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Opinion of the Monetary Policy Council
on the Draft Budget Act for the Year 2009

This opinion on the DrafBudget Act for the Year 2009 was prepared at the time of
serious tensions and turmoil in the internatiomaricial markets which constitute a source of
high uncertainty about the future economic develepi® in Poland and abroad. Looking
from today’s perspective, 2009 is expected to brnglowdown in economic growth in
Poland. This slowdown is likely to be deeper thariicgated in the macroeconomic
assumptions of the DraBudget Act prepared at the beginning of September 2008. Tdrere
meeting the set objective of reducing the ESA’98egal government deficit to 2.0% of GDP
will be considerably hindered. A potential deeped @rotracted economic slowdown could
threaten Poland’s compliance with the general gowent deficit criterion defined in the

Maastricht Treaty in the coming years.

. General remarks

The submitted DrafBudget Act is based on macroeconomic assumptions adopted
prior to the occurrence of serious turmoil in thHebgl financial markets which led to a
considerable revision of growth forecasts for mayorld economies. The assessment of the
macroeconomic situation presented in Bagkground document to the DraftBudget Act did
not deviate considerably from the forecasts fortealgrior to those developments, including
forecasts constituting the basis for tMonetary Policy Guidelines for the Year 2009.
However, from today’'s perspective, macroeconomgu@ptions of the DrafBudget Act
should be assessed as overly optimistic.

In the light of the adopted macroeconomic assumptaiso the forecast of the central
budget revenue presented in the DAgft may be assessed as optimistic. Moreover, forecasts
of tax receipts imply that these receipts will gone to increase at a higher rate than the one

00-919 Warszawa, ulic8wigtokrzyska 11/21, phone (22) 826 99 55,
fax (22) 826 37 51,
telex 81 46 81 nbp.pl



NBP
resulting from the growth rate of major macroecomooategories and the effects of the fiscal
measures. Such a phenomenon was observed in tre2@bH-2007 which may be explained
by improvements in tax collection which usually @mpany an economic recovery. In the
light of the anticipated slowdown in economic growa similar effect may not occur in 2009.

The submitted DrafBudget Act assumes favourable changes in the structure of the
central budget expenditure involving an increadetes of pro-growth expenditure, as well as
maintaining of discipline in current budget expeuads. Current budget expenditure net of EU
funds and interest payments which do not depenthergovernment’s current decisions, is
expected to rise by approx. 3.5% in nominal termisile the planned increase in capital
expenditure amounts to 8.9%. This is driven pabyythe planned low growth of own
spending of central budget entities, but also hyes@xpenditure being transferred to other
general government entities. Subsidies of the akbtrdget allocated to the Social Insurance
Fund have been planned in the amount insufficeflty finance the Fund’s spending, while
the expenditure on pre-retirement benefits has bre@sferred from the central budget to the
Labour Fund.

The Draft Budget Act envisages a reduction in the central budget defiicm the
anticipated amount of PLN 22.9 billion in 2008 e tamount of PLN 18.2 billion in 2009 i.e.
from 1.8% of GDP to 1.3% of GDP respectively. Aetbame time, in line with the
Background document to the DraftBudget Act the general government deficit (in cash and
ESA’95 terms) is expected to be reduced to the saxtent as the central budget deficit i.e.
by 0.5 percentage point of GDP. In the light of theormation about the planned special
purpose fund deficits, it may be difficult for geakgovernment entities other than the central
budget to achieve a similar result in 2008 and 20®b@ DraftAct assumes a deterioration in
the balances of the Social Insurance Fund and #iur Fund by the total of approx. 0.5
percentage points of GDP. Moreover, the introductd two rates of personal income tax
will lead to a reduction in own revenues of localvgrnment entities by approx. 0.3
percentage points of GDP. Thus, it may be assebs#deven under the assumption of a
favourable economic situation, the submitted DBafiiget Act may be insufficient to achieve
the objective of reducing the general governmefitidiéy 0.5 percentage point of GDP.

High uncertainty about the future macroeconomicetitguments makes it difficult to
present a comprehensive assessment of the plamseal policy and its impact on the
economy. According to the NBP’s estimates, the g@rgovernment deficit will deteriorate
in 2009 as a result of the negative impact of eooonoslowdown on tax receipts and



expenditure on unemployment benefits. On the dtlaeid, the structural deficit may remain

at the level close to the one estimated for the 26@a8.

[1. Macroeconomic assumptions of the Draft Budget Act for the Year 2009

The developments in the financial markets obsemdlle past few weeks have led to
a considerable revision of the outlook for globebmomic growth, and, consequently, the
outlook for economic growth in Poland. This hasrfaiis reflection in the October projection
of inflation of the NBP. Against its backdrop, thessumption concerning economic
developments in Poland in real and nominal termessgnted in the DraBudget Act may be
assessed as overly optimistic

In the NBP’s opinion, as a result of a strong slowd in the global economy, the
growth rate of GDP may be considerably lower thamisaged in the DrafBudget Act. In
particular, the growth rate of gross fixed capit@imation as expected by the Ministry of
Finance seems too high from today’s perspective tf@nother hand, the price increase in
2009, as measured with CPI, despite a fall in coditygrices in the world markets observed
recently might be stronger than assumed in thet Braiget Act.

Also the assessment of the outlook for the laboarket situation contained in
macroeconomic assumptions of the Didtdget Act differs from the NBP’s assessments. In
the NBP’s assessment, due to limited ability ofegmises to adjust wages quickly, in the
coming quarters the adjustment of this sector e dlowing economic growth will mainly
take place through falling labour demand. With $imaultaneous growth in the size of the
active population, mainly as a result of demograactors, will lead to a noticeable growth
in unemployment rate. On the other hand, the wageth will be adjusted, with a certain
time lag, to the slowing economic growth. As a heswith falling GDP growth, the growth
rate of labour costs in 2009 will remain relativéigh, largely affecting the price growth in

the economy.

[11. Detailed remarks

1. In line with the DraftBudget Act for the Year 2009, the overall central budget revenue
(excluding EU funds and other non-refundable fundsg¢xpected to rise in 2009 by
8.9% yly in nominal terms, which, considering thverage annual inflation planned at

! This assessment is not altered by the fact thaatiens in the forecasts of GDP and inflation gtiowetween
the NBP’s projection and the assumptions of theidftip of Finance result partly from certain diffapes in
forecasting methods and tools.
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the level of 2.9%, means that this revenue wik iy 5.9% in real terms. The central
budget revenue may turn out lower than assumedhenDiraft Budget Act which is
connected, among other things, with the NBP’s faséx of the economic situation in
2009.

2. Inline with the submitted DraBudget Act, general government revenue from taxes and
social contributions is expected to rise in 200BB% i.e. at a rate slightly higher than
the nominal economic growth rate. The total ratidhis revenue to GDP in 2009 is
expected to amount to 32.3%, i.e. exceed by 0.depé&gige point the 2008 ratio despite
the introduction of the new personal income taxedcite, with reduced rates of 18%
and 32% which will result in the reduction of thengral government revenue by
approx. PLN 8 billion i.e. 0.6 percentage poinGipP.

3. The nominal growth in the central budget expenditi@xcluding expenditure financed
with EU funds) assumed for the year 2009 at thelle¥ 5.3% i.e. 2.3% in real terms,
will be considerably lower than that anticipated2®08 (11.8% y/y in nominal terms
and 7.1% yly in real terms). Expenditure growth imaénly been curbed in the category
of current expenditure, net of expenditure co-foeth with EU funds and interest
payments. The low growth rate of current expenditamounting to 3.5% results,
among other things, from the assumption of a deeréa benefits paid to individuals
(by 9.2% y/y} and moderate growth of subsidies and grants @3 3/y)* and EU own
funds (by 4.1% vyly).

4. The ratio of general government expenditure to GPRxpected to decline by 0.4
percentage point of GDP, among other things, imeotion with the planned decrease
in the ratio of social expenditure by 0.3 perceatpgint of GDP. This plan takes into
account financial effects of the government’s dadfthe Bridging Pensions Act whose
implementation has not been decided yet. This thnsa to a certain extent, the

% The growth rate of the central budget expenditnr@008 was exceptionally high due to a large iaseein

subsidies to the Social Insurance Fund which reduitom a decrease in the disability pension cbutibns

rather than from the increase in expenditure of $loeial Insurance Fund. Without subsidies to theigbo
Insurance Fund, the central budget expenditure wgpposed to increase by 6.9% in 2008 (as comgardte

Draft Budget Act for the year 2008 with envisaged performance @7).

® The major factor behind the decrease in this cayegf expenditure is the shift of expenditure arial

assistance and pre-retirement benefits from théraleloudget to the Labour Fund. In 2008 the certitalget
expenditure in this respect was planned to amauapprox. PLN 3.5 billion.

“* Low growth rate of this category of expenditursules, among other things, from subvention to tbei&®

Insurance Fund planned at the amount insufficiefinance the Fund’s total expenses which will eaagleficit

exceeding PLN 4 billion (as compared with a sligintplus envisaged for 2008) as well as cuts in entiens to
local government entities for the purpose of finagcsocial assistance (which might be justified thy

anticipated favourable economic situation).
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implementation of the submitted Drd8tdget Act, but primarily the stability of public
finance in the medium- and long-term.

5. Special attention should be paid to the increasetlays on human capital and
infrastructure envisaged in the central budget Wwiicost the development potential of
the economy. The expenditure on science largelgeds GDP growth - its growth is
expected to amount to 22.5% in real terms. Apamnfithe science expenditure, fast
growth is expected in infrastructure expendituragag other things, in connection with
the preparation and implementation of EURO 2013egts). High expenditure growth
has also been envisaged for projects in the fiektacation — real growth of 5.2% and
higher education — of 2.7%.

6. Amidst tensions and turmoil in the global finanamrkets, a number of governments
of EU member states have undertaken extraordin@gsores to support the banking
sector. Also the government of the Republic of Rd)dollowing the guidelines of the
ECOFIN Council, has decided to raise the limit ahk deposit guarantee from EUR
22.5 thousand to EUR 50 thousand. In the assessvhémeé Monetary Policy Council,
in the light of the good condition of the Polishnkeng sector, these measures do not
constitute a risk for the Treasury to assume aitiaddl burden. Therefore, in line with
ESA95 principled there are no reasons to make any additional amenis to the Draft
Budget Act. Meanwhile, it would be advisable to sidler whether in the present
situation requiring special attention of the Finah&upervision Authority, the planned
decrease in the central budget financing of thikaty is justified.

7. Itis expected that in 2009 the central budgetaitefill reach PLN 18.2 billion (1.3%
of GDP) as compared with the envisaged outturnOid82estimated at PLN 22.9 billion
(1.8% of GDP). Assumption of such level of the cahtbudget deficit may be
insufficient to achieve the objective set in Ganvergence Programme. 2007 Update of
reducing the overall general government deficit2ééd of GDP (in ESA’95 terms).
Taking into account the transfers to the Open BenBund (OFE) in the amount of
approx. 1.6% of GDP, achieving such a level of defivould require the general
government entities other that the central budgetathieve a positive balance.
Meanwhile, it follows from the data presented ie fraft Act that the largest special

purpose funds (the Social Insurance Fund and threeddtural Social Insurance Fund)

® In line with the ESA'95 standard applicable in tBe) (as well as the Polish Public Finance Act)tlie
situation when the disbursements under governmaatagtees are unlikely, the mere fact of givinghsuc
guarantees does not affect the deficit and thergegevernment debt.
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are most likely to record deficits in 2009. The dmade of special purpose funds,
excluding funds financed with the proceeds fronvatisatior}, is expected to worsen
and decrease from the surplus of PLN 3.5 billior2008 to the deficit of PLN 3.2
billion in 2009. Moreover, there is a high uncentgi about the condition of local
government entities which in 2009 will obtain low@awvn revenues as a result of the
introduction of two-level taxation scale with reédcpersonal income tax rates; on the
other hand, those entities are most likely to iaseetheir involvement in the use of UE
funds within the framework of the new Financial $perctive 2007-2013.
As a result of a reduction of the general governnaficit amidst the expected
considerable rise in interest payments on publiat dey more than PLN 5 billion) in
2009, the primary balance of the general governmahtremain positive and will
increase from 0.9% of GDP to 1.7% of GDP. Suchgaiicant improvement of the
primary balance has positive effects on the gromath of public debt, however, in the
light of the previously presented doubts about plenned reduction of the general
government deficit, also improvement of the primbhafance to the assumed extent is
uncertain.
In 2009 the net borrowing requirement of the ceritalget is expected to decrease to
PLN 39.1 billion from the amount of PLN 42.7 biicanticipated in 2008, i.e. by 8.4%
which is connected with the assumption of a lowaddet deficit. Another important
factor contributing to lowering the borrowing regment are the proceeds from
privatization which are expected to reach the tatabunt of PLN 12 billion i.e. five
times more than the amount planned for 2008, owhith PLN 6.8 billiod for the
central budget deficit financing. This objectiveesss difficult to meet in the light of the
proceeds obtained in the past few years, the abseh@a detailed description of
privatization plans in theBackground document to the Draft Act, and, above all,
unfavorable conditions in the financial markets.
Similarly to the previous years, the Dr8iidget Act envisages a considerable increase
in the use of EU funds both on the revenue sidid@fcentral budget as well as on the
expenditure side. The expected growth in experglitunder the National Strategic

Reference Framework 2007-2013 for Poland from thigcipated performance at the

® In the economic sense and in ESA'95 terms, pracdexim privatisation do not constitute revenue of t
general government but a financial transactiongctviinances the borrowing requirement.

" The remaining part of the proceeds from privaiisatill be allocated to special purpose funds,hsas the
Reprivatisation Fund and the Entrepreneurs’ Restring Fund.
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level of PLN 9.3 billioff in 2008 to PLN 25.1 billion in 2009 i.e. by 169.9% of
considerable importance. At the same time, the arpeutilisation of EU funds in
2008, both on the revenue and on the expenditule isi considerably lowered than
initially planned (42.9% and 79.0% respectivelfrhe envisaged growth in expenditure
on financing projects with the use of EU funds 002 is partly justified in the light of
the growing pace of submission of applications ddditional financing, observed in
2008 and signing of contracts as well as the systigmo-development subsidies, which
has been put in place, enabling the transfer ofwthele or part of financing to the
beneficiaries in advance. Nonetheless, the experiétom the past few years suggests
there is a risk for the realisation of the plannétisation of EU funds. It should also be
emphasised that in the light of the existing lowisdtion of funds under the National
Strategic Reference Framework 2007-2013 for Polamdi the applicable rule n%3
further delays would create a serious risk of Iggart of EU funds granted to Poland.
11. TheBackground document to the DraftBudget Act for 2009 contains a description of
the draft central budget in a task-oriented franrtbwSuch presentation of the budget is
supposed to improve the planning and managememuldic finance and is aimed at a
more effective spending of public funds. The tasksded plan of expenditure for the
year 2009, presented for the first time in Beackground document to the DraftAct,
drafted according to the fundamental functions h@ state (e.g. management of the
state, educational, instructive and protective véets of the state, supporting of
physical culture, protection of the natural envim@mmt and improvement of its
condition) constitutes a step towards such an irgrent. However, in order to fully
benefit from the advantages offered by the tas&rded budget, it is necessary to make
the amounts of planned expenditure more depengent the set objectives and tasks.
Effective implementation of the task-oriented budg®uld take into consideration the

degree of achievement of the set objectives whéeweéng the budget execution.

8 In the period January — August 2008, payments fiyogramme accounts under the National Strategic
Reference Framework 2007-2013 reached merely PBNilion.

° Comparison on the expenditure side concerns arsducitding domestic co-financing.

% In line with this rule, limits of the particularemr's commitment must be used not later than withi
following three years, e.g. for the 2007 limits thst year to use these funds is the year 2010.



