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INTRODUCTION

According to the provisions of the Stability ando@th Pact, the Member States which have
adopted the euro are obliged to submit updatedlisggirogramme updates each year to the
Council. The Member States which have not adoptedcommon currency are obliged to
submit updated convergence programmes to the Aounci

The latest update of the Polish Convergence Pragemas approved by the Government of
the Republic of Poland on 16 October 2007. The 2Q@iate reflects the draft 2008 budget act
approved by the Council of Ministers on 25 Septan®@7 and transmitted to the S&jm
Given the present political situation and early liparentary elections,Convergence
Programme — 2007 Updateill be discussed by committees at both housdkeoParliament of
the 6" term of office.

The format and the content of the Programme confiarithe guidelines on the format and
content of stability and convergence programmeseearby Economic and Financial
Committee of the European Union in September 2005.

The Convergence Programme 2007 Updaehe fourth update of the programme sent in
2004. It contains a macroeconomic projection ferybars 2007-10, presents actions taken by
the Government in the field of public finances dhelir effects on the consolidation path of
the general government in this period.

! Council Regulation (EC) No 1055/2005 of 27 Jun®®@mending Regulation (EC) No 1466/97 on the
strengthening of the surveillance of budgetary tpmss and the surveillance and coordination of ecoic
policies.

2 The presented forecasts are fully consistent with 2008 budget act assumptions, however, they do no
account for the latest revision of the Central iStiaal Office (GUS) data of 1 October 2007 for ioasl
accounts (except for data referring to general gowent, calculated according to the new nominal G@Rhe
years 2006-10: PLN 1,060.2 bn; PLN 1,159.4 bn; PL)255.2 bn; PLN 1,355.2 bn; PLN 1,459.6 bn
respectively).



I. OVERALL PoLicY FRAMEWORK AND OBJECTIVES
.1. FRAMEWORK

Favourable macroeconomic conditions, in particutdable public finance and high

employment rate, are necessary for the economicypta face the challenges of the Polish
economy, such as making it modern and competithaproving the condition for technical

and social infrastructure, enhancing rural develepnand regional and social cohesion.

The Convergence Programme should first of all stppe improvement of the quality of the
Polish public finance. These are not only the gangovernment balance and debt
developments that should be taken care of butthksefficiency of public finance. Therefore,
apart from striving for low deficit and debt, instional enhancement is necessary to
transform the public finance sector into a modefficient and economical sector.

Achievement of the objective is to be supportedh®y draft public finance reform prepared
by the Ministry of Finance and sent to the Parliat@nd the pilot project on the task-oriented
budget. Such changes, together with tight budggilagions and rules governing the budget
process in Poland, will enable to improve efficienaf public finances, the control of
expenditure especially. These will be achieved byroduction of modern rules of
organization and operating of public finances.

[.2. OBJECTIVES OF MACROECONOMIC POLICY

Maintenance of fast and sustainable economic grawthincrease in employment leading to
the improvement of the level and quality of thezeihs’ standards of living, remains the
priority of the Government’s economic policy. Thelipy is also oriented towards ensuring
the achievement and then maintenance of the langiecal balance through the reduction
of general government deficit and debt to GDP satibwill be conducted in the environment
of high economic growth and increasing employmeit @n the other hand, of systematically
growing level of resources for co-financing of tB& projects, and costs of implemented
necessary structural reforms, pension and labairreéorms in particular.

Striving for a better structure and quality of paldfinance will allow meeting the Council

recommendations on excessive deficit and abrog#tegxcessive deficit procedure in 2008
and further to achieve medium-term budgetary olbjectAs a result, within the horizon

covered by the update, Poland will meet nominalveogence criteria, including the fiscal

criterion. The exchange rate and legal convergemiteria remain an exception as due to
formal reasons they cannot be met right now.

The Government has never declared the official é&téoland’s adoption of the euro. The
priority was to set up a realistic scenario for timge nominal convergence criteria, being
optimal for real convergence and taking into actdbe pace of fiscal consolidation. Basing
on the latest forecasts of the general governmew¢ldpment in the years 2008-10 Poland
will meet the fiscal convergence criterion. At game time it is expected that Poland will still
meet the price stability and long-term interese raiteria. The volatility of the zloty against

the euro will also be lessening. Increasing nomaaalvergence will be accompanied by real
convergence, maximizing the benefits from the adopdf the common European currency
by the Polish economy. The evaluation of the realvergence will enable to set the date for
the adoption of the common currency.



|.3. FISCAL POLICY IN THE EUROPEAN CONTEXT

As a Member State of the European Union, Polandicgzates in the coordination of
economic policies. This relies mainly on the impégration of theBroad Economic Policy
Guidelinesincluding Council recommendations for the entire) Bnd for the individual
Member States with respect to macroeconomic andctatal policy. The manner of
implementing macroeconomic recommendations, mamlggetary ones, is presented in
detail in the stability and convergence programswdamitted to the European Commission.
Such programmes and their annual updates are stbjge Council opinion.

In its opinion on the previous Convergence Progranupdate the Council recommended
mainly that Poland corrected the excessive defic007. The recommendation to correct the
excessive deficit in a credible and sustainable ima3007 was repeated in the new Council
recommendation under Article 104(7) of the Treasyablishing the European Community
(TEC), issued in parallel under the excessive defimcedure. This was accompanied by
calling upon Poland to reduce a structural debgitat least 0.5 percentage points of GDP in
2007.

The 2006 update of the Convergence Programme firdwareduction of general government
deficit to 3.4% of GDP in 2007. However, accordilogthe latest projections, the general
government deficit in 2007 will be significantlyver, accounting for 3.0% of GDP. This

supports the expectation of abrogating the excessaficit procedure for Poland in 2008. The
general government debt will remain below 50% offG@nd thus much below the reference
value in the entire projection period. Moreoveg #stimated improvement of the structural
deficit in the current year will exceed 0.5% of GBdguired by the Council recommendation
and the Stability and Growth Pact. After the abtimgaof the excessive deficit procedure
Poland will take further actions aimed at achievihg medium-term budgetary objective
(structural deficit of 1% of GDP). Detailed estimatof the general government deficit,
structural deficit and general government debt Wwél presented in the further part of the
Convergence Programme update.

Considering the long-term impact on the economy podlic finance, the Government
introduced a substantial the tax wedge cut. Reoludi social contributions together with
changes in the personal income tax should corgrittuin improvement of the labour market and
strengthen upward trends in the economy, at the siame limiting the scope of hidden economy.
Reduction in the tax wedge also means implememtaifothe recommendation for Poland
formulated in this year’s update of tBeoad Economic Policy Guidelines.



. CURRENT ECONOMIC SITUATION AND OUTLOOK
[I.1. CYCLICAL DEVELOPMENTS AND CURRENT PROSPECTS

Right before the last developments on the finangiarkets, the world GDP growth was
relatively high, mainly due to the fast expansiohtlee emerging markets, in Asia in
particular. Turbulences on the financial marketgateely affected the consumer and
business confidence indices. Their still high leveliggest however, that the expansion of
business activity will continue this year thoughaitower pace. As a result, the world GDP
growth in 2007 is expected to be lower than in 2@B6ugh still close to 5%, being a good
result from the historical perspective.

Polish macroeconomic situation is very good, widthabhced and dynamic economic growth
and inflation maintained below the NBP inflatiorrget. The stable and sound financial
system prevented Poland from the negative influexicde turmoil on the world mortgage
markets. The national accounts data for the firstnsonths of 2007 together with the
assumptions of the indicators influencing the eooisogrowth, show that the GDP growth
rate will accelerate against 2006. The real GDRvtitan 2007 should equal 6.5% against
6.1% in 2006. High GDP growth is the consequencthefsustained recovery of domestic
demand, resulting from both acceleration of investtnand recovery of the households’
consumption demand.

A positive stimulus to household consumption deman2D07 are favourable changes on the
labour market, reflected both in the increase igegaand employment, which translates into
a significant improvement of households’ fiscahs& An additional trigger for consumption
is the lowering of the pension contribution paidtbg employee by 3 percentage points from
July 2007 onwards. It is expected that further ghoim the household borrowing, including
both mortgage and consumption loans, will contimu€007, with a slightly lower gross
household savings ratio. It should be stressed henvehat the indebtedness of Polish
households is still at a very law level as comparedother EU economies. The total
household indebtedness to GDP ratio at the end0066 Zaccounted only for 17.3% and
mortgage loans to GDP ratio for some 6.6% at tlikoér2006.

Among factors triggering investment demand, théowihg should be stressed in particular:
great interest of foreign investors in investingHoland, high rate of capacity utilization,

growing labour costs against costs of capital, hegimsumption demand and increasing
absorption of the EU funds. The growth of expor2007 will be lower than in 2006, inter

alia as a result of the forecasted weaker growtthe Polish export markets.

Dynamic growth of domestic demand leads to dynagn@wth of imports and increasing
trade deficit (goods and services), which for 2@0&stimated at 2.2% of GDP. The share of
the developing countries in imports is growing systically.

Data related to labour market for the first half2007 confirm that the situation has greatly
improved. In 2007 as in 2006, labour dentagws at a very high rate (employment rate for
people aged 15-64 increased from 53.0% in 20054t6% in 2006 and to approximately
57.0% in 2007). For the second year in a row angtdrop in unemployment is observed (by
23% in 2006 and approximately 32% in 2007). Theescd reduction of unemployment

¥ Employment (LFS, 15 and more).



exceeds, however, the increase in employment,tieguh decreasing economic activity of
the populatiofi Low activity remains one of the main problemstaf Polish economy.

Continued high economic growth and growing tensiams the labour market both
accompanied by the risk of strengthening of th&iidnary pressure inclined the Monetary
Policy Council (MPC) to raise NBP interest rateseéhtimes from January to September
2007. As a result, the reference rate increasddr&o.

Inflation in 2007 remains under control despite hhigconomic growth, improved labour
market conditions and high dynamics of food prieesulting from weather conditions and the
situation on the international agricultural produtarkets. Its upward trend can however be
noticed. In most of the months of 2007 the annuRll €ayed below the NBP inflation target
(2.5%). Also core inflation measures still remaw!

[1.2. MEDIUM -TERM SCENARIO

The baseline scenario assumes the orderly adjustpnecess on the international financial

markets and no crisis will occur. However, it igpegted that the growth rate of the world

GDP will be subject to further decrease next ydae, to e.g. the United States growing below
potential and the weaker than the previous yeaamsipn in the euro zone. The growth of the
global economy will remain relatively high in therécast horizon. In the assessment of the
global economy developments the downside risksgir@ver the upside ones. This may

result in the actual scenario being worse than eepe In particular, the risk of a stronger

deterioration of economic condition in the Unite@t8s, resulting from weaker consumption,

increased, which implies greater threat for theolhaan Union economy and, consequently,
for the growth rate of imports on the Polish expuodrkets. Moreover, it is expected that olil

prices will remain high.

A medium-term forecast for Poland shows slowing da# the average real GDP growth in
the years 2008-10 against the growth observedarnydars 2006-07. In 2008 the GDP will
growth at the potential growth rate estimated fogpraximately 5.5%. It is expected that the
positive output gap will be closing within the foest horizon. Considering the fact that the
size of the output gap will not be large (approxieha0.2 percentage points on average in the
years 2008-10), potential additional inflation m@® related to this gap should not be strong.
What is more it will be additionally mitigated byffects of globalisation and expected
appreciation of the zloty.

The growth rate of households’ consumption willdbightly higher in 2008 (6.2%) than in

2007 owing to further decrease in the tax wedge additional trigger for the consumption
increase in 2008 will be high accumulated indexatibpension (in 2007, in accordance with
the statutory mechanism, pensions were not sutgectlexation).

Investments in the years 2008-10 will be markedabyavourable assessment of Polish
economy development by entrepreneurs, maintainedveey of domestic consumption
demand and overlapping EU payments from finana@aspectives for the years 2004-06 and
2007-13, in the view of their growing absorption.

In 2008 further growth of imbalances in foreigndigas expected, up to 3.7% of GDP due to
the maintained higher growth rate of imports thapoets. Increased imports will contribute

4+ Economic activity rate for population aged 15 armtendecreased from 54.9% in 2005 to 54.0% in 20@6ta
approximately 53.8% in 2007.



to the increase in the current account deficitaugpdme 4% of GDP in 2007 and over 5% in
2008. In the years 2009-10 average real export thrasvforecasted to reach some 7%, and
growth of imports at some 7.5%. Polish economy wjien further to the foreign trade. The
increase in the current account deficit up to 6.680GDP will result mainly from the
widening trade deficit and still significant deticin the income account. High imbalance will
not threaten macroeconomic stability, owing to iaadle financing structure of the deficit,
with prevailing foreign direct investments.

Increased consumption and investment demand, stimgleconomic growth in the years
2008-10, will contribute to the growing labour derdaincluding the increase in new work
places. Lowering of tax wedge will indirectly, tlwgh favourable impact on domestic
demand, contribute to the strengthening of lalm@mand. Therefore it is assumed that the
growing labour demand present in the years 200&40€ontinue. It is estimated that in the
years 2008-10 employment will increase by approt@iya0.7 million. Moreover, it is
assumed that the fast growing salaries will becamecentive for active participation in the
labour market, which will be reflected in the enbeah willingness to seek and take up jobs.
Considering the above assumptions, it is estimttatdthe unemployment rate will decrease
from 13.8% in 2006 to approximately 4.8% in 201€c(ading to LFS data).

The forecasts of the NBP interest rates assumaritthe years 2008-10 the MPC decisions
on the central bank interest rates will be madeiénv of maintained risk of the increase in
inflation pressure due to high growth of domesemdnd and unfavourable relation between
the increase in labour productivity and salarieshim Polish economy. The expected further
tightening of monetary policy should allow mainiagp inflation within the tolerance range
for deviations in the monetary policy transmissnamizon.

Forecasts of the exchange rate in the years 20@&<ime further gradual appreciation of the
zloty, mainly resulting from strong macroeconomauridations of the Polish economy,
increased attractiveness of assets denominateleirPolish currency consequently to the
tightening of the MPC monetary policy and inflowfofeign direct investments to Poland.

In 2008, the average annual CPI will be similathe expected for 2007 and will equal to
2.3%. The inflation will be influenced, on the ohand, by high dynamics of domestic
demand and improved labour market conditions, tiesuin the increased labour costs, and
on the other hand, by the expected appreciatiorthef zloty, globalisation processes
contributing to lower prices of goods subject toosg international competition, and

tightening of the monetary policy. In subsequerargethe aim of the monetary policy will be

to strive for stabilizing the inflation at the MRdlation target level, i.e. at 2.5%.

[1.3. GROWTH IMPLICATIONS OF MAJOR STRUCTURAL REFORMS

The Government proposing one of the most impoamuictural reforms, i.e. the lowering of

non-payroll labour costs (reduction of the tax weddgook into account the objectives
formulated in the Lisbon Strategy. The governmemicentrated in particular on the priorities
of the renewed Strategy, i.e. increase in the anomgrowth and employment, as well as the
key importance of the increasing employment in thedium term for the sustainable

achievement of the medium-term budgetary obje¢tW&0). The launch of this mechanism

has been also formulated in this year’s editiotheBroad Economic Policy Guidelines

The implemented reform is of vital importance wizevery low employment rate in Poland is
considered. The employment rate in 2006 equalle8%4the Eurostat data), which was the
lowest rate in the EU. In addition, tax and taxatetl burdens in Poland are definitely higher
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than in other EU Member States. High tax wedgetéinmiotential employment or shifts
Chart 1. Tax wedge in 5 selected EU countries in 28

employment to the shadow economy, which does noerg¢ée revenues of the general
government. However, the implemented reform invelsabstantial reduction of the general
government sector’s revenues and negatively aftbettevel of deficit in the short-term.
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The tax wedge reduction was started in 2007. Betaid the schedule of the reform are
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presented in the box below.
® For a single person without children earning 6 7%he average wage.




Mechanism and stages of the tax wedge reduction Foland

Reduction of labour burdens by the personal inctameand social insurance contributions (tiax
wedge reduction) was implemented in two stages.

Firstly, by way of amendment of the act on persamadme tax of 16 November 2006, indexatipn
of tax thresholds, tax allowance and deductibldscass recovered in the personal income [tax
from 2007. Moreover, from the beginning of 20090ttax rates of 18% and 32% will Qe
introduced (with one tax threshold amounting to P&4N426, tax allowance amounting to PLN
556.02 and deductible costs amounting to PLN 1,335)

Secondly, the amendment of the act on social insgraystem adopted by the Sejm on 15 June
2007 introduced two-stage reduction of pension ridmutions (i.e. disability pension, survivals’
pension and death grants). The contribution willré@uced in total by 7 percentage points, |.e.
from 13% to 6%. In the first stage, from 1 July 20QGhe contribution was reduced by
3 percentage points, i.e. from 13% to 10% on thpleyee’s side only. As a consequence, the
employee’s pension contribution decreased from 6t6%8.5% of the assessment basis. In the
second stage, from 1 January 2008, the pensionrilmatdns will be reduced by further
4 percentage points (from 10% to 6% of the assesshaesis). The reduction will be done both pn
the side of the contribution paid by the employ®r 2 percentage points from 6.5% to 4.5%) and
the employee’s side, where it will be reduced bithfer 2 percentage points, i.e. from 3.5%|to
1.5% of the assessment be

As a result of the changes discussed in the baku¢teon of pension contribution and changes
in personal income tax), the tax wedge calculatmdtiie average wage in the national
economy will decrease from 44.0% in 2006 to 42.1%hie second half of 2007, to 39.9%

in 2008 and to 39.4%% in 2009. On the other hameltax wedge calculated as a ratio of the
change in the tax and tax-related burden (resuftiomp social insurance system and income
tax) to the total burden for the entire economyplenned to lower by approximately 12%,

compared to the situation before introduction ef t&form.

Chart 3. Tax wedge in Poland in 2006 and 2009
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average gross wage in PLN

The reduction of the tax burden to the labour inepmvill indirectly, through favourable
impact on domestic demand, contribute to the sthemgng of labour demand and thus to
further decrease in unemployment. An additionat¢@fof the abovementioned changes will
be the increase in net wages in 2007 and in 20@8ektimated that the average net wage will
increase by some 4.2% in 2008, compared to 2007edder, it is expected that, the
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introduced changes will contribute to the reductadrthe recently observed strong upward
pressure on the level of wages.

The analysi$of tax wedge flexibility to employment shows thiaé impact of tax wedge on
employment is significant, in particular in the nBl Member States. It can be assumed that
the tax wedge increase by 1% causes a drop infdaemiand by approximately 0.5%. Labour
demand forecast for the years 2008-10 takes irtousnt the positive effect of the introduced
reduction of the non-payroll labour costs. It ifreated that the employment rate in 2010 will
equal 59.7% against 54.5% in 2006.

® See e.g. Daveri F., Tabellini Gnemployment and Taxes: Do taxes affect the ratmefnploymenEconomic
Policy, Vol. 15 Issue 30, 2000; Gora M., Radziv##, Sowa A., Walewski MTax Wedge and skills: case of
Poland in international perspectiv€ASE Reports, No 64/2006.
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Ill. GENERAL GOVERNMENT BALANCE AND DEBT
[11.1. POLICY STRATEGY AND MEDIUM -TERM BUDGETARY OBJECTIVE

The priority of the government economic policy rémsathe maintenance of fast and
sustainable economic growth, as well as employmeawth. The implemented policy aims at
ensuring the achievement and maintenance of a tkmng-fiscal balance through putting
emphasis on the reduction of the general governaeitit and debt to GDP ratios.

l11.2. ACTUAL BALANCES AND IMPLICATIONS FOR NEXT YEAR BUDGET

According to the latest estimations, in 2006 theegal government deficit equalled 3.8% of
GDP. In 2007, the deficit is planned to be reduttethe reference level of 3.0% of GDP.
Such a significant reduction of the deficit will [p@ssible both owing to the very good
economic condition and to the favourable fiscalaion, the State budget in particular (the
planned reduction of cash deficit to PLN 23 bn frtore assumed PLN 30 bn). Considering
the decision on the special treatment of the pengform costs when assessing fiscal policy,
the general government deficit estimated for 2003ukl allow abrogation of the excessive
deficit procedure for Poland.

Draft 2008 budget act adopted by the Council of isters on 25 September 2007 assumes
further gradual reduction of general governmentctteDespite the significant encumbrance
of the budget with reform costs (manly tax wedge ali-age pension reform costs), general
government deficit to GDP ratio in 2008 should remanchanged as compared to 2007 and
fall below 3% of GDP in 2009.

Table 1. General government net lending/borrowing ad debt

ESA

% of GDP Code 2006 2007 2008 2009 2010
Net lending/borrowing (B.9) S.13 -3.8 -3.0 -3.0 -2.8 -2.5
Central government S.1311 -4.2 -3.6 -3.7 -3.3 -2.9
Local government S.1313 -0.3 0.1 0.5 0.2 0.2
Social security funds S.1314 0.7 0.5 0.2 0.3 0.3
General government debt S.18 47. 47. a7 47. 84

Source: 2006 — CSO, 2007-10 Ministry of Finance.
I11.3. STRUCTURAL BALANCE

According to the new Council recommendations ofF2bruary 2007 (on the basis of Article
104.7 of TEC) Poland should reduce a structuracddy at least 0.5 percentage points of
GDP in 2007 and correct the excessive deficit icredible and sustainable way in 2007.
Latest forecasts show the reduction of the strattdeficit to GDP ratio by 0.6 percentage
points in 2007 and its gradual decrease in subse¢qeesars. Further consolidation of the
public finance should allow the reduction of theustural deficit to the level of the medium-
term budgetary objective (set for Poland at -1% (&ffer 2010.

14



The structural to GDPratio will decrease in the years 2006-2007 anthérrin 2009-10. In
2008 it will stabilize at the level of 2007, mairdye to the further significant decrease in the
level of pension contributions in 2008. The modistantial decrease of 0.6 percentage points
is forecasted for 2007. In the years 2009-2010rdaleiction will continue, yet at a slightly
slower annual pace of 0.2 and 0.4 percentage po@sizectively. This will be due to the
further decrease in the burdens on wages.

In line with the reformed Stability and Growth P&ashich to the greater extent supports the
economic growth and orders to take the cost otstral reforms into account when assessing
the budgetary standing), the costs of the tax wedfpgm are presented in table 2. If the tax
wedge reform was not introduced, the structuraicdefould be lower and the medium-term
budgetary objective could be reached in 2010.

Table 2. Cyclical developments

% of GDP 7% 2006| 2007) 2008| 2009| 2010
1. Real GDP growth 6.1 | 65| 55| 52 5.
2. General government net lending/borrowing B9 | -3.8| -3.0f -3.0 -2.8 -2%
3. Interest expenditure D41 27| 24| 24| 25 25
4. One-off and other temporary measures 00| 0.0, 0.0f 0.0 0.
5. Potential GDP growth 53| 55| 5.6| 5.5 5.3
6. Output gap -04| 05| 04| 0.2 -0.1
7. Cyclical budgetary component -0.1| 0.1| 0.1 0.0 0.
8. Cyclically-adjusted balance (2-7) -3.7 -3.1 1-38.-29| -25
9. Cyclically-adjusted primary balance (8+3) -1.0.7 | -0.7| -0.4{ 0.0
10. Structural balance (8-4) -3.7| -3.1| -3.1 -29 -21
11. Net costs of tax wedge reform -0.3 -1.3 189
12. General government net lending/borrowing exet.costs of the ta

wedge reform (2-11) 2.7\ -1.8 1.0 -03
13. Structural balance excl. net costs of the tadge reform (8-11) -29 -19 -1{1 -05

Source: Ministry of Finance.
[11.4. GENERAL GOVERNMENT DEBT

Debt management will still aim at reaching the obije® of the minimization of debt
servicing cost over a long time horizon with aceéplimitations regarding the level of risk.
The debt-to-GDP ratio will remain much below thé®eference value.

" The structural deficit forecast has been prepheaing considered the output gap estimation peroron the
basis of Hodrick-Prescott filter. Elasticities b&tgeneral government revenues to the cycle, lias@ECD data
and the data of the European Commissiblevwf and updated budgetary sensitivities for the Iildigetary
surveillancg, have been used when calculating a cyclical corapbof the general government deficit.

8 Public Finance Sector Debt Management Strategyhen ytears 2008-2010; Ministry of Finance, September
2007.
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Table 3. General government debt developments

% of GDP Cof\ | 2006 | 2007| 2004 2009 201‘
1. Gross debt 47.6 | 47.0| 47.6| 47.8 47.4’3
2. Change in gross debt ratio 0.6 -0.6 0.5 0.2 0.0
Contributions to changes in gross debt
3. Primary balance -1.1 -0.6 -0.6 -0.4 0.0
4. Interest expenditure D41 | 2.7 2.4 2.4 2.5 2.5
5. Stock-flow adjustment -3.2 -3.6 -2.5 -2.6 -2.5
of which: Differences between cash and accruals 2 D.05 0.3 0.5 0.4
Net accumulation of financial assets 0}7 0.20.2 0.4 0.4
of which: privatisation proceeds 0.0 -0.2 -01 040 0.0
Valuation effects and other 4.1 -413 -311 5-3 -3.3
p.m.: Implicit interest rate on debt (%) 6.0 5.2 5.3 5.4 5.4
Other relevant variables
6. Liquid financial assets* 1.3 1.1 0.9 0.9 0.8
7. Net financial debt 46.4 | 46.0| 46.6| 46.9 47.1P

* Data covers the State Treasury only.
Source: Ministry of Finance.

Forecast changes in debt-to-GDP ratio will mairdgult from the State budget borrowing
needs (State Treasury debt constitutes approx. 86%e general government debt), the
estimated GDP growth rate and the zloty exchantgeagainst other currencies, the euro in
particular.

In the years 2008-2010 the level of State budgeatblaong needs will be mainly influenced,
apart from the deficit (that includes funds to ®ecial Insurance Fund due to the loss of
contributions forwarded to Open Pension Fundshleyttalance of pre-financing of programs
run with the European Union funds and loans grafitad the State budget.

Changes of the debt of other general governmeittesntvill mainly result from the increase
in the local government debt (at a pace dependiogtlynon the accumulation of cash deficits
of these entities), the decrease in the socialrggalebt (mainly the Social Insurance Fund)
as well as changes of debt of the National Roadlkssuing loans mainly to finance road
infrastructure projects.

I11.5. THE EFFECT OF MAJOR STRUCTURAL REFORMS ON GENERAL GOVERNMENT

The structural reforms aim at bringing positiveutes in the medium and long term, while
costs of their initiating constitute large burdem mublic finance in the introductory stage in
particular. The costs limit the possible reductidrihe general government deficit, which is
reflected in its forecasted path. The reform of dthdage pension system (implemented in
1999) and the decrease in the tax wedge (initiate2D07) will significantly influence the
balance and debt of the general government sector.
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Table 4. Net costs of the pension and tax wedge oefns

% of GDP 2007 | 2008 | 2009 | 2010
Forecasted total net costs 31| 40| 47| 50
1. Net costs of the pension reform 2.8 2.7 29 3.1
a) Transfer from the State budget to the Socialrarsce Fund related to: 1.9 18 119 20
- loss in contribution 14| 14| 15| 16
- earnings exceeding 30 times anderttoe average wage 0.b 04 o4 Q4
b) Net interest 0.9 0.9 1.1 1.2
2. Net costs of the tax wedge reform 0.3 1.3 1.8 1.9

Source: Ministry of Finance.

The reduction of the tax wedge will be implemenigdreducing pension contributions and
reforming the personal income tax system, which kel based on altering the tax rates, i.e.
introducing two rates of 18% and 32% since 2008 &ax on p. 12).

Additionally, in September this year the Parliamadopted an Act which raises the amount
of the so-called tax relief for families with chitth deducted from the amount of due tax from
PLN 120 (a year) per child to the equivalent of doeble amount lowering the tax in the first
tax threshold, i.e. PLN 1,145.08 in 200%.can be expected that in the years 2008-2010
revenues from PIT will decrease due to the abovetioeed tax relief by ca. 0.5% (as GDP
ratio).

The increase in employment in the short and longy tgenerated thanks to the lowering of
employment costs will be conducive to the incraashe general government revenues from
social insurance contributions and PIT, as weihd#&ectly by the increase in revenues from

CIT and indirect taxes (by limiting the costs imaar by employers and strengthening the
demand).

The factor influencing the projected path of théiaiteand debt will also be the pressure on
further development of the infrastructure in thenowy years. The 5-year programme of road
construction adopted by the government in Septemnasages spending ca. PLN 121 billion
mainly from the State budget and from EU funds oiiding and modernising roads by 2012.

Table 5. General government expenditure on the pragm of road construction

% of GDP 2008 | 2009( 201d0

General government expenditure on the programant ro 1.7 2.4 29
construction (incl. EU funds)

Source Programme for Domestic Road Construction forykars 2008-12

In 2007 the government adopted a draft act on pubhance envisaging its further
consolidation and submitted it to the Parliamente Tintroduction of consolidation
mechanisms was supposed to generate savings 0f9%4% of GDP within two years since
their full implementation. Yet, due to the dissadat of the Parliament and inability to
continue the work on the draft, the effects of pheposed changes have not been included in
the projected general government deficit path.
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V. SENSITIVITY ANALYSIS AND COMPARISON WITH THE PREVIOUS PROGRAMME UPDATE
IV.1. RISK FACTORS AND SENSITIVITY ANALYSIS

Risk factors that could have a negative impact@megal government include the following:
(1) macroeconomic risk:

- increase in supply constrains for the economy erlahour market (i.a. due to economic
migration, deactivation of people in working age asesult of the changes to the
legislation which provide for the expiry of the gdslity for early retirement or the
introduction of excessively wide scope of the aueml to benefit from bridge
pensions);

- higher than expected increase in the supply cdnstia the economy, leading to the
increase in inflationary pressure and the furtlgiténing of the monetary policy;

- observed turbulence on the global financial markespecially on the mortgage market)
and their potential impact on the economies of Rilanain trading partners and the
domestic financial market;

- significant changes in investment sentiment towatids region (resulting in the
increased volatility of the zloty exchange ratejl atifferent than expected US dollar
exchange rate developments on the global foreighange market;

(2) political risk.

The potential risk is also related to the absorptd the EU funds and results i.a. from
possible delays due to the implementation of the sgstem of programme implementation
under the new financial perspectividational Strategic Reference Framework 2007-3013
and the possible delays in the implementation abjgets due to prolonged public
procurement procedures. After the first two yedrthe new programming period (i.e. after
the completion of their implementation stage), ithportance of risk related to ensuring the
appropriate number of domestic public funds forfinancing will increase as well. The
delays in the implementation of operational progras may also prove to be an important
risk factor, particularly with regard to the inftagtural projects and the Cohesion Fund
projects. The lower absorption may result in thdufa to use the public funds for co-
financing and the decrease in the potential taxmaes from the investments. There is also
the risk of return or decrease in the allocatiorfusfds or the return of funds as a result of
financial adjustments due to potential irregulastdetected in the co-financed projects.

The pension scheme reform conducted in 1999, wdodisisted in adding the capital element
to the pay-as-you-go pension scheme, allowed tufgigntly reduce the risk of the negative
impact of the aging of population on the long-tguablic finance balance. The costs of the
reform currently constitute a significant burdentbe public finance.

The issues related to the lack of legislative sofubf restitution remain a significant source

of risk. Total amount of restitution claims has hestimated at PLN 91.5 billion, and the one
planned for disbursement at PLN 27.5 billion. Pagtaeare to be made from the established
Restitution Fund, starting from 2009 and to corgiover the next 4-5 years.

Public-private partnership transactions and theaniges granted by the general government
entities, including the State Treasury, may alsasttute risk of additional burden on public
finances. The limit to which the government adnthaigson authorities may take out financial
liabilities related the public-private partnerslsipntracts has been set at PLN 5 billion in the
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draft budget act for 2008. In the following yeahns tevel of potential liabilities of the State
Treasury due to granted guarantees is expecteuctease (from 3% of GDP at the end of
2006 to approximately 4% of GDP at the end of 204Bije the portfolio risk is expected to
seriously decline (from ca. 30% to approximatelyad4According to the adopted strategy,
the sureties and guaranties granted will mainlyged to support the development-oriented
investments in infrastructure, environmental protec and creation of new jobs. The
anticipated payments under guarantees should meedx1% of the GDP annually (with the
limit set in the strategyat 1.4% of the GDP)The objective of the implemented strategy is
not to allow for a situation in which the State dsary would take over outstanding debt of
the entity to which it had granted guarantee.

The general government finances are influenced hgy dconomic external and internal
factors, as well as legal conditions (structurat anstitutional solutions). The general
government balance is determined not only by maoio@mic factors, such as: GDP growth,
inflation, exchange rate, level of interest rated aize of wages, or the employment level in
the economy. An important role is also played gy indexation mechanisms resulting from
legal regulations which make expenditures dependanthe basic macroeconomic factors
(e.g. military defence expenditures (GDP), old-agel disability pensions (actual wages
increase, inflation rate)). The tax burdens (prdsefom contributions and tax revenues)
constitute a significant percentage of the gengoalernment sector's revenues. They are
closely related to the level of nominal consumpteomd wages and salaries fund in the
economy. The factors which determine the levelhef general government debt include the
balance of the general government entities and,talube debt structure, the exchange rate
and the general economic situation. To evaluatéentipact of macroeconomic situation on the
general government balance and debt the impaaiatf mmacroeconomic factors as the GDP
growth, interest rates and the exchange rate vesepted (chart 4).

° Update to the medium-term strategy of granting dnaranties and sureties of the State Treasury 320
adopted by the Council of Ministers in June 2006.
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Chart 4. Sensitivity of general government net lendg/borrowing and debt to changes of

real GDP growth, interest and exchange rates.

a) changes of real GDP growth by 1 per cent
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IV.2. COMPARISON WITH THE PREVIOUS CONVERGENCE PROGRAMME UPDATE

Table 6. Divergence from the Convergence Programnm2006 Update

ESA
Code 2006 2007 2008 2009 201
Real GDP growth (%)
Update 2006 5.4 5.1 5.1 5.6 -
Current update 6.1 6.5 5.5 5.2 5.0
Difference +0.7 +1.4 +0.4 -0.4 -
General government net borrowing/lending (% of GDP) IEDQP
Update 2006 -3.9 -3.4 -3.1 -2.9 -
Current update -3.8 -3.0 -3.0 -2.8 -2.5
Difference +0.1 +0.4 +0.1 +0.1 -
General government debt (% of GDP)
Update 2006 48.9 50.0 50.3 50.2
Current update 47.6 47.0 47.6 47.8 47.8
Difference -1.3 -3.0 -2.7 -2.4

Source: Ministry of Finance.

As compared to the Convergence Programme 2006 Elpithet fiscal path improved in 2007
and remained almost unchanged in the next years.improvement of the forecast of the
general government balance in 2007 stemmed framerg good current economic situation,
including the faster than assumed earlier econ@mowth. Despite the decrease in revenues
resulting from the structural changes the previpistecasted path for 2008 and 2009 could
be maintained. The decrease in the revenues hasgagdy compensated by a significant
reduction in the general government expenditurethéoGDP ratio and the revised forecasts
regarding the flow of the EU funds. Very good cdiatis of the State budget, along with the
improvement of the current macroeconomic situasiod its forecasts, also contributed to the
reduction of the borrowing needs, and thus thesisgwebt in order to finance them.
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V. QUALITY OF PUBLIC FINANCE
V.1l. STRATEGY

The government aims at the consolidation of puloance in order to increase the efficiency
of the allocation of public funds. It was to be iesled by putting from the beginning of 2008

into force solutions provided for in the new pubiicance act. However, the works on the
project submitted to the Parliament have been suigae On the other hand, the process
aimed at the introduction of the target-based btidgédnas been started. The first pilot draft
budget in such a system, including certain gengosdlernment entities (in particular the

ministries and voivodship authorities), was presdmt the draft budget act for 2008.

The efforts aimed at further increase in the EUdBirabsorption have been continued.
Ensuring the funds for the project financing is a@hi¢he main objectives of the draft budget
act for 2008 adopted by the government in Septenibee emphasis is also put on the
implementation of activities included in the Na@biReform Programme 2005-2008 (NRP).
The government has also begun works on anothergroge for 2008-2011. Due to the early
stage of the works, the detailed consequenced néal NRP priorities for the fiscal path are
difficult to evaluate at present. However, theydtonot have a significant impact on the
envisaged general government deficit reduction.

Table 7 Basic data on general government

- 2006 2006 2007 2008 2009 201(%
(0}

ESA PLN % of % of % of % of % of
billion GDP GDP GDP GDP GDP

Total revenues TR 424.2 40.0 39.9 39.3 38.7 38.3
Total expenditure TE 464.3 43.8 42.9 42.3 41.5 40.8
Balance S13 -40.2 -3.8 -3.0 -3.0 -2.8 -2.5

Source: 2006 — CSO, 2007-10 forecasts — Ministryin&dnce.
V.2. EXPENDITURE OF THE GENERAL GOVERNMENT

Undergoing activities aim mainly at the rationdiiea of expenditure and the increase in
efficiency of disbursed funds. It was necessartha forecasts concerning the fiscal path to
reconcile these aims with costly development-oadnactivities and the tasks aimed at
solving the current social problems. Apart from #teuctural reforms, the additional burden
on the sector’'s expenditure will in near futureutesrom the implemented changes related
mainly to the old-age and disability pension systerd, to a lesser extent, from the activities
in the field of health care and social care. Frdd&the annual indexation of old-age and
disability pensions will be restored (accordingrte following formula: average annual CPI +

20% of the real growth of the average wages) amah 2008 the pensioners will receive the
benefits calculated on the basis of the base amimentased to 100% of average wage
adopted to establish the amount for the benefithendate on which it was granted (the
liquidation of the so-called old portfolio). In atldn, the period in which the rules governing

the right to early retirement on the current candg are in force was prolonged by the end of
2008.
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Table 8. General government expenditure related teecent changes in the pension system

% of GDP 2008 2009 2010
Reintroduction of annual indexation of old-age dishbility pensiong 05 0.3 05
and liquidation of so called ‘old portfolio’

Prolonging the period of entitlements to earlyreztient under 0.1 0.1 0.1
unchanged conditions

As regards the changes in the health care systemdt was adopted which introduced the
mechanism allowing for gradual increase in remurmraof people employed in the
independent public health care units and retaihedgbssibility for the National Health Fund
to transfer the financial resources for the inceess wages of the benefit providers. The
change will not have an impact on the general lef’éhe National Health Fund’s expenditure
but will influence the division of funds from themtracts in the independent public health
care units. Another act was passed which incretsebasis for the calculation of the health
insurance contribution paid from the State budgetsbme groups of people (increase in the
expenditure of the State budget and the increaeeinevenues of the National Health Fund).
The basis for the calculation of the health insoeacontribution for the farmers who carry out
the activities under the special divisions of thlggiaultural production was also changed
(increase in the revenues of the National HealthdFihe decrease in the revenues of the
State budget). The acts aimed at the optimal uskeeofiealth care resources (draft act on the
hospital network was sent to the Parliament in Joily year) and the computerization of the
health care service (the government works on ttagept) are at the draft stage.

The adopted new solutions with regard to alimong araintenance disbursement should not
have a negative impact on the social expendituiéhilithe framework of the family support
activities, the government adopted and submittétiédParliament a set of solutions aimed at
i.a. gradual extension of the maternity leave dredperiodical exemption of the persons who
return to work after the maternity or child caraves from the obligation to pay contributions
to the Labour Fund and the Employee Guaranteedfiéefend.

Table 9. General government expenditure by functiofCOFOG)

% of GDP COFOG 2005 2010
Code
1. General public services 1 6.1 5.9
2. Defence 2 11 1.1
3. Public order and safety 3 1.7 1.8
4. Economic affairs 4 3.8 4.0
5. Environmental protection 5 0.6 0.6
6. Housing and community amenities 6 1.4 1.3
7. Health 7 4.5 5.0
8. Recreation, culture and religion 8 1.0 0.8
9. Education 9 6.2 5.9
10. Social protection 10 17.0 145
Total expenditure 43.3 40.8

Source: 2005 — CSO, forecast for 2010 — Ministriofance.
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Between 2005 and 2010 the expenditure to GDP ratio will decedags 2.5 percentage point.
The social protection expenditure to GDP ratio Wil most significantly reduced (by 2.5
percentage points). The decrease in the ratio teeftdm the lower growth rate of the
expenditure for social purposes than the GDP groatily, which is related to the decreasing
number of people using the social benefits, asaltref e.g. reduction of unemployment. The
lower social expenditure growth rate is to a sigaifiit extent compensated by the introduction
of the family support tax allowances on the reveside. The expenditure for general public
services to the GDP ratio will also decrease (& fercentage point) as a result of the
decrease in the debt servicing costs to GDP ragd0(3 percentage point). The ratio of the
expenditure for education to the GDP will also @ese (by 0.3 percentage point), but in 2010
the expenditure for education will be nominally reg by over 40% than the expenditure in
2005. The ratio of the health care expenditurehto GDP will increase (by 0.5 percentage
point) which will reflect the government policy this regard. The increase in the ratio (by 0.2
percentage point) will also be recorded in the ecan affairs, mostly due to the increase in
expenditure for infrastructure.

V.3. REVENUES OF THE GENERAL GOVERNMENT

The forecast of the general government revenue2d0r-2010 takes into consideration the
assumptions concerning the development of the reaormmic situation in the national
economy and the effects of the structural chartpesmajor of which include the following:

- changes in social insurance contributions and patsacome tax PIT i.e. the reduction
of the tax wedge (discussed in the box on pageabd) the introduction of the tax
allowance for the families with children;

- changes of the excise tax — the increase in exaixsen tobacco products, including the
cigarettes by 23.3% in 2008 and 26.2% in 2009;ease in the allowance for each litre
of biocomponent added to petrol and fuel oil, resgl from the establishment of
national indicative targets

By the change of the basis for calculating the VAIE change of the excise tax allowance for
each litre of biocomponent added to petrol and &Giledlso has (to a much lower extent) an
impact on the VAT revenues. Due to the fact thatdbsts of the biocomponents production
(using modern technologies) largely exceed thescokthe traditional fuels production, the
provisions of the corporate income tax were ametyeidtroducing a tax allowance which is
to compensate a part of the biocomponents producbests.

9By the end of December 2007 the Central StatisBéfice will send Table 11 entitled “Expenditurégeneral
government according to function" with data for 30 Eurostat.

™ The regulations concerning the setting of nationdicative targets implement Article 3 (1a) of theective
2003/30/EC of 8 May 2003 on the promotion of the agbiofuels or other renewable fuels for transpor
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VI. SUSTAINABILITY OF PUBLIC FINANCES IN LONG -TERM

The forecasts presented in Table 10 were prepar2dd5 (and will be adjusted only in 2009)
in the course of works of the Economic Policy Comteel (EPC) and are consistent with the
forecasts published in the report by the EPC asdXbmmissioff. Further forecasts will be
presented following the completion of works on sieeond edition of the report. Therefore,
the presented forecasts do not take into accoeneffiect of certain changes made in 2007,
and in particular the reduction of the tax weddee éxtension by one year of a period in
which the right to early retirement may be obtajntbe@ restoration of the annual indexation
of benefits and the increase in financial resouatlesated for health care.

12 Economic Policy Committee (EPC) and the Europeams@ission, The impact of ageing on public
expenditure: projections for the EU25 Member Stategpensions, health care, long-term care, educasind
unemployment transfers (2004-2050), European Ecgrigpecial Report No. 1/2008006.
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Table 10. Long-term sustainability of public finanes

% of GDP 2005 | 2010| 2020 2030 2090

Total expenditure

Of which: age-related expenditure 186 152 12.8 412124
Retirement and disability pensions 13)7 113 98 4 9. 9.3
Retirement and disability pensions from social siégu 13.7 | 11.3 9.7 9.2 8.0
Retirement and Early retirement pensions 11.1 D.4 4 B 7.9 6.6
Other benefits (disability, survivors) 2.6 2.0 18 1.3 1.4
Occupational pensions (if in general government) 4 - - - -
Retirement pensions from the obligatory capitat pathe system* 0.0 0.0 0.1 0.3 1.3
Heath care** 4.1 4.3 4.7 5.0 5.4
Long-term heath care*** 0.1 0.1 0.1 0.1 0.2
Education expenditure 4.9 3.9 3.0 3.0 3.1
Other age-related expenditure 0.0 0.0 0.0 0.0 0.0
Interest expenditure 0.0 0.0 0.0 0.0 0.0

Total revenue
Of which: property income
Contributions 9.3 9.7 | 10.1| 10.1| 10.1

Retirement and disability pension contributionsdgai Social

7.8 8.0 8.1 7.9 7.9
Insurance Fund

Retirement insurance contributions in capital pathe system 1.4 1.7 2.0 2.1 2.1
Assets of Open Pension Funds**** 8.3 15p 33[1 50.B4.5
Labour productivity growth 4.2 3.6 3.1 2.7 1.7
Real GDP growth 3.3 5.0 3.2 2.2 0.4
Participation rate males (aged 20-64) 778 799 18284.0 | 81.7
Participation rate females (aged 20-64) 65.1 67.01.37 744 | 70.3
Total participation rate (aged 20-64) 714 7314 776.79.2 | 76.1
Unemployment rate (aged 15-64) 182 158 9.9 7.0 0 .
Population aged 65+ over total population 1311 13382 | 226 | 294

Source: Ministry of Labour and Social Policy, REP growth and unemployment rate in 2005 — Minisfiry
Finance estimates.

* There are both voluntary pension schemes for eygals and the obligatory capital system in Poland.

** Forecasts made in 2005 under assumption of ramgés of the government policy.

*** | ong-term heath care encompasses nursing antkepting care and palliative-hospital care. Forecamde
in 2005 under assumption of no changes of goverhpwity.

**** Open Pension Funds and Demographic ReservediFun

26



VII. I NSTITUTIONAL ASPECTS OF PUBLIC FINANCE

Main domestic fiscal rules and rules governinghhedgetary process in Poland are included
in the Constitution of the Republic of Poland and public finance act. In addition, the issues
related to the financial management, including samles concerning the planning and
execution of the budgets and financial plans amdirimg liabilities were also regulated in

specific acts. The main domestic fiscal rules Hasen presented in Appendix 2.

The works of the Team for general government siegisire continued. In the near future
they will concentrate mainly on ensuring the compiie of financial accounts with non-
financial accounts and the notification of the gahgovernment deficit and debt.

In order to rationalise public expenditure and @éase the control of the public funds, the
government prepared the public finance system mefo¥ithin the framework of the second
stage of the public finance reform, on 26 June 20@7Council of Ministers adopted and
submitted to the Sejm two draft acts: public firmnact and the act — regulations
implementing the public finance act. The main agstions of the second stage of the reform
refer to the following:

- Consolidation: subject (liquidation of the certaimanagement forms), organisational
(transformation of a part of organisational unitibudgetary units, e.g. Social Insurance
Institution and the Farmers’ Social Insurance Fuidgome funds in BGK into earmarked
funds, the introduction of a new organisational &mghl form, namely, the executive
agency) and functional (permanent linking of theaficial plans of all units of the central
government subsector with the budget act);

- Budget procedure: assigning the target nature & rfain stages of the budgeting
procedure in the basic areas of the state actantythe extension of the planning period
covering a budget year by further 2 years;

- Fiscal rules: tightening of the prudential proceduhen the debt to GDP ratio exceeds
55%, the implementation of the balanced budgeh®fdcal government units with regard
to current expenditure, the establishment of aividdal debt ratio for local government
entities;

- Implementation of regulations concerning the exeraudit of the annual financial
statement of the sector entities.

The justification to the draft budget act for 2G®mitted to the Parliament in September this
year for the first time included the target-oriehtalot budget draft covering a part of the

sector entities. The preparations to this stagdudied inter alia the preparation of

methodological assumptions, analysis of foreigrutsmhs and training. The analytic and

methodological works, as well as the works on tlemitoring and evaluation of the execution

of the target-based budget are to continue in tlewiing years. Such a budget is to be
implemented first in the State budget (2010). 8tgfrom 2011 the budget in the new form is

to be prepared by all units of the central govemminseibsector and the social security funds,
and from 2012 by the local government entities. Tds¢ stage of works is to include the

implementation of the complete accrual-based adaayin

13 The Team was appointed by the head of the Cetatistical Office in order to agree the methodglo§the
general government statistics which would be comifothe Central Statistical Office, the Ministr§ leinance
and the National Bank of Poland.
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ANNEX 1. TABLES

Table 11. Macroeconomic prospects

ESA 2006 2006 2007 2008 2009 2010
Code| Level rate of rate of rate of rate of rate of
change change change change change
1. Real GDP (PLN Bl*g| 919.6 6.1 6.5 5.5 5.2 5.0
billion)
2. Nominal GDP (PLN | g4, | 1057 9 7.6 9.4 8.3 8.0 7.7
billion)
Components of real GDP
3. Private consumption | 3 | 5755 5.1 6.0 6.2 5.4 4.7
expenditure
4. Government P3| 159.6 3.9 13 0.7 0.1 03
consumption expenditure
5. Gross fixed capital P51| 197.1 16.5 215 145 115 95
formation
6. Changes in inventories | P.52
and net acquisition of + 6.8 0.7 1.3 1.3 1.1 1.0
valuables (% of GDP) P.53
7. Exports ofgoods and | 5 | 35 3 145 8.6 8.0 7.0 6.5
services
8. Imports of goods and | 5, 7 | 379 3 15.8 14.9 12.0 8.6 6.6
services
Contributions to real GDP growth

9. Final domestic demand - 7.0 8.7 7.5 6.5 5.6
10. Changes in P.52
inventories and net + - -0.3 0.6 0.0 0.0 -0.1
acquisition of valuables P.53
11. External balance of B 11 i 07 27 21 1.2 05

goods and services

Note Forecasts as presented in draft budget Act foB206. do not include (with the exception of datathe
general government) latest changes in nationaluatsodata introduced by the Central Statisticalig@ffon

1 October 2007.
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Table 12. Price developments

ESA 2006 2006 2007 2008 2009 201(
rate of | rate of | rate of | rate of | rate of
Code | Level
change | change | change | change | change
1. GDP deflator - 14 2.7 2.6 2.6 2.6
2. Private consumption deflator - 0.9 2.3 2.3 2.5 2.4
3. HICP - 1.3 2.4 2.4 25 2.5
4 Public consumption deflator - 3.4 2.2 1.2 2.5 2.5
5. Investment deflator - 0.8 2.8 2.8 3.0 3.0
6. Export_ price deflator (goods ) 23 49 3.0 15 15
and services)
7. Import_ price deflator (goods ) 29 27 18 15 15
and services)
Table 13. Labour market developments
ESA 2006 2006 2007 2008 2009 201(
Code | Level rate of | rate of | rate of | rate of | rate of
change | change | change | change | change
1. Employment (in thousand of 14 594 34 4.7 18 14 14
persons)*
2. Employment, hours worked
3. Unemployment rate (%)** 13.8 13.8 9.5 7.1 5.9 4.8
4. Labour productivity (PLN
thousand)** 72.6 2.7 1.7 3.6 3.7 3.6
5. Labour productivity, hours
worked
6. Compensation of employees 3736 | 6.1 11.4 6.7 8.4 8.6
(PLN million)
7. Compensation per employee
(PLN thousand) 33.9 0.8 55 4.3 6.5 6.9

* Average based on LFS (aged 15 and more).

** Harmonized definition, Eurostat; levels.

*** Real GDP per person employed.
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Table 14. Sectoral balances

% of GDP le(?e 2006 2007 2008 2009 2010
(1)]; tthztvl\(legr(Ij(ijng/borrowing vis-a-vis the rest B9 17 33 42 49 47
of which:
- Balance on goods and services 0.8 2:2 3.7 4.5 4.6
- Balance of primary incomes and transfers 15 18 15 1.4 1.3
- Capital account -0.6 -0.7 -1.0 -11 -1.3
gécl:\igﬁ lending/borrowing of the private B9 21 03 12 21 29
Sby:rtnlriziipg/borrowing of general I|E3Dg|; 38 30 30 28 25
4. Statistical discrepancy - - - - -
Table 15. Basic assumptions
2006 2007 2008 2009 2010
Short-term interest rate(annual average)* 4.1 4.4 5.2 5.3 5.3
Long-term interest rate (annual average) 5.3 5.5 5.8 5.8 5.8
Nominal effective exchange rate -3.5 -34 -2.4 -0.4 -0.2
Exchange rate vis-a-vis the € (annual average) 3.90 3.83 3.74 3.72 3.71
World excluding EU, GDP growth** 5.8 5.6 5.3 5.5 -
EU GDP growth ** 3.0 2.9 24 24 -
Growth of relevant foreign markets 11.9 8.7 7.7 8.1 8.1
World import volumes, excluding EU** 8.4 7.7 7.1 7.6 -
Qil prices (Brent, USD/barrel)** 66.2 69.8 76.8 74.5 -

* NBP reference rate (yield on 7-day NBP bills).

** Data for 2006 based oBconomic forecast. Spring 2007, European Commis$iwacasts for 2007-09 — from
the draft version of common external assumptions.
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Table 16. General government budgetary prospects

ESA 2006 2006 2007 2008 2009 2010
Code Level % of % of % of % of % of
GDP GDP GDP GDP GDP
Net lending (EDP B.9) by sub-sector
1. General government S.13 -40.2 -3.8 -3.0 -3.0 -2.8 -2.5
2. Central government S.1311 -44.1 -4.2 -3.6 -3.7 -3.3 -2.9
3. State government S.1312 does not apply
4. Local government S.1313 -3.5 -0.3 0.1 0.5 0.2 0.2
5. Social security funds S.1314 7.4 0.7 0.5 0.2 0.3 0.3
General government (S13)
6. Total revenue TR 424.2 40.0 39.9 39.3 38.7 38.3
7. Total expenditure TE 464.3 43.8 429 42.3 41.5 40.8
8. Net lending/borrowing B.9 -40.2 -3.8 -3.0 -3.0 -2.8 -2.5
9. Interest expenditure D.41 29.0 2.7 2.4 2.4 25 2.5
10. Primary balance -11.2 -11 -0.6 -0.6 -0.4 0.0
11. One-off and other temporary
measures
Selected components of revenue
12. Total taxes 230.1 21.7 22.7 22.9 22.6 224
12a. Taxes on production and imports D.2 150.5 14.2 14.4 14.8 14.8 14.6
12b. Current taxes on income, wealth D.5 79.3 7.5 8.3 8.1 7.8 7.8
12c. Capital taxes D.91 0.3 0.0 0.0 0.0 0.0 0.0
13. Social contributions D.61 1291 12.2 11.9 10.6 104 10.3
14. Property income D.4 171 1.6 1.2 1.1 0.8 0.7
15. Other 47.9 4.5 4.1 4.7 4.9 4.9
16. Total revenue TR 424.2 40.0 39.9 39.3 38.7 38.3
Tax burden 355.3 335 35.0 33.9 33.2 329
Selected components of expenditure
ﬁ;ﬂ:’;‘?’;fz::ﬂ;gﬁloyees " D1+P2| 1676 1558 153 147 14.2 13.7
17a. Compensation of employees D. 104.1 9.8 9.6 3 9. 9.0 8.6
17b. Intermediate consumption P.2 63.6 6.0 5.7 5.3 5.3 5.1
18. Social payments 183.9 17.3 16.8 16.4 15.8 155
. o | D631
rlnsaj(zto::‘;"dzizzers inkind supplied vVig y 51510 226 21 2.0 1.9 18 1.9
D.63131

18b. Social transfers other than in kind D.6% 161.3 15.2 14.8 144 14.0 13.6
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ESA 2006 2006 2007 2008 2009 2010
Code Level % of % of % of % of % of
GDP GDP GDP GDP GDP
19. Interest expenditure D.41 29.0 2.7 2.4 2.4 25 2.5
20. Subsidies D.3 6.1 0.6 0.7 0.8 1.0 0.9
21. Gross fixed capital formation P.51 40.8 3.9 4.8 5.1 5.2 5.3
22. Other 37.2 3.5 2.8 3.0 2.9 2.9
23. Total expenditure TE 464.3 43.8 429 42.3 41.5 40.8
p.m.: Government consumption (nominal) P.3 193.7 18.3 17.3 16.5 15.9 15.3
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Tab. 17. Impact of the National Reform Programme orgeneral government (% GDP)

Implementation Direct budgetary costs*
NPR Priorities No. of guideling Activity c ¢ ITime f
urrent 1Hime rame) - 5007 | 2008 | 2009| 2014
status
12 1.4 — continuation of'the reform of the unde_r 0.0 0.0 0.0 0.0
healthcare organization execution
1.5 — rationalization of expenditure pn under
23 public administration and increase in execution 0.0 01 06 03
control over public funds in earmary
1. Consolidation of public funds and government agencies **
inance and improving 1.9 — IT development in public under
public finance 3,713  finances execution 0.0 0.0 0.0 0.0
management i i i
1.10 —further introduction of interna|  under permanent
3,713 |audit obligations in public institutions execution activity 0.0 0.0 0.0 0.0
1.11 — directing the state aid towards under ermanent
3,713 |horizontal goals execution pactivity 0.0 0.0 0.0 0.0
2.2 — simplification of administrative ~ under
procedures and lowering of costs of execution | by 2009 0.2 0.0 0.6 0.0
2. Development of 14 business activity
entrepreneurship 2.3 — streamlining of justice processes under
14 in economic issues execution 0.0 0.0 0.0 0.0
3.1 — development of innovation under
market and institutional environment execution | permanent
789 facilitating cooperation between R&D activity 0.0 0.0 0.0 0.0
- L i land the economy
. Increase in innovation -
. 3.2 — supporting R&D under 2006-2008
of enterprises 7.8, execution | 5009-2010! 0.0 0.0 0.0 0.0
3.3 — development of ICT in the under
9 leconomy and administration execution | 2007-15 0.0 0.0 0.0 0.0
4.1 — creation of a modern transpor|
16 network (road, local public transporf, planned 2008-12 0.0 1.0 1.4 1.4
railways, airports, seaports)
included in [#-3 -support to development of ene unde_r 2007-13 0.0 0.0 0.0 0.0
4 Infrastructure GRID infrastructure execution - . . .
develt_)pment and upg_rad 4.5 — improvement of accessibility tp  under
ensuring the _competltlve housing execution | 2006-08 0.1 0.0 0.1 0.1
lenvironment in network 16
sectors 4.6 — enhancing development of under
c-Pri i ion | PEManent 4 4 0.0 00 | 00
14.15.16 Public-Private Partnership (PPP) execution activity . . . .
. o . under
4.8 — liberalization of the railway execution | by 2013 0.0 0.0 0.0 0.0
12.13 transport
. . 5.1 —decreasing burdens to employ since July
o. Creation and retention 22 with the lowest income executed 2007 03 13 18 19
of new jobs and reductio —— — -
of unemployment 5.6 — activating the underprivileged in under 2005-10 0.0 0.1 0.1 0.0
18 the labour market execution ’ ’ ’ )

* Direct budgetary costs mean increase in experalitu decrease in revenues of general governmeatrasult of
particular activity; ‘+' means higher costs as camgul to the headline scenario, whereas ‘-* savings;

** Activity not included in forecasts of generalygrnment net borrowing/lending.

Source: Ministry of Economy, Ministry of Finance.
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ANNEX 2. M AIN DOMESTIC FISCAL RULES AND RULES GOVERNING THE BUDGETARY

PROCESS
Scopg of Description Form of regulation
regulation
1) The Sejm while increasing expenditure or lingthievenues cannot increase theThe Constitution of
level of the State budget deficit approved by ther@d of Ministers in the annual| the Republic of
1. Budget draft budget act (on cash basis). Poland
balance

2) The maximum level of the State budget deficit @sh basis) cannot exce
PLN 30 billion (so called ‘fiscal anchor’).

a(iecision of the
" Council of
Ministers

1) Public expenditure can only be used to finargjedives stated in budget acts
(of the State budget and local governments) arahfiral plans and only to the

The public finance

levels stated therein; any revenues higher thaeat&g in the budget act are used Act

to reduce the deficit and not to increase experglitu

2) All but expenditure covered by own revenueswddetary units stated in The public finance
budget acts (of the State budget and local govantshand financial plans of Act
budgetary units are limits.
2. Expenditure i~ f
P 3) Any increase in costs stated in annual finarihs of entities from the public| The public finance
finance sector is subject to legal limits. Act
4) In case of the execution of the State budgeb@iag under threat planned The public financg
budget expenditure can be blocked for the defimitiéod (through an execution agtAct
of the Council of Ministers after approval of thediget commission of the Sejm).
5) Any reallocation of expenditure (across budgei@ms) is subject to strict leggl The public finance
limits. Act
3. Outlavs 1) Outlays stated in the State budget, local gavents’ budgets and financial | The public finance
’ y plans of budgetary units are limits. Act
1) Incurrence of debt and issuance of guarantdiesliglden if it should lead to the Constitution. the
public debt exceed 60%of GDP. The Minister of Ritecontrols obeying the o '
rule public finance Act
2) Precautionary and remedial procedures shalkbeuted in case of public debt| The public finance
exceeding thresholds set at the level of 50%, 56&68% of GDP; the procedure sAct
4. Public debt | constrain mainly the deficits of the State budget lcal governments and

issuance of guarantees.

3) The Minister of Finance prepares a 3-year gsafer managing the State
Treasury debt and influencing the public debt (afte Council of Ministers’
approval, the document is sent to the Parliamegdtteer with the justification to

The public financeg
Act

the draft budget act).
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Scope of
regulation

Description

Form of regulation

5. Incurrence
of liabilities

1) The level of liabilities incurred by entitieofn the public finance sector is
limited by law.

2) Objective and amounts of loans incurred by ttaéeSTreasury are limited by
law.

3) Objectives of incurring loans and issuing se@siby local governments are
limited by law.

4) Some parameters of liabilities incurred by éggifrom the public finance sectg
entities (excluding the State Treasury) are limhgdaw (e.g. capitalization of
interest, value of discount).

5) Annual level of repayments and servicing ofiliibs by local governments as
well as the level of local government debt is lgdity law.

The public finance
Act

The public finance
Act

The public finance
Act

r The public finance
Act

The public finance
Act

6. Issuance of
guarantees

1) Issuance of guarantees by public finances’ sexttities including their
amounts is limited by law.

The public financeg
Act

7. Other rules

1) Any changes in the financial plan of a cent@leynment entity included in the
budget act require the agreement of the governingstar after approval of the
Minister of Finance and a positive opinion of thelget commission of the Sejm.

2) The range of financial assets in which giveritiestfrom the public finance
sector may invest available financial resourceéiriged by law.

The public financeg
Act

The public financeg
Act
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