chamgédsgal regulations allowing for
using a number of tools and instruments for figptiax & customs crimes and other
irregularities in this area.

Activities in the aforementioned areas result inpiaved effectiveness of tax revenue
bodies in collection of due taxes, e.g. measuredabmatio of a share of delayed gross
payments in payables and a high level of revenQestinuation of such activities over the
next years will aim at reduction of a grey econcemyg at improvement of effectiveness in
collection of the public revenues.

17.The general government revenues forecasts for BOGRclude assumptions referring to
development of macroeconomic situation in natioe@nomy and a scenario of adopted
system changes in the sector’s tax and revenuensys

18. The following changes in tax system have a spéeiphct on revenues forecasts of the
general government in 2007:

- changes in PIT that envisage increasing amountaxation thresholds, tax-deductible
costs, and so-called tax-free amount,
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- high dynamics of employment (2.3%) and wages (3:6f real terms) in national
economy; a growth in this part of the tax base &aspecial impact on the sector’s
revenues due to the fact that it is a basis foemaes for various components of the
sector, in particular for social insurance conttidms, contributions to the National
Health Fund, and also the general government regenu

19.Other changes referring to the general governmergnues in 2007 are compliant with
draft budget for 2007. The major changes planne@®8-2009 in the tax system include as
follows:

- changes in personal income tax PIT, leading to @amgintation of the ,A Solidarity
State” rules that envisage introducing a tax rébefamilies with children,

- reduction of labour costs, in order to promote eyplent and reduce unemployment,
which is crucial for social and economic situatidaut also for public finances. The
employment growth, generated thanks to the loweninigbour costs, will in medium-
and long-term allow for increasing revenues of #dextor from social insurance
contributions and PIT as well as for reducing &\l of social expenditures. The above
goal will be achieved, pursuant to the parliamegntat adopted already in 2006, thanks
to introduction of two tax thresholds (18% and 3286y gradual lowering of the tax
wedge. Particularly in 2008 and 2009, disabilitywgien contribution is planned to be
lowered by 3 percentage points each year. Theibatibn being paid by an employee
and an employer will be reduced in equal propogiddhanges with respect to labour
costs burdens will positively affect income of helislds and corporate profits, which
will increase the dynamics of private consumption,the one hand and on the other
increase corporate capacities for capital accunomat

- other changes are as follows:

a) to increase of excise tax on tobacco products waithing the minimum required by
the European Union regulations (starting from 2009)

b) to increase of excise tax on engine fuels, LPG Bbaating oil in line with the CPI
dynamics, that is, maintain the level of excise laxdens on the same level in real
terms,

c) increase of VAT rates for catering services, adical foodstuffs, and food products
presently taxed with a 3% rate;

d) tointroduce a new solution for cars taxation stgrfrom 2008.

20.The changes in the tax system, planned for 200&8,on the one hand at increased
taxation effectiveness, allows to expect increasa@nues of the general government units,
and on the other hand, for making some order arutawe legal regulations to facilitate
performance of business activities by corporateerpnises (e.g. reduction of labour costs
through the lowering of disability pension conttilon, changes in depreciation rules). The
planned changes will also positively influence loeiseholds sector thanks to reduction of tax
burdens (e.g. in PIT: a tax relief for families kvithildren, indexation of tax thresholds and
tax-free amount, introduction of two lowered taxem reduction of disability pension
contribution).

21.1t should be stressed that any arising surpluseofopmed over the planned revenues is
allocated for reduction of the general governmesiitcd.

22.A share of total revenues of the general governnret@DP over 2006-08 period will
range from 41.8% in 2006, 42.4 % in 2007, and #4.6n 2008. However, in 2009 the
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revenues are projected to seriously decline dowtDtd % of GDP. There will be changes in
revenues structure in the overall analysed peridte largest change refers to revenues
generated from social insurance contributions. élide from 13.4% of GDP in 2006 down to
11.7% of GDP in 2009 will result from a reductioh tbe ,tax wedge”. It is worthwhile
stressing that the planned government actionsefféict in a considerable lowering of fiscal
burdens from respectively 36.3% in 2007 down t&%tof GDP in 2009.
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VI. SUSTAINABILITY OF PUBLIC FINANCES

1. Poland has prepared forecasts of long-term penskpenditure until 2050 within the
work of the Economic Policy Committee (EPC). Theetast covers the following pension
systems: employees, farmers and supply systemridormed services. The forecasts are
based on the commonly agreed macroeconomic assumapand on the demographic
forecasts prepared by Eurostat in cooperation w#mographists from Member States.
Preliminary forecasts results of the expenditurehtealth care, long-term care, are presented
in Table 10. The forecasts of other expenditurer-hkealth care, long—term care, education
and expenditures related to labour market are othyr@repared by the Commission on the
basis of the assumptions and methodology agreed.

2. The following models have been used for the prejmraf the old-age pension forecast:

a model prepared in the Social Security Institujoommon pension system), and a model
prepared for the Ministry of Labour and Social Pplby the Research Institute for Market
Economy on the basis of the “Social Policy Budgetbdel (social security system for

farmers, supply systems and pre-retirement bersfgem).

3. According to the forecast, the ratio of public exgkure for retirement pensions to GDP
should gradually decrease from 13.7% in 2005 to léwel of ca. 9.3% in 2038The
declining expenditure level is a consequence o pension scheme implemented since
1999. As a result, the pensions granted after 20D@epend on the level of the contributions
paid and on retirement age (including rights aagliibefore 1999 in the form of initial
capital). This means that a higher effective retgat age has been assumed for the
calculations; in 2004 it was only 58.7 for men &gdfor women.

12 Calculations include disbursement of old-age perssifrom the capital part of the scheme. The hereto
presented data was based on a forecast, prepategta and adopted by the Population Aging Workangup
(pursuant to th€€ode of Conducatequirement). Therefore, they do not take into maration the amendments
enforced by 27 July 2005 Act on retirement andhdigg pensions from the Social Security Fund (ceming
retirement pensions for miners, and extensionsadf eetirement period according to the currenesuby the
end of 2007).
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Table 10. Long-term sustainability of public finanes

2005 2010F 2020F 2030F 2050F

Expenditure
Age-related expenditure 18.6 15.2 12,8 12, 12.4
Retirement and disability pensions 137 1143 9. 49 9.3
SFéigrrﬁgwent and disability pensions from social 13.7 113 97 92 8.0
Retirement and early retirement pensions 111 D.4 4 B 7.9 6.6
Other pensions (disability, survivors) 2.6 2.0 13 1.3 1.4
Pension Schemes for Employees - - -
Retirement pensions from the obligatory capitat par

of the syster?? 0.0 0.0 0.1 0.3 1.3
Health care 4.1 4.3 4.7 5.0 5.4
Long term health care 0.1 0.1 0.1 0.1 0}2
Education expenditure 4.9 3.9 3.0 3.0 31
Other age-related expenditures 0.0 (0](0] a. 0. D.0
Interest expenditure 0.0 0.0 0.0 0.0 0.0
Revenues

Property income

Contributions 9.3 9.7 10.1 10.1 10.1
th){eStilr:ement and disability pension contributiongdpal 78 8.0 8.1 79 79
tl?}itigsgg%t insurance contributions in capital pért g 14 17 20 21 21
Assets of Open Pension FuRds 8.3 155 33.1 50.7 84.5
Assets of Demographic Reserve Fihd 0.2 0.4 0.3 0.4 0.5
Labour productivity growth 4.2 3.6 3.1 2.1 1y
Real GDP growth 3.3 5.0 3.2 2.2 0.4
Participation rate males (aged 20-64) 77|18 79.9 .182 84.0 81.7
Participation rate females (aged 20-64) 651 67.0 137 74.4 70.3
Total participation rates (aged 20-64) 714 734 776 79.2 76.1
Unemployment rate (aged 15-64) 18. 15(8 9. T o .
Population aged 65+ over total population 13|11 513. 18.2 22.6 29.4

Source: Ministry of Labour and Social Policy, résDP growth and unemployment rate in 2005 - MinisifyFinance

estimates.

a) In Poland there are both voluntary pension selseior employees and the obligatory capital system
b) Demographic Reserve Fund and Open Pension Funds.
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VII. I NSTITUTIONAL FEATURES OF PUBLIC FINANCES
VII.1. NATIONAL BUDGETARY RULES

1. Fiscal policy issues, being a significant part ocdr@omic policy of the State, are reflected
in the Constitution of the Republic of Poland, vas Acts, Laws, and other subordinate
regulations e.g. ordinances.

2. The most important budgetary rules of legislatiharacter include the competence rules
and rules concerning the public debt related #mithe rules have not been changed
compared to the previous update of @@vergenc®rogramme

3. Along with rules of legislative character there aftso binding rules effecting from the
strategy adopted by the government. The most irmpbrule that has been introduced by the
government is the so-called “budgetary anchor”. Tile envisages that the State budget
structure has to assure maintenance of the Stdtgebdeficit fixed at level of PLN 30 billion
per year. Introduction of the rule provides a gotga that in present economic conditions, the
budget deficit-to-GDP ratio — calculated in comptia with the domestic methodology — will
be systematically declining. The rule was appliedtie first time in the State Budget Act for
2006.

VIl.2. GENERAL GOVERNMENT STATISTICS

4. The inter-ministerial Team for general governmadatistics, appointed by the President
of the Central Statistical Office, has already beeerating for more than two years. It has
been a period of very intensive works aiming aeagrg on a common methodology for three
institutions: Central Statistical Office, Ministof Finance, and the National Bank of Poland,
for preparing general government data statistics.

5. During the meetings the Team members have solveady meethodological problems.
First of all:

- amethod for registering social security contribng has been determined,
- an algorithm of transfer from the cash data towaladata has been determined,

- works on defining the registration methods in stats of transfers between Poland
and the European Union have been continued,

- the analysis of primary sources of data, used feparing quarterly and annual
financial accounts of the general government, leen prepared,

- works aiming at assurance of conformity of finah@acounts with non-financial
accounts and with notifications of deficit and palglebt have been launched.

6. Results of methodological works, carried out by Team during their meetings, have
already been used by CSO while preparing non-fie&accounts of general government and
notifications of deficit and public debt, as wedl lay the Ministry of Finance when preparing
statistics for the International Monetary Fund &mecasts for the @vergence Programme

Introduction of new methodological solutions hagngicantly improved the quality of data in

the area of the public finance sector. Efforts e torking group to complete the priority
objective, namely to determine methodology of thenegal government revenues and
expenditure pursuant to ESA’95, have been continAgigdw more key issues still require to
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be solved, such as: capital injection operatioras)sfers between Poland and the European
Union, and a scope of the sector. Then the Tearhstatt working on methodology and
definition of data sources used for preparing gqbrtand annual financial accounts of the
general government and notifications of deficit gudlic debt.

VII.3. OTHER INSTITUTIONAL DEVELOPMENTS IN RELATION TO PUBLIC FINANCES

7. The government decision to carry out a long-terrforre of public finance, was
accompanied by submission to the Parliament oh# éict onamending the Public Finance
Act and some other acts the Parliament. The draft Act reflects the wopesformed to
improve transparency, effectiveness, simplifiaatiand consolidation of a number of public
finance management procedures, and concerns foieetfand smooth implementation of the
reforms. Execution of the objective that has beefmdd in this way is to be facilitated by a
wide range of basic and possible for implementatistarting from early 2007 - actions, out
of which a special attention should be turn on sgbion of draft budget plans of agencies
and other state legal entities in a form of appendia draft budget act and inclusion of the
EU funds under the State budget.

8. As a part of the planned reform and in order toaase effectiveness and efficiency of the
State budget expenditure, the Polish governmentdbagled to change the present budget
system for performance budgeting. The reform thatsages implementing the Performance
budgeting will have a crucial meaning for expenditypolicy of the general government.
Works over assumptions to the performance budgetiane been started at the central
government level according to ti@heap and Efficient Stajgrogramme. Implementing the
performance budgeting will mean:

- implementation of a new budgetary procedure,

- implementation of a new management system for pdislance sector entities, based
on the concept of performance-oriented management,

- implementation of IT system supporting the managenué public finance sector
entities and allowing for monitoring the executiohobjectives being carried out by
those entities,

- full implementation of accrual accounting and c@stsount.

9. The Council of Ministers has adopted, in a fornredolution, guidelines of methodology
for preparing budgets in their performance-orientedm and a work schedule for
implementation of the performance budgeting. Thekwschedule for the performance-
oriented budget implementation has been adjustethdoneeds identified in progress of
conceptual and pilot works. Methodological assuondiwere prepared and the analysis of
adopted foreign solutions was completed in Oct@0&6. Further work phases will involve:

- implementation of the so-called pilot project (2€81008), requiring participation of
selected ministries and local government bodiesillinvolve testing possibilities for
applying theoretical and foreign solutions in Polonditions. Results of pilot works
referring to preparation of the budget for the Mirny of Science and Higher
Education in performance-oriented layout have begessented in a justification to
draft budget act for 2007. Budgets for Ministryl@bour and Social Policy, Ministry
of Health, and Ministry of National Education wile prepared in their performance-
oriented layout by the end of 2006. At the starR007, performance-oriented plans
will be prepared for selected provincial governmdmidies. In 2007, the pilot
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implementation of the performance-oriented budggit eover further ministries at
which evidence and reporting is also to be ruthhegerformance-oriented layout;

transitional phase in implementation of the perfance-oriented budget (2009-2010)
where the performance-oriented budget and thetimadi one will function in parallel
with respect to three types of bodies: ministr@®yvincial government bodies, and
Local Boards of Appeal (LBA). This phase will enabhtroduction of required
changes and further improvement of the new budgetiethodology;

total resignation from a budget in its traditiofekssical) form and transfer into only
performance budgeting approach after year 2011,

further dissemination of the system to cover ofhdslic finance units - preparation of
performance-oriented budgets at all units of theegament and social security sub-
sector (2011-2012);

implementation of performance budgeting in all logavernment units (starting from
2012).
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Table 11. Macroeconomic prospects

STATISTICAL ANNEX

ESA 2005 2005 2006E 2007F 2008H 2009
Code Level rate of rate of rate of rate of rate of
change change change change change
1. Real GDP ( PLN billion) Bl*g 864.7 35 5.4 5.1 5.1 5.6
2. Nominal GDP ( PLN billion) Bl*g 980.7 6.2 6.0 6.9 7.4 8.1
Components of real GDP
3. Private consumption expenditure P.3 544.3 1.9 4.8 4.0 4.6 5.6
4. Government consumption P.3 154.7 53 1.9 3.4 3.0 15
expenditure
5. Gross fixed capital formation P.51 169.2 6.5 12.0 12.0 12.0 11.
6. Changes in inventories and net P.52
acquisition of valuables (% of GDP) +P53 9.2 11 08 0.9 0.9 08
7. Exports of goods and services P.6 306.7 8.0 16.1 8.1 7.2 6.9
8. Imports of goods and services P.7 319.8 4.7 154 9.6 9.0 8.1
Contribution to real GDP growth

9. Final domestic demand - 2.4 55 5.8 6.0 6.3
10. C_hg_nges in inventories and net P.52 + ) 09 03 0.2 0.0 0.0
acquisition of valuables P.53
11. External balance of goods and B 11 ) 10 0.0 07 09 07
services
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Table 12. Labour market developments

ESA 2005 2005 2006E 2007F 2008H 2009
Code L rate of rate of rate of rate of rate of
evel
change change change change change

1. Employment (thousands 14 116 2.3 3.9 1.4 1.8 2.0
of persons)*
2. Unemployment rate***(%) 17.7 17.7 14.1 12.3 10.5 8.8
3. Labour productivity 69.5 1.1 1.5 3.6 3.2 3.5
(thousands of persons)****
4. Compensation of employees (PLN D1 364.3 5.9 7.1 6.9 7.7 7.6

million)

* Average number of employed persons according to(I5S/ears and more).
** Due to a new methodology, the level of employmsons in 2006 is incomparable to data for yeack;b

rate of change — estimates of MF in comparabialitions.
*** Harmonised definition, Eurostat; levels.
**+* Real GDP per person employed.

Table 13. Price developments

ESA 2005 2005 2006E 2007F 2008F 2009F
Code Level rate of rate of rate of rate of rate of
change change change change change

1. GDP deflator - 2.6 0.5 1.7 2.2 2.4
2. Private consumption deflator - 2.2 1.2 2.2 26 24
3. HICP - 2.2 1.4 2.1 2.5 2.5
4. Public consumption deflator - 3.8 1.1 2.1 25 25
5. Investment deflator - 0.3 15 2.5 2.5 2.5
6. E)_(port price deflator (goods and i 26 05 10 15 15
services)
7. Irr_1port price deflator (goods and i 37 13 20 20 15
services)

47



Table 14. Sectoral balances

% of GDP Ej{f; 2005 2006E 2007F 2008F 2009H
3\,-0'::? lending/borrowing vis-a-vis the rest of the B.9 14 16 18 29 57
of which:
- Balance on goods and services 03 0-5 L7 21 3.2
- Balance of primary incomes and transfers 1.5 1.4 0.9 0.6 0.5
- Capital account -0.3 -0.3 -0.7 -1.1 -1.0
2. Net lending/borrowing of the private sector 8.9/ 11 0.3 -0.4 -1.2 2.1

EDP B.9
3. Net lending/borrowing of general government B.9 -2.5 -1.9 -1.4 -1.0 -0.6
4. Statistical discrepancy - - - - -
Table 15. Basic assumptions
2005 2006E | 2007F| 2008F  2009F
Short-term interest rate* (annual average) 5.3 4.1 4.6 5.2 5.3
Long-term interest rate (annual average) 5.2 5.3 5.3 5.4 5.4
Nominal effective exchange rate -11.3 -3.1 -0.8 -1.0 -1.0
(orcounres ot euo s ror n SR | aon | am | aso | am| e
World excluding EU, GDP growth 5.6 5.7 5.2 5.2 -
EU GDP growth 1.7 2.8 2.4 2.4 -
Growth of relevant foreign markets 7.5 10.8 7.9 7.4 -
World import volumes (excluding EU) ** 7.3 8.8 8.2 7.7 -
54.1 65.6 66.3 68.0 -

Oil prices (Brent, USD/barrel)

* NBP reference rate (yield on 7-day NBP money malkks).
** \VVolume of world imports of goods and services
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Table 16. General government budgetary prospects

ESA Code 2005 200% 2006E | 2007F | 2008F | 2009F
PLN

0,
billion % of GDP
S13
General government balancgB9) -24.1 -2.5 -19| -14 -1.0| -0.6
Central government S1311 -43.0 -4.4 -4.4 -4.3 -3.9 -3.p
Local government S1313 -1.7 -0.2 0.2 0.3 0.2 0.1
Social security funds S1314 20.6 2.1 2.3 2.5 2.1 2.8
General government
Total revenue 401.0 | 40.9| 41.8] 424 41.6 400
Total expenditure 425.1 | 43.3| 43.7] 438 426 40p
Balance -24.1 -2.5 -1.9 -1.4 -1.0 -0.4
Interest  expenditure (including
FISIM) 25.2 2.6 2.4 2.4 2.4 2.4
p.m.: FISIM 0.0 0.0 0.0 0.0 0.0 0.0
Primary balance 1.1 0.1 0.5 1.0 1.4 1.7
Revenue ESA 401.0 409 | 41.8| 424 41.6 40.p
Total taxes 202.3 | 20.6| 22.0f 225 229 22p
Taxes on production and imports D2 133.7 | 13.6| 134 137 141 141
Current taxes on income, wealth, etc. D5 68.4 7.0 8.6 8.8 8.8 8.3
Capital taxes D91 0.0 0.0 0.0 0.0 0.0 0.(
Social contributions D61 134.0 | 13.7| 13.4 134 125  11)7
Property income D4 18.9 1.9 1.6 1.8 1.8 1.7
Other 47.8 4.7 4.8 4.7 4.4 4.
Fiscal burdens 332.8 | 339| 359 36.3 359 34p
Expenditure ESA 4251 | 43.3| 43.7| 438 426 40p
Collective consumption P32 78.4 8.0 7.8 7.8 7.5 7.0
Total social transfers 2545 | 26.0| 25.3 24.8 241 230
- Social transfers in kind D63 100.6 10/3 10.0 010. 9.6 9.1
- Social transfers other than in kind D62 1539 .71 15.3| 14.8| 14.5 13.9
Interest expenditure (incl. FISIM) D41 (FISIM)| 25.1 2.6 2.4 2.4 2.4 2.4
Subsidies D3 5.6 0.6 0.9 0.9 0.9 0.9
Gross fixed capital formation P51 33.2 3.4 3.8 4.6 4.3 4.7
Other 28.3 2.7 3.5 3.3 3.4 3.1
Costs related to employment D1 98.8 10.1| 10.3] 10.1 9.5 9.(

Source: 2005 — CSO, forecast for 2006-09 — Minisfrifinance

The data was calculated with an assumption thatpatsary open pension funds are classified in theegd
government.
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Table 17. Impact of the National Reform Programme o public finances

Priorities No. of Implementation Direct budgetary costd
guideline Activity
Curentstatus | TiMe | 2006E | 2007F | 2008 2009f
1;2 i).lzs.témprovmg farmers’ social insura planned 2006-08  0.009 000%  0.000%
1. Consolidation of public| ~ 1;2|1.4. Continuation of the healthcare |, ay executeql 2006-08| 0.00%| 0.00%  0.00%
inance and improving organisation reform
public finance 1;2 |1.9.IT development in public finance .
management partially executed 2005-08 | 0.00%| 0.00% 0.00%
12;13 1.1_1. Directing state aid towards planned 2005-08  0.759 070%  0.65%
horizontal goals
14 2.2. Simplification of administrative
procedures and lower costs of businepartially executed 2006-08 | 0.01%| 0.01% 0.01% 0.00p6
activity
2. Development of 14 |2.3. Improved administration of justige in progress
entrepreneurship in econrc))mic cases : (onggingg] work) 2006-09] 0.00%)  0.00%  0.00% O'qu/o
15 2.6. Financial strengthening of the logn, ) i
guarantee and Capita| funds pal’tlally executegSince 2005 0.03% 0.03% 0.03%5 0.02
8;9 |[3.1. Development of innovation market
g‘c‘?"'tg?itr']tgté%r;?e‘?gggﬁ”brgggl‘;en g Partially executedSince 2005 0.01% | 0.01%| 0.00% 0.00%
and the economy
7 3.2. Supporting of research and : . L o o o
3. Increased enterprise development area partially executedSince 2005 0.01% | 0.01%| 0.01% 0.01%
innovation 8 3.3. Development of ICT in economy
and administration partially executegSince 2005 0.01% | 0.01% | 0.01% 0.01%o
11 3.4. Facilitating of eco-technologies,
supporting of energy efficiency and | partially execute@Since 2005 0.02% | 0.02% | 0.02% 0.02%6
cogeneration
16 4.1. Creating a modern transport .
4. Infrastructure network (roads, local public transporf, " p.“’gressk Since 2005 0.38% | 0.35%| 0.33% 0.30%%
development and upgrade railways, airports, seaports) (ongoing work)
and ensuring competitive| 16 [4.4. Support for the development of . . L
environment in network renewable energy sources ( RES) partially executegSince 2006 0.00% | 0.00% | 0.00% 0.001f)
sectors - ; At ;
12,13 |4.8. Liberalisation of railway transpoft . o ecutedsince 2005 0.03% | 0.020%| 0.029 0.00%
17 5.2. Implementing new organisational
and financial solutions in order to
increase access to labour market inprogress |c.. o 5006 0.02% | 0.02%| 0.0294 0.02d6
services provided for the benefit of the (ongoing work)
5. Creation and retention unemployed, jobseekers, and employers
of new jobs and reducing
of unemployment 19;20 |5.5. Activating persons from groups
particularly underprivileged in the partially executeqSince 2006 0.06% | 0.06% | 0.06% 0.06%6
labour market
19; 20 |5.6. Professi | activati f th
N ebleg oonal actlvaton oTE | partially executegSince 2006 0.16% | 0.16% | 0.16% 0.16¢
. 4 6.1. Increasing flexibility and )
6. Improving the diversification of employment forms | , """ PrOI'€SS Igin06 2006 0.06% | 0.06% | 0.06% 0.06%
adaptability of staff and and work organisation (ongoing work)
enterprises and investing 2324 16.2. 1 inq in h il - 5
in human capital ’ 2. Investing in human capita (ongo'i?] g’\f{g:ﬁ)s Since 2006 0.10% | 0.01% | 0.00% 0.00f6

1) The above data includes all the financial co$tpriorities, that is, budgetary funds, money fréoans, and financial
resources from structural funds and the Cohesionl FGosts for years 2007 - 2009 do not cover oy @grogrammes for
2007-2013, because as at the day of preparatitmreddpdate they have not been adopted by the Clooiniglinisters yet
(no financial statement available).

Source: Ministry of Economy, and Ministry of Latemd Social Policy
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