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IMF Executive Board Concludes 2017 Article 1V Consultation with Poland

OnJuly 7, 2017, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV Consultation! with Poland.

The near-term growth momentum remains strong, supported by accommodative monetary and
fiscal policies and sizeable EU transfers. The economy is operating above potential, with the

unemployment rate at a historical low. Growth is projected to accelerate to 3.6 percent in 2017
and remain strong in 2018. Long-term growth, however, will be more subdued, unless adverse
demographics and structural constraints on investment and productivity growth are addressed.

Risks to the near-term outlook are broadly balanced. Externally, while stronger-than-expected
recovery in advanced economies would be a boon for Poland, on the downside, a faster-than-
expected tightening in the global financial conditions, as well as growth, financial or political
shocks in Europe, would have a negative impact. Domestically, both growth and inflation can
surprise on the upside if the EU funds’ absorption and investment rise further or if wage growth
accelerates faster than expected. On the downside, a delayed monetary policy response could
lead to inflation overshooting its target, while a weakening of institutions or fiscal slippages
could dent investor confidence.

Policies have focused on supporting growth, with the central bank aiming to ensure a gradual
return of inflation to target. Monetary policy remains accommaodative, with policy rate kept at a
historically low level since early 2015. The 2017 general government budget deficit of

2.9 percent of GDP represents a pro-cyclical stance and is only marginally below the Excessive
Deficit Procedure (EDP) limit. In this regard, the fiscal performance so far this year has been
very encouraging, and the authorities intend to resume fiscal consolidation next year with an
adjustment in the structural and headline deficits of about half a percent of GDP. The banking
sector remains well capitalized, but profitability continues to decline amid low interest rates and
rising non-interest costs. The final solution to foreign currency mortgage loans is still pending,
but will likely entail further costs to banks. The recently adopted Responsible Development
Strategy sets ambitious targets to achieve fast convergence to the EU living standards, but much
work lies ahead to translate the strategy into concrete reform plans and to ensure a consistent
policy mix.

L Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every
year. A staff team visits the country, collects economic and financial information, and discusses with officials the country's
economic developments and policies. On return to headquarters, the staff prepares a report, which forms the basis for
discussion by the Executive Board.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



Executive Board Assessment

Executive Directors commended Poland’s very strong policy and institutional frameworks. They
noted, however, that maintaining strong and inclusive growth over the medium term would
require advancing structural reforms to lift investment and productivity, as well as addressing
demographic challenges. Sound institutions and macroeconomic policies would strengthen
Poland’s resilience against external risks.

Directors agreed that the accommodative monetary policy stance is appropriate for now, but
stressed the need to closely monitor domestic inflationary pressures. Given the uncertainties
surrounding future wage growth, monetary policy should be data-dependent to ensure a timely
response and avoid overshooting the inflation target. A clear state-contingent rather than
time-bound communication strategy would help to better guide inflation expectations.

Directors commended the strong fiscal performance and improved tax collection so far this year.
They urged the authorities to start consolidation as soon as possible to reverse the pro-cyclical
stance, and build a buffer relative to the Excessive Deficit Procedure (EDP) limit already this
year, taking advantage of the cyclical upswing and saving any revenue overperformance.
Directors welcomed the authorities’ intention to reduce the headline and structural deficits by
about half a percent of GDP per year during 2018-19, and supported the medium-term objective
of cutting the structural deficit to one percent of GDP.

Directors stressed the importance of high quality and permanent measures to underpin a
growth-friendly fiscal adjustment. They noted the authorities’ efforts to improve tax
administration, but suggested conservative budgeting of potential gains. They urged the
authorities to consider additional measures to ensure that they achieve their fiscal objectives.
Such measures could include eliminating preferential VAT rates and exemptions, rationalizing
current spending and improving public expenditure efficiency, and gradually phasing out
preferential pension regimes.

Directors stressed the importance of preserving financial sector resilience for future growth.
They noted that the banking sector remains sound, but that profitability has continued to decline
amid a low-interest rate environment and rising regulatory and tax burden. Directors highlighted
the need to monitor the impact of the bank asset tax. They also underscored that the solution to
address consumer protection concerns related to foreign-currency mortgages should preserve
financial stability and banks’ lending capacity, and noted that a case-by-case approach would be
preferable. Directors also noted the rising sovereign-bank linkages, and underscored the need to
maintain strong and independent financial supervision and macroprudential oversight.

Directors encouraged the authorities to advance structural reforms to boost potential growth.
They noted the ambitious targets set by the Responsible Development Strategy, and called for
prioritization with the focus on streamlining product market regulations, implementing more
effective labor market policies, and improving the efficiency of the EU-funded investment in
infrastructure and R&D. Directors also encouraged measures to increase labor force participation
and incentivize employees to remain longer in the workforce.



Republic of Poland: Selected Economic Indicators, 2013-22

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Est. Projections
Activity and prices
GDP (change in percent) 1/ 14 33 39 2.6 3.6 3.3 3.0 2.8 2.7 2.6
Domestic demand -0.6 4.9 33 24 4.0 3.8 33 29 2.8 2.7
Private consumption growth 0.3 24 3.0 3.8 4.2 35 32 2.8 26 24
Public consumption growth 25 4.1 24 2.8 21 23 23 21 2.0 19
Domestic fixed investment growth -11 10.0 6.1 -7.9 5.8 6.0 5.0 44 44 44
Inventories (contribution to growth) -1.0 0.6 -0.2 13 -0.1 0.0 0.0 0.0 0.0 0.0
Net external demand (contribution to growth) 20 -14 0.6 0.3 -0.2 -04 -0.3 -0.1 -0.1 -0.1
Output gap -1.2 -0.9 0.0 0.1 0.7 0.9 0.9 0.7 0.6 0.4
CPI inflation (percent)
Average 0.9 0.0 -0.9 -0.6 21 25 25 25 25 2.5
End of period 0.7 -1.0 -0.5 0.8 23 2.6 25 25 25 25
Unemployment rate (average, according to LFS) 10.3 9.0 7.5 6.2 53 45 43 4.2 4.2 4.2
Public finances (percent of GDP) 2/
General government revenues 385 38.8 39.0 38.8 39.8 40.3 40.1 40.0 39.9 39.9
General government expenditures 42.6 423 41.6 413 42.6 429 42.8 423 42.0 41.8
General government net lending/borrowing -4.1 -3.5 -2.6 -24 -2.8 -2.7 -2.7 -23 -21 -1.9
General government structural balance -33 -31 -2.6 -2.5 -31 -3.0 -3.0 -2.6 -23 -21
General government debt 55.7 50.2 511 54.4 54.3 53.9 53.5 53.0 52.3 51.6
National definition 3/ 533 481 48.8 50.1
Money and credit
Private credit (change in percent, end-period) 4/ 44 7.5 7.5 5.0 6.8 6.5 6.0 5.9 5.7 5.5
Credit to GDP (percent) 53.5 55.4 56.9 58.0 58.8 59.0 59.2 59.5 59.8 60.0
Deposits (change in percent, end-period) 6.9 8.6 8.8 8.4 8.7 6.2 49 4.8 4.7 4.5
Broad money (change in percent, end-period) 6.2 8.2 9.1 9.6 8.3 6.2 5.0 5.0 4.8 4.6
Policy Rate (percent) 5/ 29 24 16 15
Balance of payments
Current account balance (billion U.S. dollars) -6.7 -114 -29 -14 -5.9 -7.3 -89 -10.9 -13.2 -15.2
Percent of GDP -1.3 -21 -0.6 -0.3 -1.2 -14 -16 -1.9 -2.2 -24
Exports of Goods (billion U.S. dollars) 198.1 210.6 191.0 195.6 216.5 2354 255.1 2735 2935 3129
Export volume growth 6.1 6.7 7.7 9.0 7.5 7.1 6.6 6.1 57 54
Imports of Goods (billion U.S. dollars) 198.6 2149 188.6 1934 2197 2413 2633 2843 307.1 3295
Import volume growth 17 10.0 6.6 8.9 8.4 8.2 7.4 6.5 6.0 5.6
Terms of trade (index 1995=100) 100.6 102.7 105.1 106.1 104.2 104.2 104.3 104.0 103.6 103.1
Official reserves (billion U.S. dollars) 106.2 1004 94.9 1144 120.3 1255 1288 1325 1353 136.8
In percent of short-term debt plus CA deficit 67.4 88.5 88.9 88.7 108.9 115.6 115.6 1173 116.8 117.0
In percent of IMF ARA metric 105.6 110.6 111.2 1281
Total external debt (billion U.S. dollars) 384.1 356.7 330.0 3359 344.0 3483 3519 357.2 363.6 3705
In percent of GDP 73.2 65.4 69.1 71.6 69.6 66.7 63.8 61.5 59.5 57.7
Exchange rate
Exchange rate regime Freely floating
Zloty per USD, period average 3.2 3.2 3.8 3.9
Zloty per Euro, period average 4.2 4.2 4.2 44
Real effective exchange rate (INS, CPI based) 6/ 108.2 109.0 105.2 100.7
Appreciation (percent change) 0.7 0.7 -34 -4.3
Memorandum item:
Nominal GDP (billion zloty) 1656.8 1719.7 17993 18512 19511 2069.0 2186.6 23041 24248 25476

Sources: Polish authorities and IMF staff calculations.

1/ Real GDP is calculated at constant 2010 prices, while the authorities’ definition is based on prices of the previous year.

2/ According to ESA2010.

3/ The difference from general government debt reflects different sectoral classification of certain units.

4/ Credit defined as in IFS: "Claims on other sectors."
5/ NBP Reference Rate (avg).
6/ Annual average (2000=100).
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STAFF REPORT FOR THE 2017 ARTICLE IV CONSULTATION

KEY ISSUES

Context: The near-term growth momentum remains strong, supported by
accommodative monetary and fiscal policies and sizable EU transfers. The economy is
operating above potential, with the unemployment rate at a historical low. But long-term
growth will be more subdued, unless adverse demographics and structural constraints
on investment and total factor productivity (TFP) growth are addressed. Some recent
policies, notably the reversal of the 2013 retirement age increase, will likely exacerbate
the decline in the working-age population and require additional fiscal consolidation
efforts. While the external environment has improved, both global and domestic policy
uncertainties continue to weigh on sentiment.

Policies: to ensure strong inclusive growth and income convergence with advanced
Europe, the government should maintain sound macro policies and advance reforms:

e Rebuilding fiscal space: With the 2017 budget deficit of just below 3 percent of
GDP, the fiscal policy priorities are to avoid breaching the Excessive Deficit
Procedure (EDP) limit and to start consolidation as soon as possible, taking
advantage of the cyclical upswing, to reach the medium-term objective of a
structural deficit of 1 percent of GDP.

e Managing reflation: Holding the policy rate steady is appropriate for now, but
domestic inflationary pressures are rising. Close monitoring and timely actions,
supported by a clear communication strategy, are needed to maintain inflation
within the target range.

e Preserving financial sector resilience: Banks are sound, but profitability continues
to decline. The final solution for FX mortgage loans should be mindful of the need to
preserve banking sector resilience and a case-by-case approach remains preferable.
The impact of the bank asset tax and of the overall tax and regulatory burden on the
activities and risk profiles of banks should be monitored.

e Advancing structural reforms: Achieving higher potential growth will require faster
productivity growth, stronger private investment and higher labor force
participation. The recently adopted Responsible Development Strategy covers many
of the structural challenges and sets ambitious targets. Prioritization and
implementation are now key—the focus should be on streamlining the product
market regulations, implementing more effective labor market policies, and
improving efficiency of the EU-funded investment in infrastructure and R&D.
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Approved By Ms. Ilyina (head), Ms. Bi, Ms. Xu (all EUR), Ms. Korniyenko (SPR), and
Ms. Ozturk (FIN) visited Warsaw during May 8-18, 2017. The mission
met with senior government and central bank officials and
representatives from trade unions and the business community.

Mr. Bakker (Senior Regional Resident Representative), Mr. Sierhej,
and Mr. Krogulski (Resident Representative Office) participated in
the discussions. Mr. Jakab (RES), Ms. Jung, and Ms. Nguyen (all EUR)
provided support from headquarters. Poland is an Article IV country
and maintains an exchange system free of restrictions on the making
of payments and transfers for current international transactions,
except for those solely for the preservation of national or
international security (Informational Annex: Fund Relations). Data
provision is adequate for surveillance (Informational Annex:
Statistical Issues).
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REPUBLIC OF POLAND

BN CONTEXT

1. Poland has been one of the fastest growing economies in the European Union (EU).
Historically, Poland’s performance has

not been far off that of the fastest- GDP Per Capita

converging economies (e.g., Korea). Even 75 (Propercapte)

after the onset of the global financial 70 r::::j ::::z:: Z LEJL;

crisis, Poland continued to grow faster
than its regional peers at an average rate
of 3V percent per year, rapidly closing its 50
income gap with the EU, though its s _ 7 T
convergence relative to the US has 40
slowed after the crisis. This strong
performance reflects dividends from
earlier institutional reforms, rapid 1995 1998 2001 2004 2007 2010 2013 2016 2019 2022
integration into the European economic Sources: WEO and IMF staff calculations.

—Korea relative to US1/

p—
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______
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. . 1/ Korea GDP Per capita starts in 1989 relative to Poland's GDP per capita.
and financial systems, as well as sound

economic management.

2. The strong growth momentum is expected to continue in the near term. Growth has
accelerated to 4 percent in 2017:Q1 from 2.7 percent in 2016, on the back of continued strong
consumption and inventory accumulation. Record-low unemployment and a near record-high
capacity utilization suggest that the economy is already operating above potential. But the still
subdued private investment and lower than pre-crisis total factor productivity (TFP) growth cast a
shadow over the medium-term growth prospects.

3. Over the longer-term, growth will be more subdued, if demographic headwinds and
structural challenges are not addressed (Figure 1):

e Shrinking workforce. With birth rates among the lowest in the EU and persistent emigration, the
Polish working-age population has been declining by 1 percent annually since 2012, and is
expected to shrink by over a ¥ by 2050, resulting in more than doubling of the old-age
dependency ratio. If left unaddressed, these trends will reduce potential growth and increase
healthcare and pension-related spending. In addition to the demographic pressures, a relatively
low participation rate, persistent labor market segmentation, and skill mismatches point to
potential misallocation of labor with adverse effects for productivity.

e TFP growth slowdown. In line with global trends, TFP growth in Poland has slowed significantly
after the global financial crisis, falling from an average of 2.4 percent over 2003-07 to barely
1 percent on average over 2013-16. Prior to 2008, strong TFP growth was supported by the
rapid institutional and structural transformation of the Polish economy and by Poland's
integration into the EU economic space and European supply chains. With slower expansion of
the technological frontier and technology diffusion, Poland will need to rely more on internal
drivers of TFP growth.

4 INTERNATIONAL MONETARY FUND



REPUBLIC OF POLAND

Figure 1. Poland’s Structural Challenges
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Share of Working-Age Population

71
—Poland -=--EU
69
67
65
63
61
59 SSeall
57 Ty
55
2015 2020 2025 2030 2035 2040 2045 2050
Sources: Eurostat and IMF staff calculations.
Infrastructure gaps
Public Capital Stock, 2015
(in PPP 2011 per capita)
30,000
25,000 Advanced EU Average
20,000 EU Average
15,000
10,000
0
Sources: FAD database and IMF staff calculations.
Ongoing structural transformation
Structure of Employment
100 100
920 920
80 80
70 70
60 60
50 QQQ‘WW\:\}‘V‘}‘ 1 50
SRR R R
2 NN NSRS ERRRR NE:
10 BB 10
085‘88388888‘3:22333 830
RIRIRRRRIRRIKIRKRKIRKK’R]R &K
Poland EU 28
W Agriculture & Industry M Services

Sources: Eurostat and IMF staff calculations.

Post-crisis slowdown in TFP growth

TFP Growth
—Poland —EU15
6
4
2
0
-2
-4
-6
N W IS 0 0O O 4 N M T L OIS 0 O O« N M < n
QOO O O 0O 0O 0O O 0O O O = oo
a O O (] o o o O O O O O O O O O O
N = o A A NN N NN NN NN NN NN N NN

Shaded area indicates 25 and 75 percentile of the growth rates of emerging markets.
Sources: The Conference Board and IMF staff calculations.

Low private sector investment rate

Business Investment over 2004-2015
(Percent of GDP)

18
16
14
12
10
8
6
4
2
0

Source: Eurostat.

Regional disparities

GDP per Capita, 2015
(Percent of ELU28 average, PPS-adjusted)

- below 45
45-55
55-65

65-75
above 75

Source: Poland Staff Report, 2016 Article IV Consultation.

INTERNATIONAL MONETARY FUND 5



REPUBLIC OF POLAND

e Infrastructure gaps. Compared to many EU economies, Poland has sizable infrastructure gaps.
Furthermore, Poland relies heavily on the EU Structural and Cohesion Funds to finance public
investment—under the 2014-20 EU funds program it can receive up to EUR 86 billion, and over
half of the national public investment during 2014-17 was financed by EU funds. An eventual
reduction in EU transfers will have to be offset by funding from other sources if public
investment were to be maintained at current levels.

e Low domestic private investment. The private investment rate in Poland is among the lowest in
the EU, while the public sector continues to play a prominent role in the economy, especially in
energy, transportation, and other network sectors. Ensuring a more prominent role of the
domestic private sector in the future growth and economic transformation of Poland is another
challenge.

e Regional disparities. Eastern regions in Poland—with a relatively large share of small-scale
farming—have significantly lower per-capita GDP, productivity and education attainment levels,
as well as higher poverty and unemployment rates.! Ensuring broad-based and inclusive growth
requires greater focus on regional development.

4. The current strong growth momentum provides an opportunity to advance structural
reforms. The Responsible Development Strategy (RDS), which was formally adopted in February
2017, aims to address structural obstacles to sustainable, strong, and inclusive growth. But much
work lies ahead to translate the strategy into concrete reform plans and to ensure that the rest of
the policy mix is consistent with the goal of lifting Poland’s potential growth, while maintaining fiscal
prudence and macro-financial stability.

I RECENT DEVELOPMENTS

5. External demand and financial conditions remain supportive (Figure 2). External
demand is recovering despite lingering policy uncertainties in major economies. While the
expectations of a fiscal stimulus have lifted forecasts of growth and interest rates in the U.S., the
external financing conditions have remained supportive for Poland, given low Eurozone interest
rates and subdued global market volatility.

6. Domestic financial conditions are still accommodative (Figures 2, 11). The policy
interest rate has been held at a historically low level for more than two years. Yields on government
bonds are still relatively low, despite a moderate increase from 2.9 percent in September 2016 to
3.2 percent in June 2017. In line with global trends, Polish equities gained more than 30 percent
since end-2016, recovering about three quarters of the stock market losses from mid-2015.
Meanwhile, the recent REER appreciation and some tightening in bank lending standards, especially
on corporate loans, have led to a slight tightening of the overall financial conditions.

1 See the 2016 Article IV Staff Report.
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Figure 2. Recent Economic and Financial Developments
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7. The near-term growth momentum is strong (Figures 2, 12). Real GDP growth
accelerated to 4 percent in 2017:Q1 after a temporary slowdown to 2.7 percent in 2016 from

3.9 percent in 2015 due to weaker investment. The public investment decline last year was driven by
a significantly lower absorption of EU funds during the transition to the 2014-20 program, with
similar declines observed in other recipients of EU funds.? Private investment growth has been
disappointing as well, with the recent EIB survey pointing to political and regulatory uncertainties as
the key factors. However, investment momentum appears to have strengthened in 2017:Q1, with
more upbeat PMI and business sentiment indicators, and a pick-up in contracts and disbursement
requests for EU-funded projects. Meanwhile, growth is still mainly driven by private consumption,
which is supported by solid wage growth, minimum wage hike and higher social spending (the child
benefits program).

8. The cyclical rebound is in an advanced stage. Different estimation methods consistently
show that the negative output gap that opened during the global financial crisis had largely closed
by 2015, and a positive output gap opened in 2016. Unemployment is at record low and reflation is
gathering pace (Figure 3). Nonetheless, credit growth is moderate at 4.9 percent y-o-y (as of May
2017) and there are no signs of excessive asset price acceleration so far (see charts below).?

Business and Financial Cycle Indicators

Economy is entering an advanced phase of the business cycle... ... but no signs of asset price bubbles so far.

Potential Growth and Output Gap Asset Price Indicators
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9. The labor market is increasingly tight (Figure 3, 12). The unemployment rate (seasonally-
adjusted, harmonized) dropped to a historical low of 4.8 percent in April 2017. Firms are increasingly
experiencing shortages of skilled labor, with about 30 percent of surveyed firms reporting labor
shortages as a barrier to growth. A steady decline in the working-age population that started in

2 Some of the delay has been due to the new regulatory and operational requirements of the 2014-20 program.

3 There were no major developments in the household and corporate balance sheets since the 2016 Article IV
Consultation.
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2012 is now felt more acutely amid continued strength of the economy. Compared to the steep fall
in unemployment, the very recent acceleration in wage growth (from an annual average of 4 percent
to 4.7 percent in the first five months of 2017 in the enterprise sector) seems moderate. A leading
explanation of the still relatively restrained wage growth is the large inflow of Ukrainian migrants,
reportedly around 1.3 million, many of whom work in Poland on short-term contracts (maximum of
6 months within 12 consecutive months) and at much lower effective wages than local workers.#
Even at the current rate, the real wage growth is already outpacing the real labor productivity
growth (Figure 12).

10. Reflation is gathering pace (Figures 3, 13). Headline inflation accelerated from 0 percent
in November 2016 to 1.9 percent in May 2017 on the back of rising food and fuel prices, but is still
below the NBP’s inflation target of 2.5 percent. A model-based inflation decomposition suggests
that the drag from the euro area inflation declined, while the contribution of domestic factors
increased (Figure 3, chart 2). Core inflation (headline, excluding food and fuel prices) reached

0.8 percent in May 2017, and other measures of core inflation that capture domestic demand
conditions signal even stronger domestic inflationary pressures.

11. The fiscal outcome in 2016 was better than expected. The realized general government
fiscal deficit was 2.4 percent of GDP in 2016, the lowest level since the global financial crisis.
Revenues outperformed due to a significant increase in the VAT and other tax receipts, reflecting
improved compliance. Expenditures were under-executed due to weak public investment associated
with low absorption of EU funds. However, with a positive output gap, the improvement in a
cyclically-adjusted balance is smaller, likely representing a broadly neutral fiscal stance. Public debt
had increased to 54 percent of GDP at end-2016, but remains sustainable under a wide range of
shocks (Annex VIII).

12. The external position continued to improve (Figure 14). Poland’s current account deficit
declined to 0.3 percent of GDP in 2016 (the smallest deficit on record since 1995). This reflects
improved terms of trade and more competitive REER, as well as higher exports to the euro area in
2016:Q4 that were supported by the recovery in trade in the global value chains (GVCs).> Net
financial inflows remained weak in 2016, and the small positive financial account was primarily due
to the accumulation of reserves that was partly driven by increased repo transactions of the National
Bank of Poland (NBP). Net portfolio inflows turned positive in 2017:Q1 in line with broad EM
patterns, leading to both nominal and real appreciation of the PLN following a depreciation streak
since mid-2015. The overall external position is broadly consistent with economic fundamentals and
desirable policies (Annex I), and gross reserves are adequate, amounting to 128 percent of the IMF's
composite reserve adequacy metric as of end-2016.%

4 These temporary migrants are not included in the official employment statistics.

5 See 2017 April WEO, Chapter 1.

6 Net reserves were at 103 percent of the IMF's modified composite reserve adequacy metric at end-2016. Compared
to end-2015, both net and gross reserves increased significantly, the latter also because of the increase in repo
transactions by the NBP.
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Reflation is gathering pace, with headline inflation outpacing
core inflation on higher fuel and food prices...

CPI Inflation
6 (Year-on-year percent changes)
—CPI ==-Core CPI (excl. food and energy)
5

Target +1 pp tolerance bands

-2

2015 2016

2017
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Sources: Haver Analytics and IMF staff calculations.

But domestic inflationary pressures are building up.

Core Inflation Indices
(Percent change, year-on-year)
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Sources: National Bank of Poland and IMF staff calculations.

Firms are increasingly experiencing skilled labor shortages...

Share of Enterprises Reporting Shortage of
Skilled Labor as a Barrier to Growth

35 X
——Construction
—Industry
30 Transport
—ICT
2 -=-Administrative and support activities
20
15
10 \/—/
5
2009 2010 2011 2012 2013 2014 2015 2016

Sources: Statistical Office of Poland and IMF staff calculations.

Figure 3. Inflation and Labor Market Conditions

... as well as diminishing drag from the euro area inflation.

Inflation Decomposition
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Sources: GAS Database, Kiliand, EIA, Haver Analytics, WEO, and IMF staff calculations.

Labor market conditions continue to tighten, with unemploym
rate falling rapidly.

Employment Growth Decomposition
(Percent, year-on-year)
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Sources: Statistical Office of Poland and IMF staff calculations.

...despite a surge in temporary migrant inflows from Ukraine.

Ukrainian Workers in Poland
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B OUTLOOK AND RISKS

13. Growth will remain strong in the Public investment is set to pick up on higher absorption of EU
near term, but longer-term prospects are funds.

more subdued. Real GDP growth is Poland: EU Structural and Investment Funds
projected to accelerate to 3.6 percent in 2017 (Expenditures in percent of initial year GDP, cumulative)

on the back of stronger EU funds’ absorption Sl E——— oycle

(see chart), robust private consumption, and o0 "*2014-2020 cycle e
modest recovery of private investment amid

supportive external demand. But over the ®

medium term, adverse demographics will 10

weigh on employment growth, pulling GDP

growth back to its potential rate of around ’ .I

2.7 percent by 2022, despite moderate 0 ——-—.

improvements in the investment and TFP vwew Wl e v e
grOWth (An nex II) As domestic demand Sources: European Commission, Polish Authorities, and IMF staff calculations.

strengthens and commaodity prices recover,
import growth is likely to outpace export growth, leading to a moderate widening in the current
account deficit over the medium term.

14. Headline inflation is expected to reach the mid-point of the target band in early 2018.
The impulse from the recent strong growth in food and fuel prices will likely taper off in the second
half of 2017. Core inflation, however, is set to accelerate amid an increasingly positive output gap
and rising wage pressures in a tight labor market, including an 8 percent minimum wage hike that
came into effect in January 2017. As rising domestic inflation offsets the diminishing effects from
food and fuel price increases, headline inflation is likely to rise gradually toward the NBP’s inflation
target of 2.5 percent with limited risks of overshooting in 2017, barring upside surprises on food and
fuel price inflation. Assuming a timely monetary policy response, inflation will likely stabilize around
the target after 2017.

15. In the near-term, risks to the outlook are broadly balanced (Figure 4 and Annex III):

e External risks: The external environment can improve further if global growth accelerates on a
stronger-than-expected recovery in advanced economies. The key downside risks for Poland
include a faster-than-expected tightening in the global financial conditions, as well as growth,
financial, or political shocks in Europe. A faster-than-expected monetary policy normalization in
the U.S. would lead to higher external borrowing costs, which would have a negative impact on
Poland given its relatively high external financing requirements (Figure 4). Possible growth or
financial shocks in Europe would have negative spillovers for Poland through trade, GVC and
financial channels (Figure 4). A rise of protectionism globally could reduce cross-border trade,
capital and labor flows, but would likely have a moderate impact on Poland.”

7 For more details, see Box 1 of the October 2016 WEQ and the April 2017 WEQ, Chapter 1.
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e Domestic risks: Both growth and inflation can surprise on the upside if the EU funds’ absorption
and investment rise further or if wage growth accelerates faster than expected. On the
downside, a delayed monetary policy response to higher-than-expected inflation could lead to
inflation overshooting its target, while a weakening of institutions or fiscal slippages could dent
investor confidence.

16. Should risks materialize, policy response would depend on circumstances. Poland’s
flexible exchange rate, high reserve buffers, and a well-diversified foreign investor base should help
mitigate adverse financial spillovers. In the event of an economic downturn, fiscal automatic
stabilizers should be allowed to fully operate. In the event of significant capital outflows, the NBP
should stand ready to provide both zloty and FX liquidity to the banking sector. If capital outflows
intensify, interest rate hikes could be used to stem capital outflow pressure. Poland'’s Flexible Credit
Line (FCL) arrangement is an added insurance against adverse external shocks, and could also be
used as needed to prevent disorderly market conditions. To safeguard against domestic risks, the
authorities should remain focused on maintaining strong policies and institutions.

Authorities’ views

17. The authorities broadly agreed with staff’s assessment of outlook and risks. The NBP's
growth forecast is broadly in line with staff's, with output gap projected to close later this year. The
Ministry of Finance (MoF) is more optimistic, forecasting the real GDP growth of 3.8-3.9 percent in
2018-20, on sustained strong investment growth. After a period of deflation, the authorities see
domestic inflationary pressures rising slowly, with inflation staying close to the target in the medium
term. Higher wage growth is seen as a key driver of future inflation. However, the authorities’ wage
growth and core inflation forecasts are more benign than staff's. On the external side, the authorities
saw further normalization of the monetary policy in the U.S. and earlier-than-expected ECB tapering
as the key risks, with Brexit and other political event risks in Europe adding to uncertainties.
Nevertheless, they noted that Poland’s strong external position, diversified investor base, and
flexible exchange rate, supported by the FCL arrangement with the IMF, will help it to withstand
external pressures.

BN POLICY DISCUSSIONS

18. The policy mix should reflect the need to rebuild buffers during good times and to
address longer-term growth and fiscal challenges. This year's consultation focused on policies to
achieve higher potential growth over the long term, a durable structural fiscal consolidation over the
medium term, and to maintain macro-financial stability amid the current cyclical upswing. The past
policies have been broadly in line with Fund’s recommendations (Annex IV), but fiscal consolidation
has stalled and the 2013 retirement age increase was reversed, against staff's advice.
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Figure 4. External Risks and Vulnerabilities

Selected Vulnerability Indicators: Poland vs other Emerging Markets

Gross Cyclically Public gross
Current External Debt International Adjusted financing
Account Refinancing |Reserves (Percent| Loan to Primary Public requirement
Balance |Needs in 2017| of the IMF's Deposit Balance Debt in 2017
(Percent of (Percent of Reserve Ratio (Percent of |(Percent of| (Percent of
GDP) GDP) Adequacy Metric)| (Percent) GDP) GDP) GDP)
@ (I (I ) W) (%) (vIn)
Poland -0.3 21.0 128.1 106.6 -0.8 54.4 9.2
Average emerging Asia 1.8 12.3 156.8 87.0 -13 53.6 9.8
Average emerging Europe -1.8 25.2 116.3 97.9 0.1 517 10.6
Average Latin America -3.2 8.2 1225 112.6 -2.2 53.0 9.7
Average Middle East & North Africa -7.6 9.7 1423 83.3 -2.7 65.7 223
Average all EMCs -31 141 1287 97.1 -1.6 55.4 12.6
Median -2.5 89 107.0 93.0 -0.7 533 9.4
25th percentile -4.6 5.2 75.4 75.0 -2.0 39.8 5.6
75th percentile -0.8 17.8 158.1 111.0 0.5 69.3 15.8

Sources: Joint External Debt Hub; IMF Monetary and Financial Statistics; IMF World Economic Outlook; and IMF staff calculations.

Poland: External Economic Stress Index
(Negative values indicate above-average stress)
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Sources: Bloomberg Finance L.P., IMF Monetary and Financial Statistics; IMF World Economic Outlook; and IMF staff calculations.

Note: The External Economic Stress Index (ESI) aims to capture the evolution of external environment as it pertains to Poland. The
index is a weighted sum of standardized deviations of the key external risk factors from their means. The risk factors are the same
as in the January 2017 FCL report and include real shocks (growth in the euro area) and financial shocks (changes in the European
bank equity prices, the 10-year US bond yield, and the emerging market implied volatility (VXEEM)). The weights are based on the
time-varying trade and financial exposures, all expressed as shares of GDP and then normalized to add up to one.
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A. Monetary Policy: Managing Reflation

19. The authorities assess the current policy stance as appropriate to keep inflation within
the target range over the forecast horizon. The NBP expects the effects of higher oil and food
prices to taper off later this year, and the domestic price pressures to remain contained. Thus, the
policy rate is expected to be on hold throughout 2017 and well into 2018, though a negative real
policy rate is becoming more of a concern.

20. In staff’s view, monetary policy tightening will likely be needed in 2018 to stabilize
inflation around its target.® Staff's baseline assumption is that wage growth will accelerate
gradually amid tight labor market conditions® with a relatively fast pass-through to core inflation, as
suggested by historical patterns. Under these

assumptions, headline inflation could reach Inflation is expected to reach the target in early 2018, with risks
the upper bound of the target band by end- tilted to the upside.
2018 without monetary tightening (Figure 5). Inflation Projections 1/
. : . (Annual percent change, period average)
However, there is considerable uncertainty 6. 60
about the wage growth trajectory given the >0
. Inflation Target 2.5% +1pp
recent disconnect between the 40
unemployment gap!® and wage growth 30
(Figure 5, chart 1). A continuation of the 20
moderate wage growth of around 4 percent L0
in 2017-18 would bring headline inflation 00 00
below target by end-2018, while faster wage 10 L0
- : ) 2016Q1  2016Q3  2017Q1  2017Q3  2018QL  2018Q3
grOWth could result n |nﬂat|on breach|ng the Sources: World Economic Outlook and IMF staff estimates.
1/ The uncertainty interval was calculated based on the annual CPI inflation forecast errors for
H H nd from rl nomi ring ri r , followin,
upper bound of the target band in mid-2018 s o s i itk dto st 2 e

(Figure 5, chart 2). Other risks to inflation
include a weaker-than-expected euro area inflation (downside risk) and the pass-through from
potential exchange rate depreciation (upside risk) that could be triggered by bouts of global
financial market volatility or policy uncertainties. While the risk of a premature tightening is well
internalized, it is also important to recognize that a delayed response could lead to more significant
and persistent inflation overshooting (Figure 5, charts 3-4). In recent months, all survey and market-
implied inflation expectations have adjusted upward (Figure 13). Survey-based one-year and two-
year ahead inflation expectations have risen toward 2 percent or higher, while five-year inflation
expectations remain stable. Inflation expectations derived from the long-term inflation-

8 Staff's Taylor-rule estimates suggest that with a positive output gap, a gradual acceleration of wage inflation and
robust Eurozone inflation under the baseline, inflationary pressures could require monetary tightening as early as
end-2017 or early 2018 to avoid significant inflation overshooting. Therefore, an assumption of a moderate rate hike
is embedded in staff's baseline inflation projections.

° The April 2017 NBP report on “Quick Monitoring Survey” of enterprises shows rising shares of enterprises planning
wage hikes and of enterprises reporting rising wage pressures and average planned hikes.

10 The difference between the non-accelerating inflation rate of unemployment (NAIRU) and the actual
unemployment rate.
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Figure 5. Inflation Risks and Monetary Policy Responses

Given the increasing divergence between the unemployment gap
and wage growth, wage inflation could accelerate sharply...
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Sources: Statistical Office of Poland, and IMF staff calculations.

Scenario 1: a sharp acceleration of wage growth to an
average 10 percent year-on-year in 2018 (as in “fast wage
growth” scenario above), with a gradual return to baseline
in the medium term. In the charts below, the blue dotted lines
correspond to the outcomes with a prompt policy rate hike, and
the red lines correspond to the outcomes with a delayed monetary
policy response. In this illustrative scenario, the persistent wage
growth shock requires moderate tightening starting from 2017. If
delayed, the rate hike needed would be larger and inflation would
be persistently higher. Note that the 10 percent wage growth is
consistent with the current level of unemployment gap and the
historical relationship between unemployment gap and wage
growth (chart above).

Headline Inflation
(In percent)

...which could cause the headline inflation to breach the upper
limit of inflation tolerance band sometime during 2018 in the
absence of monetary tightening.
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Source: IMF staff calculations.

Scenario 2: a 10 percent nominal depreciation of the zloty
in 2017, with a gradual return to the pre-shock level in
2019. In the charts below, the blue dotted lines correspond to
the outcomes with a prompt policy rate hike, and the red lines
correspond to the outcomes with a delayed monetary policy
response. In the model, the pass-through from depreciation
mainly affects food and fuel prices (rather than core inflation),
while monetary tightening can only affect core inflation. Hence,
in this scenario, a rate hike of 80 basis points would be needed
in 2017 to facilitate a faster return to the inflation target.
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Note: The shock-policy response simulations for scenarios 1 and 2 were carried out by Zoltan Jakab using the semi-structural
general equilibrium model (FSGM).
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indexed government bonds have increased to the 2.5-3.5 percent range. Consensus forecast of the
short-term interest rate suggests that investors expect a rate hike in 2017-18.

21. Overall, the monetary policy should be data dependent and supported by a clear
communication strategy. Staff's recommendations are as follows:

e Holding the policy rate steady is appropriate for now. Staff does not see a need for immediate
tightening, especially as the increase in headline inflation has so far been mainly driven by
external factors, such as higher fuel and food prices, which are expected to taper off.

e Inflationary pressures should be monitored and the authorities should tighten monetary policy if
accelerating core inflation threatens the inflation objectives. The incipient domestic inflationary
pressures should be monitored closely, given an opening positive output gap, a pro-cyclical
fiscal stance, a negative real interest rate, and a record-low unemployment rate. Because of
considerable uncertainty about the future wage growth, monetary policy decisions should be
data dependent. When there are clear signs of accelerating core inflation,!! the authorities
should tighten to prevent headline inflation from rising above the upper bound of the target
range. Given long lags in the monetary transmission, timely actions will be crucial to avoid
inflation overshooting and to maintain credibility.

e The monetary policy response would also depend on the fiscal stance. In the absence of sufficient
fiscal adjustment (see the fiscal policy section), monetary policy will need to shoulder a greater
burden in managing domestic demand pressures.

e The monetary policy should be supported by a clear communication strategy. The NBP should
provide clear state-contingent rather than time-bound forward guidance based on timely
updates of inflation outlook to help guide inflation expectations. The MPC should avoid sending
mixed messages that may undermine the credibility of the inflation-targeting framework.

Authorities’ views

22, The authorities agreed that monetary policy decisions should be data dependent and
that clear communication is important, but were not in favor of formal forward guidance. The
MoF envisages freezing the wage bill for the central government in 2018 to mitigate wage growth.
In the NBP’s view, several factors will likely continue to restrain wage growth, including Ukrainian
migrants (who earn much lower effective wages), policy-induced switching from the temporary civil
law contracts to the labor code contracts (as an alternative to pay raises), and a structural change in
labor demand toward less skilled, less experienced, and hence, lower-paid workforce (as the baby-
boomers retire). Nonetheless, they noted the uncertainties about future wage growth and hence the
risks to inflation outlook. Therefore, they agreed that monetary policy decisions should be data
dependent and noted that the current “wait and see” policy is the best option. The NBP reiterated
their commitment to timely actions if developments threaten the inflation objectives. However, the
NBP was skeptical of a formal forward guidance, fearing that it might trigger market speculation.

1 As discussed in 2015 Article IV Consultation Selected Issues Paper Chapter 1, domestic demand pressures should
not be underestimated—even during the recent deflation episode, low inflation was largely imported.
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B. Fiscal Policy: Rebuilding Fiscal Space

23. The 2017 fiscal stance is procyclical. The general government budget deficit of 2.9 percent
of GDP is only a shock away from the EDP limit of 3 percent of GDP and represents a relaxation of

about 0.5 percent of GDP in structural terms. The envisaged 2017 budget deficit is close to the EDP limit and
Compared to the 2016 budget outcome, the represents a pro-cyclical fiscal stance.
2017 budget accommodates additional General Government Deficit

expenditures of about 0.6 percent of GDP: o (Percentof GDP)
the new child benefits program (the full year
effect), a lower retirement age (effective from
October 2017), lower revenues from an
increased PIT tax-free allowance for low-
income tax payers, and the co-financing of
higher EU-funded capital spending. Part of
the spending increase is expected to be
offset by revenue gains from tax
administration reforms and by postponing 2010 2011 2012 2013 2014 2015 2016 2017
the reduction in the VAT rate planned for this source: IMF staif calculations.

year until 2019.

-6 M Structural balance

—Overall balance

24. Fiscal performance so far this year has been better than expected, reducing the risk of
breaching the EDP limit. In the first four months of 2017, VAT revenue increased by 33 percent (y-
0-y), reflecting strong private consumption, improved compliance (due to recently adopted
measures to reduce the VAT fraud), and one-off adjustments of the VAT refunds and settlements*2.
Other taxes have increased broadly in line with expectations. The strong revenue collection suggests
that the fiscal deficit in 2017 could outperform the budget target of 2.9 percent of GDP, though the
stance is still likely to remain pro-cyclical.

25. Fiscal consolidation should start as soon as possible to take advantage of the cyclical
upswing. The focus in 2017 should be on avoiding any slippages that could lead to breaching the EDP
limit and on saving any revenue over-performance. In case of revenue underperformance, contingency
measures could include mobilizing savings by using margins built into the budget expenditure
assumptions,*? and rationalizing part of discretionary government consumption of goods and services,
while avoiding public investment cuts. Although Poland may have some fiscal space for discretionary
stimulus given its current debt position (Annex VIII), the fiscal space is limited if one takes into account
the fiscal rules, including the debt limits and the Stabilizing Expenditure Rule (SER), which is linked to
the medium-term objective (MTO). The need to create space to respond to future shocks coupled with
the need to accommodate future aging costs and public investment spending imply that fiscal

consolidation should start as soon as possible, at the time when the economy is strong (see Annex V

12 About half of the VAT revenue increase is explained by one-off factors, about a quarter is likely due to the cyclical
upswing, while the rest could be attributed to the structural factors.

13 The contingency reserves built into the budget are relatively low by international standards.
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for details). In this regard, the recent reversal of the 2013 retirement age increase, which will add to
fiscal pressures through lower social security contributions, higher pension payments, and lower
potential growth, is disappointing and goes against the staff's advice (Annex VI).

26. The authorities’ 2017 Convergence Program update envisages an ambitious
consolidation path over the medium term (Figure 6). Under the 2017 update, the headline deficit
is expected to improve to 1.2 percent of GDP by 2020 and hit the MTO (a structural deficit of

1 percent of GDP) by 2021. This path is underpinned by assumptions of strong nominal GDP growth,
sizable revenue gains from the tax administration reforms, and conservative projections of social
benefits and wages (constant in real terms).!* Several new initiatives to further improve tax
administration are planned for 2017-18, including mandating an online filing of “Standard Audit
Files,” creating a centralized IT system to tackle tax fraud, and introducing separate VAT accounts
under the “Split Payment Mechanism.” The authorities also stated their intention to contain
spending in line with the SER, though specific cuts remain to be identified. In this regard, they are
considering some discretionary measures, including freezing public-sector wages in 2018 and
rationalizing spending on active labor market policies.

27. Staff supports the authorities’ intention to reduce the structural and headline deficits
by about half a percent of GDP each year during 2018-19, in line with the 2017 Convergence
Program Update. Such adjustment would help reverse the current pro-cyclical stance and build a
“"safety buffer” relative to the EDP limit. Beyond 2019, the pace of consolidation could be lower if
there is a need to accommodate any direct fiscal costs of growth-enhancing structural reforms (see
the structural reforms section).> However, the MTO will still need to be reached no later than 2023,
given projected aging costs, exacerbated by the retirement age reduction, and in anticipation of the
phasing out of the EU funds.

28. Staff reccommends a menu of measures that could be used if revenues from tax
administration reforms turn out to be insufficient to meet the Convergence Program targets.
Staff projects the headline deficit to decline to 2.3 percent of GDP by 2020, given announced
policies and assuming: (i) a more conservative budgeting of potential gains from tax administration
reforms; (ii) a higher public sector wage bill and social benefits reflecting upward pressures from
accelerating private sector wages; and (iii) more conservative growth assumptions. The authorities’
efforts to close the VAT compliance gap by tightening regulations and improving the efficiency of
tax administration focus on the right areas, and the results achieved so far are very encouraging.
However, the expected revenue gains from these measures (1.3 percent of GDP by 2020) appear
overly optimistic (Annex VII). International experience shows that revenue gains from tax
administration reforms are uncertain, and therefore, should be budgeted conservatively (Figure 6).

141t should be noted that the targets set out under the previous Convergence Program updates were consistently
missed. For example, the 2013 update envisaged reaching the MTO by 2016, while the 2016 update envisaged
reaching the 1 percent of GDP MTO by 2020.

5 In a scenario with stronger consolidation efforts, the MTO is achieved by 2022, while the output growth is
expected to be lower by 0.1-0.3 percentage points over the medium term (the FSGM model-based simulations).
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Figure 6. Fiscal Consolidation: Convergence Program and Staff Recommendations

Public Debt and Deficit Projection
(In percent of GDP)
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2010-14 who reduced VAT gap through similar tax administration reforms; Historical best pace refers
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Fiscal Balance Targets and Recommended Measures for 2018-20*
In percent of GDP

2018 2019 2020
Authorities’ Convergence Program headline deficit -2.5 -2.0 -1.2
Authorities’ Convergence Program structural deficit -2.5 -2.1 -1.2
o.w. VAT compliance measures 0.5 0.7 0.8
Staff's baseline structural deficit -3.0 -3.0 -2.6
o.w. VAT compliance measures 0.2 0.4 0.5
Staff's recommended structural deficit -2.5 -2.0 -1.8
The gap between staff's baseline and recommended deficit -0.5 -1.0 -0.8
Staff's recommended additional measures to close the gap
Revenues 0.2 0.7 0.7
Closing part of the VAT policy gap 0.1 0.2 0.2
Closing part of the VAT compliance gap 1/ 0.1 0.2 0.2
Maintaining the VAT rate (starting from 2019) 2/ 0.0 0.4 0.4
Expenditures 0.3 0.3 0.2
Rationalization of discretionary government consumption 0.2 0.2 0.0
Improving efficiency of social spending 0.2 0.2 0.2

* Staff's estimated impact of each of the additional measures refers to the improvement in the fiscal
balance relative to the baseline. The components may not add up to the total due to rounding

effects.
1/ In addition to staff's baseline assumptions.

2/ Included in the authorities' convergence program but not in staff's baseline as no budget

decisions have been made.

Source: The Convergence Program 2017 Update and IMF staff projections.
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29. The medium-term consolidation should be supported by comprehensive fiscal
structural reforms. Staff's main recommendations are:

e Revenue collection: Efforts should focus on closing not only the tax compliance gaps, but also the tax
policy gaps. Until higher revenues from tax administration reforms are realized, the 2011 VAT rate
increase should be maintained. Meanwhile, given the large VAT policy gaps (Annex VII), staff
encourages the authorities to consider removing some preferential rates and tax exemptions.

e Expenditure efficiency: Increasing efficiency of current expenditures, notably on social protection,
could generate additional savings without compromising income distribution.!® There is also
some room to improve efficiency of public investment, where there is still a gap of about
20 percent relative to the efficiency frontier. Further improvements in public investment
management—notably, in areas of project appraisal and management—could bring tangible
efficiency gains as well.'’

e Pension system: Additional fiscal savings can be achieved through reforms of special pension
regimes and measures to mitigate the adverse impact of the retirement age reduction. In this
regard, the recent pension system review suggested introducing a minimum-years-of-service
requirement, reducing incentives for double-dipping (getting a pension and working at the
same time), and increasing public awareness of the old age poverty. However, these measures
may not fully offset the negative impact of the retirement age reduction (Annex VI).

e Fiscal institutions: Staff welcomes the authorities’ intention to develop a medium-term
budgetary framework starting in the 2018 budget cycle with the IMF's TA support. As a priority,
staff urges the authorities to operationalize SER by identifying specific expenditure measures ex
ante, underpinned by a well-defined system of medium-term expenditure forecasts for each
ministry.

Authorities’ views

30. The authorities saw upside risks to fiscal performance in 2017 and underscored their
commitment to the medium-term fiscal consolidation. They expected the deficit to outperform
the budget target of 2.9 percent of GDP in 2017 on the back of strong revenue collection, and
indicated their intention to save revenue overperformance. They agreed with staff's assessment on
the need to rebuild fiscal space, which would help increase the capacity to respond to shocks and to
accommodate long-term pension expenditures and public investment. They were optimistic on the
timing and magnitude of expected gains from tax administration reforms, and thought such revenue
gains would be sufficient to achieve the medium-term fiscal objective. The authorities acknowledged
that any additional structural adjustment will be politically challenging before the 2019 elections.
They concurred that the reversal of the 2013 retirement age increase could entail additional fiscal
costs, but noted that the defined contribution pension system and tight labor market conditions
could encourage eligible retirees to stay in the work force longer.

16 See the 2016 Article IV consultation.

17 See the Regional Economic Issues Report on Central Eastern and Southeastern Europe (November 2016).
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C. Financial Sector Policies: Preserving Resilience

31. Banks remain sound, but profitability continues to decline (Figures 7, 14). Banks are
well capitalized, with the average capital adequacy ratio of 17.7 percent and the average Tier 1
capital ratio of 16.1 percent in 2016:Q4. The banking sector liquidity continued to improve on the
back of strong deposit growth from both corporate and household sectors, leading the loan-to-
deposit ratio to decline to 106.6 percent in 2016:Q4 (Table 5). The bank asset quality improved as
well, with the non-performing loans (NPLs) edging down to 7 percent of total loans. However,
profitability continued to decline.’® The NBP's latest assessment suggests that commercial banks
remain resilient to a range of macroeconomic, market and liquidity shocks, albeit lower profitability
reduced their buffers, while some of the credit unions and cooperative banks continue to struggle to
stay afloat.t?

32. Falling bank profitability reflects the challenges of operating in a low interest rate
environment with rising costs (Figure 7). Interest margins remain squeezed amid low interest
rates and stable lending rates. Banks’ non-interest expenses have increased, including from the bank
asset tax, additional contributions to the Bank Guarantee Fund (for both deposit guarantee and
bank resolution funds), as well as changes in tax deductibility. As a result, the aggregate banking
sector return on equity has dipped below the cost of equity.

33. Profitability pressures have not affected credit supply yet. Lending standards tightened
slightly in recent quarters (especially on corporate loans?), but do not appear to have constrained
credit growth. A deceleration in corporate credit growth has been driven by weaker demand for
working capital, while credit for investment continued to grow at 9.9 percent (as of March 2017).
Mortgage lending has been constrained by the macroprudential measures,?* while consumer credit
has seen the fastest growth.

34. The final solution for FX mortgage loans is still pending, but will likely entail further
costs for banks. The stock of FX mortgages has been shrinking since March 2012 and now accounts
for 7.7 percent of GDP (Figure 8). While these loans are not viewed as a source of systemic risk either
by the NBP or by the Financial Supervision Authority (KNF), the solutions proposed by the
authorities to address consumer protection concerns related to FX mortgages could entail
significant costs to banks. The authorities’ approach appears to be two-pronged—Iegislative and
regulatory—with the final solution possibly including both elements:

18 By 11 percent y-o-y for the first three months of 2017. Excluding a one-off factor (Visa's merger to Visa Europe),
which boosted profitability significantly in 2016:Q2, bank profitability has continued to decline since early 2015.

19 See the NBP's Financial Stability Report (June 2017).

20 Reportedly related to stronger tax enforcement, which has led banks to increase scrutiny of corporates.

21 Recommendation S on good practices of the management of credit exposures secured by mortgages (effective
since January 1, 2017) requires that the loan-to-value ratio for new loans should not exceed 80 or 90 percent, unless
the surplus over 80 percent is insured or secured in other forms. See the NBP's Financial Stability Report, June 2017.
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Figure 7. Banking Sector and Credit Developments

Bank profitability has continued to weaken...
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Sources: Polish Financial Supervision Authority and IMF staff Calculations.

... and non-interest expenses (incl. taxes) rose considerably.
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Credit expansion has slowed, especially to corporates...
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...as net interest margins remained compressed...
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As a result, the return on equity dropped below the cost of equity
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1/ Based on 11 large banks listed on the Warsaw Stock Exchange. One-off
returns are excluded.

.. while lending standards on corporate loans tightened slightly.

Cumulative Change in Lending Standards to

Corporate Loans
(Percent balance)

Easing

SME, Short-Term Loans
==-SME, Long-Term Loans
——Large Enterprise, Long-Term Loans

40 ——Large Enterprise, Short-Term Loans
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Sources: Haver Analytics and IMF staff calculations.
1/ An increase in the index value means an easing of credit standards.
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The legislative solution: the early-2016 proposal of a mandatory conversion of FX mortgage
loans into PLN was replaced in August 2016 by the President’s Office (PO) proposal for banks to
repay excessive FX spreads unfairly charged to borrowers. The PO proposal is currently under
review by the parliamentary Public Finance Committee. Depending on the final decision,
expected this summer, the cost could be in the range of PLN 4-9 billion (up to two-thirds of the
2016 banking sector profits).

The regulatory solution: The Financial Stability Committee (KSF) released nine recommendations
in January 2017 aimed at encouraging banks to restructure FX mortgages, including through
conversion of FX mortgages into PLN (Figure 8). The key measures include higher risk weights
on FX mortgage loans (from 100 percent to 150 percent), and broadening the scope of the
existing Borrowers’ Support Fund (established in 2015) to include a dedicated fund based on
contributions by banks with FX mortgage portfolios to cover the costs incurred during voluntary
restructurings. The expanded Borrowers’ Support Fund is viewed as the key tool to accelerate
the restructuring of FX mortgage loans. Most regulations are expected to come into effect by
end-2017 or early 2018. Progress on voluntary conversion has been slow so far, as banks are
waiting for clarity on the final solution.

Recent polices have contributed to tighter sovereign-bank linkages:

Banks’ holdings of government bonds: Banks' holdings of domestic government bonds, which are
exempt from the bank asset tax, have seen a sharp step increase in February 2016, the first
month when the bank asset tax was calculated and paid, and have continued to rise since then.
By April 2017, banks held about 40 percent of total government bonds outstanding, which
constituted about 14 percent of banks’ total assets. Larger holdings of government bonds imply
higher exposure to market risk in the event of capital outflows triggered by global market
volatility or a re-assessment of Polish sovereign risk in the event of fiscal slippages.

State ownership of financial intermediaries: With the sale of the UniCredit's remaining share in
Pekao S.A. to the state-controlled insurance group PZU and the state-owned Polish
Development Fund (PFR), the share of domestic ownership of the banking sector has risen to
above 50 percent, and the share of state-controlled banks to 36 percent (in percent of total
banking system assets). In addition to increasing financial sector concentration, the latest
transaction has also created a systemically important financial conglomerate operating in
banking and insurance markets, which entails new prudential and macro-prudential challenges
for supervisors.
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Figure 8. Foreign-Currency Mortgage Loans

The stock of foreign-currency mortgages continues to decline... ... while the NPLs ratio remains relatively low and stable.
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Sources: Bank of Poland, Haver, and IMF staff calculations. Sources: Polish Financial Supervision Authority and IMF staff Calculations.

Sources: Polish Financial Supervision Authority, KNF, NBP, and IMF staff calculations.

Financial Stability Committee’s Recommendations to Encourage Conversion of FX mortgages into PLN

1 Increase the risk weighting for FX mortgages from 100 percent to 150 percent for banks’ standard capital
assessment methods. The regulation is being finalized and will come in effect on December 1, 2017.

2. Increase the minimum Loss Given Default (LGD) parameter for banks using Internal Ratings Based (IRB)
approach to assess capital requirements.

3. Change the operating design of the Borrowers' Support Fund to encourage voluntary restructuring,
including by linking a bank’s contribution to the fund to the value of its FX mortgage portfolio. The amendment to
the Law on Support for Borrowers is being finalized, and is expected to be effective from January 1, 2018.

4. Develop adequate solutions to neutralize potential excessive tax burdens, which may result from the
restructuring of FX mortgages.

5. Impose a 3 percent systemic risk buffer (from the current zero percent), the maximum level for which the
opinion of the European Commission is not required. This buffer will apply to all banks regardless of the size of
their mortgage portfolios, and will replace the 4 percent “discretionary” buffer imposed by the KNF. This is likely to
be in effect from January 1, 2018.

6. Modify the methodology used in the annual Supervisory Review and Evaluation Process of Commercial,
Associating and Cooperative Banks (BION) to allow the KNF to assign additional capital charges to banks by
including risk factors related to FX mortgages, such as operational risk, market risk and the collective default risk
of borrowers. The methodology has been updated in April 2017 and the BION study will be implemented in
November 2017.

7. To complement the Pillar II additional capital requirements, the KNF can impose additional capital
requirements (the so-called capital surcharges) on banks with FX mortgage portfolios to cover not only credit risks
(already in practice), but also other risks associated with these portfolios. The KNF plans to send individual banks
the new capital surcharges in 2017:Q4.

8. Issue the supervisory recommendation on good practices in restructuring FX mortgages. The
recommendations should identify all risks and costs associated with maintaining the FX mortgage portfolios,
describe good practices for restructuring, and require banks to prepare restructuring plans. These supervisory
recommendations will be presented by the KNF by end-2017.

9. Modify individual bank’s contributions to the Bank Guarantee Fund to increase the premium paid by banks
with FX mortgage portfolios. This was completed in February 2017.
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Sovereign-Bank Linkages

Banks’ holdings of government bonds have been rising steadily. 1€ shar es of domesti; and state-controlled banks in total
banking sector assets increased as well.
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36. Preserving financial sector resilience is critical to ensuring financial stability and strong
growth. Staff's main recommendations are:

Foreign-currency mortgages. Staff's view remains that a case-by-case approach to FX mortgage
restructuring is preferable—that is, only distressed mortgage borrowers would be offered a
restructuring. Both the legislative and the regulatory solutions appear to be significantly less
costly for banks compared to the mandatory blanket conversion scheme proposed in early 2016.
That said, their impact on the sector and on individual banks should be carefully assessed. The
drawback of the proposal to repay excessive FX spreads (legislative solution) is that it does not
address the stock of FX mortgages. In comparison, the regulatory solution does aim to provide
incentives for banks to reduce their FX loan books, but there is a risk that the final package of
measures could induce banks to offer overly generous terms to the FX mortgage holders
(without due regard to the debt-to-income or loan-to-value ratios) because of pressures to
meet the FX loan restructuring targets.

Profitability pressures on banks, including from tax burdens: The authorities should continue to
monitor the impact of the bank asset tax on banks’ activities and risk profiles, and stand ready to
revise its design, if adverse effects become apparent. Staff's view remains that a tax on profits
and remuneration (proxying the VAT from which the financial sector is exempt) would be less
distortionary than a tax on assets. A more holistic assessment of the impact of rising total costs
on banks’ profitability, resilience and credit supply would be warranted.

Credit unions and cooperative banks: The difficulties in the credit union and cooperative bank
segments should be addressed in a sustainable way, including by encouraging further
consolidation/integration and ensuring an orderly market exit of unviable firms.
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e Sovereign-bank linkages: The increasing sovereign-bank linkages warrant close monitoring, as
they may mutually reinforce fiscal and financial vulnerabilities, increase banks' exposure to
market risk and affect liquidity in the government bond market. In this regard, maintaining a
strong and independent supervision and robust macroprudential framework is critical.

Authorities’ views

37. The authorities shared the view that the final solution to FX mortgages should
preserve financial stability, but were less concerned about the effects of the bank asset tax.
The authorities believed that major risks associated with the introduction of the bank asset tax have
not materialized and banks were strong enough to “digest” the bank asset tax without adverse
impact on credit supply. While the final solution to address consumer protection concerns related to
FX mortgages is still pending, the authorities noted the need to manage total costs to banks to
safeguard their resilience and financial stability. The authorities viewed the rising sovereign-bank
linkages in a more positive light: they saw the sizable increase in banks’ holdings of government
bonds as reducing the financing risks for the government without adversely affecting banks’ risk
profiles, and the acquisition of the subsidiary of UniCredit by the state-controlled insurer and the
state-owned PFR as reducing the risk of negative financial spillovers from abroad.

D. Structural Reforms: Upgrading Poland’s Growth Model

38. Given demographic pressures and baseline policies, potential growth will likely remain
below the pre-crisis level over the medium term. On current policies, staff estimates that the
baseline potential growth will likely drift to 2.7 percent (Annex II), well below the pre-crisis average.
These estimates already reflect positive spillovers from improving global environment on Poland’s
TFP growth (Figure 18), without which the estimated potential growth rate would have been

0.2-0.3 percentage points lower.

39. Achieving higher potential growth will require faster productivity growth, stronger
private investment, and higher labor force participation. The RDS aims to achieve convergence
with the EU average per capita income by 2030 by focusing on re-industrialization, development of
innovative firms and SMEs, promoting expansion of Polish companies abroad, mobilizing capital for
development and promoting social and regional development (see below). In each of these areas,
the RDS sets some quantitative targets and outlines the main programs/projects, but in most cases,
the specific action plans, as well as their economic and fiscal impact assessments, are still being
prepared. In what follows, staff outlines a menu of policies to boost potential growth (see below,
and Selected Issues Paper for details) based on staff's diagnostics of Poland’s structural reform gaps
and on other studies by the IFIs. These policy options are used as a starting point for identifying
reform priorities and constructing illustrative reform scenarios to inform the discussion on the
design of structural reforms.
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Table 1. Responsible Development Strategy-Key Areas and Selected Quantitative Targets

Objective I - Sustained economic growth based

increasingly on knowledge, data, and organizational
excellence

Indicator Unit Baseline

(base year)

Target
(2020)

Target
(2030)

1.1 Reindustrialization Share of net revenue from the sale of products of % 327 34 40-45
Increase in industry’s ability to meet global competition industrial processing enterprises in the high- and (2014)
medium-high-tech sectors in net revenue from the sale
of products of industrial processing enterprises
Share of manufacturing in gross value-added % 19.7 20 21
(2015)
1.2 Development of Innovative Firms Spending on R&D activities relative to GDP 1.0 17 25
Increase in innovation of enterprises in domestic and foreign (2015)
markets Spending by the enterprise sector on R&D activities % 0.47 0.8 13
relative to GDP (2015)
1.3 Small and Medium-Sized Enterprises Poland’s position in the NES GEM ranking for the ranking 16 15 13
Structural sector changes, new forms of action and category “Government Policy on Entrepreneurship” (2014)
cooperation, modern assistance mechanisms (ranked between 10% and 15%)
1.4 Development Capital Investment rate % GDP 20.1 22.0-25.0 25
Sustained increase in the investment rate and the quality of (2015)
investments in the long run, with greater use of domestic Gross household savings relative to GDP % 17 2.2 >5.0
resources (2014)
1.5 International Expansion Average annual growth rate of goods exports % 6.8 7.2 6.8
Increase in the internationalization of the Polish economy. (2009-14) (2015-20) (2021-30)
Increase in exports of high-tech goods. Share of exports of high-tech products in total exports % 8.5 10 15
(2015)

Objective II - Socially and regionally balanced Unit Baseline Target Target
development (base year)  (2020) (2030)
2.1 Social Cohesion Indicator of female employment involving women with % 64.1 65 70
Reduction of poverty and social exclusion and improved access the youngest child aged up to 5 years, according to (2015)
to services in response to demographic challenges. Increase and | the Labor Force Survey (LFS)
improvement in the use of human potential in the labor market. | Proportion of children aged 0-3 years in various forms % 81 10 33
of institutional care (2015)
Employment indicator for people aged 20-64 % 67.8 71 73
(2015)
2.2 Territorially S ble Develop t Share of private-sector investment in total investment: % 1) 62.6 closer alignment of the
The country's sustainable development using the unique potential | 1) Poland, 2) selected voivodships 2)51.2 level of selected
of regions. Strengthening of regional competitiveness based on voivodships with the
economic specialization and new market niches identified at (2014) national average
national and regional levels. Improvement in the efficiency and Ratio of the net average annual disposable income % 69.5 72 75
quality of the implementation of regionally focused policies. per capita in a household in rural areas to the city (2015)

Objective III - Effective state and institutions for growth

and for social and economic inclusion

Indicator Unit Baseline

(base year)

Target
(2020)

Target
(2030)

3.1 Legislation for Citizens and the Economy Global Competitiveness Index (GCI) — ranking 122 97 80
Simplification of legislation ensuring better conditions for regulatory burden (2015)
conducting business and fulfilling the needs of citizens Regulatory Quality Indicator indicator 1 13 15
(2015)
3.2 Pro-development and Strategic Institutions Government Effectiveness Indicator indicator 0.8 1 13
Inclusive and effective public institutions. Development of an (2015)
integrated social, economic, and zoning planning system.
3.3 Public Finance General government investment rate % GDP 44 above EU  above EU
Stable, efficient, and sustainable public finance " (2015) average average
3.4 Effective Use of EU Funds Share of repayable assistance in financing projects co- 5 7 25
Use of funds from the EU budget in a way that translates into funded with EU funds % (2014-20)
lasting developmental effects
Share of Polish ventures/projects in the value of % 1(2014) 25 5
programs administered by the European Commission
3.5 Human and Social Capital Adults participating in education or training (aged % 35 4.2 9
Improved quality of human capital. Increased share of social 25-64) r (2015)

capital (including civil society organizations) in socio-economic

\develonment

Note: the areas not included in this table, but also covered in the RDS are digitization, transportation, energy, environment, and

national security.
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Policies to Address Structural Obstacles to Higher Potential Growth

To counter shrinking labor supply To increase private investment To lift TFP growth

- increase labor force « streamline the product market In addition to policies
participation (LFP) through regulations (PMR) to reduce mentioned earlier:
more effective labor market regulatory burdens and ensure « provide R&D support to
policies (e.g., vocational level playing field private companies
training) » reduce administrative burdens « reduce barriers (incl. labor

- provide incentives for seniors on startup companies market rigidities) to resource
to remain in the workforce past « improve physical and ditigal reallocation across sectors
their retirement age infrastructure through efficient « enhance institutional and

« improve child-care services to public investment government efficiency
raise female LFP « improve the quality of

+ address the decline in the vocational training

working age population (WAP)
through immigration policies
and policies aimed at
increasing fertility

Source: IMF staff analysis

40. Higher labor force participation (LFP) would help counter demographic headwinds.
While the need to increase the LFP amid rising demographic pressures is well understood, some
recent policies (notably, the reversal of the 2013 retirement age increase) go in the opposite
direction and will likely exacerbate the adverse dynamics of labor supply (see chart below and Annex
VI). Staff's estimates suggest that, even with strong mitigating policies aimed at increasing the LFP
(up to the highest level in the EU) and encouraging immigration, the decline in the working age
population (WAP) will be significant. Staff's analysis also shows that the estimated negative impact
of the reversal of the 2013 retirement age increase would be difficult to offset even with strong
measures (see chart below), which underscores the need to provide incentives for seniors to stay in
the labor force longer.

Labor Supply: Demographics and Policies

Cumulative loss of the labor supply (in percent of 2015 WAP) under different scenarios

Baseline scenario

Baseline +recent policies

e  Retirement age reduction
e  Family 500+

e Increased schooling age

-10

-20
Baseline+ recent policies+mitigating measures:
. Increased LFP (as in the RDS)

30 e  Higher level of immigration

Baseline+recent policies+mitigating measures:
(alternative assumptions)

-40 . Increased LFP (catch-up to the level of Sweden)
2015 2020 2025 2030 2035 2040 2045 2050

Source: IMF staff calculations. For more details, see the 2017 Article IV Selected Issues Paper, Chapter 1.
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41. Closing the key structural reform gaps and leveraging Poland’s comparative strengths
would help boost investment and TFP growth. The key reform gaps are identified using
quantitative indicators and qualitative assessments (Figure 9):

e Based on a wide range of indicators from the Word Bank, OECD, and World Economic Forum
(WEF), the areas where Poland lags the most compared to its peers (OECD countries) include
infrastructure, business regulation, labor market efficiency, and R&D/innovation. The Poland
specific studies by international institutions further identify shortcomings in labor market
regulation, human capital development, and institutions/government efficiency. A still relatively
high share of agriculture and relatively low share of services (compared to peers) suggest that
there may be scope to re-allocate resources towards higher-productivity sectors.?

e But there are also areas where Poland scores well relative to peers: it has market-friendly
institutions, low barriers to trade and investment; less regulatory complexity and less regulatory
protection of incumbents; as well as relatively high quality of human capital. These strengths
should be preserved and better leveraged.

42, Closing the key reform gaps could lead to a significantly higher level of output in the
long term. The impact of closing (or partially closing) the structural reform gaps in four key areas—
product market regulation (PMR), labor market policies, infrastructure investment, and R&D support—
on the level of GDP by 2030 is estimated using the FSGM model calibrated for Poland. For the
reforms that entail additional fiscal costs, the calibration of reform efforts reflects fiscal constraints
(the baseline deficit projections, and the EDP and debt limits). Staff's estimates suggest that under a
range of plausible reform scenarios, the level of output could be lifted by about 7-11 percent by
2030, covering about a third of the distance to the RDS convergence objective (Figure 10). This also
means that more will have to be done to achieve the goals set out in the RDS. Other areas not
included in the simulations, but where there is scope for improvement (relative to the OECD
average), include human capital development and institutions/government efficiency.

43, Given limited fiscal space, the impact of the RDS on public finances should be carefully
assessed and reflected in the authorities’ fiscal consolidation strategy. Some of the flagship
projects under the RDS point to an increasing role of the state, but the fiscal implications, including
possible increase in contingent liabilities, have not yet been fully assessed. Staff's analysis shows that
the scope for additional spending on growth-enhancing reforms will remain limited without further
structural fiscal adjustment (Figure 10).

22 See the 2015 Article IV Consultation Selected Issues Paper on structural transformation.
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Figure 9. Structural Reforms Gaps and Priorities
Structural Reform Gaps
The table below shows Poland’s position vis-a-vis OECD countries on a number of structural indicators. All indicators are normalized
to take values between 0 (min) and 1 (max), with higher values indicating better outcomes. The blue bars correspond to indicators
where Poland exceeds the OECD average, while red bars correspond to indicators where Poland falls below the OECD average.
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Sources: OECD, World Bank (Doing Business Indicators, Worldwide Governance Indicators, and WDI), WEF, EFW and IMF staff
calculations.

Note: for more details see the 2017 Article IV Selected Issues Paper, Chapter 3
Structural Reform Priorities

Recommendations from International Institutions

Structural Bottlenecks IMF Board Paper  IMF REI (May 2016)  IMFPastAN (oo EC Country Report
(2016) 1/ 2/ Reports 3/ (2017) 5/

cgn Infrastructure v v v v v
= &S

g § Business Regulation v v v v
oI

= R&D and Innovation v v
2 Labor Market Regulation v v v v v
o R

g’ § Human Capital v v v
§ < |mnstitutions and government efficiency v v

1/ based on findings for all emerging markets, not Poland-specific. See “Staff Note for the G20—A Guiding Framework for Structural
Reforms”.

2/ based on the comparisons of institutional indicators for Poland relative to other OECD and CESEE countries, see IMF REI (May
2016) for more details;

3/ based on the IMF staff's recommendations over the past four years, see 2016 Article IV, 2015 Article IV, 2014 Article IV, and 2013
Article IV for more details;

4/ see "Economic Policy Reforms: Going for Growth” Country Note on Poland (2015) for more details.

5/ includes areas, where progress falls short of targets, see EC Country Report (2017) for more details.

6/ areas where most indicators for Poland are below the OECD average.

7/ areas where most indicators for Poland are below the OECD average, but the gaps are relatively small compared to the most
lagging reform areas.

Note: For more details see the 2017 Article IV Selected Issues Paper, Chapter 4
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Figure 10. Potential Gains from Structural Reforms
Illustrative Reform Scenarios: Estimated Impact of Specific Structural Reforms on the GDP level by 2030

Reform scenario in which Reform scenario in which
Reform scenario based on past Poland closes half of the reform Poland fully closes the reform
experiences of Poland and the gaps relative to the OECD gaps relative to the OECD
best performers average by 2030 average by 2030
Impact on Impact on Impact on
Government Government Impact on Government
Impacton GDP  deficit/GDP Impact on GDP  deficit/GDP potential GDP  deficit/GDP
level by 2030  (pp increase, level by 2030  (ppincrease, level by 2030  (pp increase,
(ppincrease) avg. peryear) (ppincrease) avg. peryear) (ppincrease) avg. peryear)
Relaxing administrative burdens on startups - 0.68 -
Relaxing regulations on professional services and retail 0.83 - 0.97 -
Relaxing regulations on gas sector 0.75 - _ -
Relaxing regulations on airlines and road sectors 0.74 - 0.96 -
Relaxing employment protection 0.78 - 0.38 - 0.56 -
Increasing infrastructure spending _ 0.78 _
Increasing public spending on childcare services 0.49 0.11 0.48 0.11 0.93 0.23
Increasing direct public funding of business R&D 0.49 0.03 0.24 0.01 0.46 0.03
Increasing public spending on ALMP 0.23 0.13 0.09 0.07 0.17 0.13
A combined impact of all reforms 7.01 0.66 6.84 0.66 11.41 0.66
of which fiscally costly reforms 2.37 2.21 2.33

Note: In the scenario based on the past experiences of Poland and best performers, various structural reform gaps are closed by
25-50 percent. The estimates of the impact on the level of GDP in 2030 are based on the FSGM simulations using elasticities from
different OECD studies. The latest OECD indicators are from 2013. The fiscal space used for additional spending in all scenarios
reflects fiscal constraints (the baseline deficit projections, the EDP and debt limits). For reforms that require fiscal spending, the
impact on output takes into account the effects of the required increase in deficit financing.

For more details on the methodology, see 2017 Article IV Selected Issues Paper, Chapter 4.

Long-run Growth: Baseline, Reform Scenarios, and the RDS Target Growth Path

200
Baseline

180
o
% Reform scenario (based on historical experience)
g 160
‘; ® o o Reform scenario (closing half of the reform gaps)
é 140
= = = Reform scenario (closing the reform gaps fully)

120 —— RDS target path

100

2016 2018 2020 2022 2024 2026 2028 2030

Note: The reform scenarios shown in this chart correspond to the ones detailed in the table above. RDS target path is based on the
targets stated on RDS.

For more details, see 2017 Article IV Selected Issues Paper, Chapter 4.
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44. The reforms should focus on creating more efficient institutions and more growth-
friendly regulations. The RDS envisages an important role for the government in promoting
growth (e.g., promoting national champions, and active use of development funds). Given that the
state footprint in the economy is already significant (see chart), while the business investment as a
share of GDP is relatively low, the priority should be given to reforms that make investment more
attractive for domestic or foreign

private investors. A sound approach Poland ranks above other OE?rIDt;zuelvct(iizz:yfhe extent of public ownership
would be to ensure the same level
. . .. State Control: Public Ownership
playmg fleld fOF all market partICIpants (index 0-6; higher value, more restrictive)
that would allow resources to be a5
channeled to the most efficient and 0
innovative firms. Also, cross-country 35
experience shows that policies aimed at 30
supporting specific industries and SMEs 25
may not always be as effective as 20
intended.?®* As regards to the state- 12 I||||
controlled firms, it is important to o
maintain strong governance standards oo NEREENEEEEERRNNNEEEENNRRERERNRE N
and effective oversight of their financial SRR b P AN IR b P S Eple
performance and to advance Source: OECD (2013)
privatization in line with staff's past
advice.?

45, Given Poland’s structural reform gaps, strong cyclical position, and limited fiscal
space, staff’s analysis suggests the following structural reform priorities:?

e Regulations: Streamlining the PMR—reducing administrative burdens on startups, and
deregulating professional services and network industries—could bring substantial benefits
without additional fiscal costs. The reform gaps (Figure 9) in these areas and the estimated
growth impact from closing these gaps (Figure 10) are consistently higher than for other
reforms. Among the PMR reforms, reducing administrative burdens on startups and relaxing the
regulations on professional services and retail distribution could have the largest impact, when
reform efforts are calibrated based on historical experiences.

23 See Fiscal Monitor, April 2016 and April 2017.

24 While the quality of governance in the state-owned enterprises (SOEs) in Poland is generally perceived to be
relatively good, SOEs tend to perform slightly worse than their private competitors, most notably in mining, transport
and manufacturing (see the EC country report on Poland, 2017). Furthermore, in its 2017 report, the EC expressed
concerns about some elements of the SOE governance reform (January 2017), which is meant to pave the way for
increasing the role of SOEs in the economy.

2> Staff's analysis is guided by the conceptual framework developed by the IMF, which has three principal steps: (i)
identifying a country's structural policy gaps, (ii) considering the macroeconomic context, including income level,
cyclical position, policy space and preferences and trade-offs, and (iii) prioritizing structural reforms. For details, see
"Staff Note for the G20—A Guiding Framework for Structural Reforms”.
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e Labor-market policies: The well-targeted active labor market policies (ALMPs) (e.g., improving
vocational training) could help increase the LFP by addressing skill mismatches of young
workers, long-time unemployed women, and seniors, and by helping integrate the less-skilled
immigrants. Policies to provide incentives for seniors to stay in the workforce past their
retirement age could also increase the LFP and help mitigate shortages of skilled labor. Reforms
of the childcare and early education system should be designed to increase the female LFP, which
is currently lagging the most. However, these policies would entail some fiscal costs, which
could, in the first instance, be covered by the allocated EU funds. Other elements of the labor
market regulation could also be reviewed with the aim of reducing constraints on labor
reallocation across sectors. For instance, reducing labor market protection, where there is still a
gap relative to best practice (Figure 9), could bring long-term growth benefits without adverse
short-term economic effects given the economy’s strong cyclical position.

e Infrastructure and R&D: A more targeted and more efficient public spending on infrastructure
and R&D support, that relies as much as possible on the allocated EU funds, could help lift
private investment and TFP, and support the efforts of the Polish firms to move up the value
chain (Figure 10).

Authorities’ views

46. The authorities reiterated their commitment to the RDS and to advancing structural
reforms. They noted that the implementation of some reforms started before the formal adoption
of the RDS in February 2017. The authorities acknowledged the need to increase the LFP amid rising
demographic pressures and noted several projects in the pipeline such as increasing the number of
childcare facilities, changing the school structure to address the needs of businesses and to reduce
youth unemployment and emigration to the west, and increasing the adaptability of senior citizens
to changing labor market conditions. Moreover, the flagship projects on complex technological
products as well as support of SMEs and start-ups are expected to boost the TFP. Finally, the
authorities underscored that although the EU funds are an important financing source, state funds
are also intended to be actively used for the implementation of the RDS. Nonetheless, they viewed
the RDS as broadly fiscally neutral.

PN SAFEGUARDS ASSESSMENT

47. Safeguards procedures for Poland’s FCL arrangement are underway. Staff held
discussions with E&Y Audyt Polska, the external auditor of the NBP, and no significant safeguards
issues emerged on the 2016 and 2015 external audits. Financial statements continue to be published
on a timely basis and the audit opinions remain unqualified.
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B STAFF APPRAISAL

48. Poland’s economic fundamentals and policy frameworks remain very strong. Public
debt is moderate. International reserves are adequate, and the external position is broadly in line
with macroeconomic fundamentals and desirable policy settings. The financial system is sound, and
supported by strong financial regulation and supervision. The institutional settings are appropriate
to support the authorities’ policy commitments, including a flexible exchange rate to work as an
effective shock absorber, an inflation targeting regime to guide monetary policy, and medium-term
fiscal targets to anchor fiscal consolidation.

49. Despite the current strong cyclical upswing, longer-term growth prospects are more
subdued. Growth is expected to accelerate in 2017, supported by accommodative policies, higher
public investment boosted by EU funds, and strong consumption. Labor market conditions continue
to tighten, with unemployment at record low. Headline inflation increased rapidly, crossing the
lower bound of the central bank’s target band. But subdued private investment and lower than pre-
crisis TFP growth cast a shadow over the medium-term growth prospects. Thus, the key challenge
ahead is to ensure timely and effective implementation of policies and reforms to sustain strong and
inclusive growth.

50. While appropriate for now, the monetary policy stance should be tightened if
accelerating core inflation threatens the inflation objectives. The incipient domestic inflationary
pressures could accelerate amid an opening positive output gap and a pro-cyclical fiscal stance, and
should be closely monitored. Wage pressures, though still moderate, are on the rise. Given
significant uncertainties about the future pace of wage growth, monetary policy decisions should be
data dependent. With lags in the monetary transmission mechanism and adaptive inflation
expectations, timely actions are critical to avoid significant overshooting of the inflation target. A
clear and consistent communication strategy would help guide expectations by stipulating the
circumstances for a rate change rather than providing a time frame for how long the rates are likely
to stay on hold.

51. The strong fiscal performance so far this year is welcome, and consolidation should
start as soon as possible. Given favorable cyclical conditions and with the budget deficit only a
shock away from the EDP limit, policy priorities for 2017 are to avoid breaching the limit and to save
any revenue overperformance. Given the economy’s cyclical position, the authorities” intention to
start fiscal consolidation with about half a percent of GDP annual adjustment in the structural and
headline deficits during 2018-19 is appropriate and would help reverse the pro-cyclical stance and
build a “safety buffer” relative to the EDP limit. Beyond 2019, the pace of consolidation could be
adjusted to accommodate any direct fiscal costs associated with growth-enhancing structural
reforms, while still aiming to reach the MTO target no later than 2023, given projected aging costs
and in anticipation of some phasing out of the EU funds.

52. The fiscal adjustment should be based on credible growth-friendly measures. In this
regard, the authorities’ efforts to upgrade the tax administration and the recent improvement in the
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tax collection are very encouraging, but future gains are uncertain, and therefore, should be
budgeted conservatively. To further enhance the quality and credibility of the adjustment, additional
measures could include keeping the VAT rate at the current level beyond 2018, eliminating
preferential VAT rates and exemptions, rationalizing current spending through expenditure reviews
and gradually phasing out preferential pension regimes. Introducing measures to encourage seniors
to work longer could help partially mitigate the negative impact of the retirement age reduction, but
may not be sufficient to fully offset the negative impact on public finances and the long-term
sustainability of the pension system.

53. A resilient financial sector is critical to ensuring strong growth. While banks remain
sound, their profitability has continued to decline, reflecting the challenges of operating in a low
interest rate environment with rising costs and regulatory burdens. The bank asset tax should be
monitored and adjusted if adverse effects on banks' activities and risk profiles become apparent. A
tax on banks’ profits and remuneration is a less distortionary alternative to the bank asset tax. The
final solution to address consumer protection concerns related to FX mortgages should preserve
banks' capacity for internal capital generation and lending. A voluntary case-by-case restructuring
remains the best approach. Maintaining a strong and independent supervision and robust
macroprudential framework is critical given the increasing share of the state-controlled entities in
the Polish financial sector and rising bank holdings of sovereign bonds.

54. Structural reforms should focus on improving institutional and business environment.
To have more growth-friendly regulations, there is a scope for reducing administrative burdens on
startups and deregulating professional services and network industries. To address shortages of
skilled labor and increase labor force participation, more effective and better focused active labor
market policies and policies to upgrade the childcare and early education systems can be adopted.
Also, better targeted and more efficient public spending on infrastructure and R&D support would
help boost productivity and private investment. With limited fiscal space, the priority could be given
to reforms that do not require additional public expenditures, while some fiscally costly reforms
could, in the first instance, be financed by the allocated EU funds. While many elements of the RDS
look promising, much work lies ahead to determine the key priorities and translate them into
concrete reform plans, which should be closely coordinated with the authorities’ fiscal consolidation
strategy.

55. It is recommended that the next Article IV consultation be held on the standard 12-
month cycle.
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The zloty has appreciated since end-2016...
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Equity market has gained some value as in regional peers.
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Figure 11. Financial Market Developments

...and implied volatility trended down.
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Credit default swap spreads remain narrow.
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... and government bond yields have increased from late 2016.
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Poland Ministry of Finance, and IMF staff calculations.
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Figure 12. Real Sector Developments, 2011-17

PMI is approaching historical high in early 2017... ...amid a pick-up in industrial production.
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Retail sales are strong with record high consumer confidence. ~ Net exports improved, benefitting from depreciation.
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Unemployment has continued to decline rapidly...
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...while wage pressures remain moderate, wage growth outpaces
productivity growth.
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Sources: Haver Analytics, Poland Central Statistical Office, and IMF staff calculations.
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Figure 13. Inflation Dynamics and Monetary Developments

Inflation rose sharply on the back of higher fuel and food prices;

core inflation rose as well, though from a low base.
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Near-term inflation expectations rose accordingly...
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Policy rates remain at historical lows...
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...so did longer-term inflation expectations.
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...and real interest rate was much lower as inflation rose.
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Sources: Consensus Forecast, Haver Analytics, NBP, Statistics Poland, and IMF staff calculations.

38 INTERNATIONAL MONETARY FUND




REPUBLIC OF POLAND

Figure 14. Balance of Payments Developments, 2011-16

The current account deficit continued to improve on account of
lower oil prices, ...
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...and was financed primarily by FDI and EU transfers.

Current Account Balance, Capital Transfers, and FDI
(Percent of GDP, four-quarter rolling sum)

0
-2
-4
% mmmm Capital transfers, net
. DI
e Current account
-8
2011 2012 2013 2014 2015 2016
...and net portfolio outflows reversed.
Portfolio Inflows, Net
(Billions of US dollars, 3-month moving average,
"+"=inflows)
3
2
1
0
-1
-2
-3
2011 2012 2013 2014 2015 2016 2017

...as liabilities leveled off across all sectors.
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Figure 15. Banking Credit Growth and Funding, 2011-17

Loan-to-deposit ratio has been declining steadily. Deposits remain an important funding source...
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...by both households and nonfinancial corporations. Alongside, external financial liabilities have declined...
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...as has also the reliance on parent bank funding. FX hedging needs remain below recent levels.
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Sources: Haver Analytics, International Financial Statistics, NBP, KNF, and IMF staff calculations.
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Figure 16. Coping with Demographic Headwinds!

Population aging is underway...
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...and the number of working-age persons is set to decline...
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...but policies to increase participation rates are also needed.
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1/ For more details see 2017 Article IV Selected Issues Paper, Chapter 1
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Poland'’s actual investment rate is below the estimated optimal
investment benchmarks, given its fundamentals and its level of
development.
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1/ For details see Article IV 2017 Selected Issues Paper Chapter 2

Figure 17. Investment Challenge!

Low business investment post-crisis is the main drag, while
public investment has been boosted by the EU funds.
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..which is well below the rate observed in the fast converging
economies of the past.

Gross Fixed Capital Formation
(In percent of GDP)

30
25

20

15 ——Poland(t=2017) -=-Korea(t=2000)

10
t t+1 t+2 t+3 t+4 t+5

Note: GDP per capita (PPP) in Korea in 2000 was like in Poland in 2017

Based on the recent EIB survey, financing availability does not seem to be a key constraint, while uncertainty, business regulation and
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Figure 18. Total Factor Productivity*

Poland'’s average TFP level has been higher than other EMs...
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Poland'’s TFP growth has been strongly correlated with GVC
participation and external demand...
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Without structural reforms, the TFP growth will likely remain around
1 percent per year over the medium term...
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... but the trend has been declining
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1/ Trend TFP growth is calculated using the HP filter.

... which are expected to provide limited support to TFP growth
going forward.

Contribution of External Factors to the TFP

Growth in Poland

In percent,
55 (Inp )

= TOT mm External demand
45 Capital flows Other Factors /1
—TFPgrowth e Predicted TFP growth

35

25

15

0.5

-15

-2.5
1995/00 2000/05 2005/10 2010/15 2016/21

... falling short of Korea's performance during its fast
convergence episode (from the 1980s).
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Sources: Penn World Table 9.0, WEO, Conference Board, ORBIS, TiVA database, and IMF staff calculations.

1/ For more details see Article IV 2017 Selected Issues Paper Chapter 3.
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Table 2. Selected Economic Indicators, 2013-22

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Est. Projections
Activity and prices
GDP (change in percent) 1/ 14 33 3.9 2.6 3.6 33 3.0 2.8 27 26
Domestic demand -0.6 49 33 24 4.0 38 33 29 28 2.7
Private consumption growth 0.3 24 3.0 38 4.2 35 32 2.8 26 24
Public consumption growth 25 41 24 238 21 23 23 21 20 19
Domestic fixed investment growth -11 10.0 6.1 -79 5.8 6.0 5.0 4.4 4.4 44
Inventories (contribution to growth) -1.0 0.6 -0.2 13 -0.1 0.0 0.0 0.0 0.0 0.0
Net external demand (contribution to growth) 2.0 -1.4 0.6 0.3 -0.2 -0.4 -0.3 -0.1 -0.1 -0.1
Output gap -1.2 -0.9 0.0 0.1 0.7 0.9 0.9 0.7 0.6 04
CPlinflation (percent)
Average 0.9 0.0 -0.9 -0.6 21 25 25 25 25 25
End of period 0.7 -1.0 -0.5 0.8 23 26 25 25 25 25
Unemployment rate (average, according to LFS) 10.3 9.0 7.5 6.2 5.3 45 43 4.2 4.2 4.2
Public finances (percent of GDP) 2/
General government revenues 385 38.8 39.0 38.8 39.8 40.3 40.1 40.0 39.9 399
General government expenditures 42.6 42.3 41.6 41.3 42.6 429 42.8 423 42.0 41.8
General government net lending/borrowing -4.1 -3.5 -2.6 -2.4 -2.8 -2.7 -2.7 -2.3 -21 -1.9
General government structural balance -33 -31 -2.6 -2.5 -3.1 -3.0 -3.0 -2.6 -2.3 -2.1
General government debt 55.7 50.2 511 54.4 54.3 539 535 53.0 523 51.6
National definition 3/ 53.3 48.1 48.8 50.1
Money and credit
Private credit (change in percent, end-period) 4/ 44 7.5 7.5 5.0 6.8 6.5 6.0 59 57 5.5
Credit to GDP (percent) 53.5 55.4 56.9 58.0 58.8 59.0 59.2 59.5 59.8 60.0
Deposits (change in percent, end-period) 6.9 8.6 8.8 84 8.7 6.2 49 4.8 4.7 4.5
Broad money (change in percent, end-period) 6.2 8.2 9.1 9.6 8.3 6.2 5.0 5.0 4.8 4.6
Policy Rate (percent) 5/ 29 24 16 15
Balance of payments
Current account balance (transactions, billion U.S. dollars) -6.7 -114 -29 -14 -5.9 <73 -8.9 -10.9 -13.2 -15.2
Percent of GDP -1.3 -2.1 -0.6 -0.3 -1.2 -14 -1.6 -1.9 -2.2 -2.4
Exports of Goods (billion U.S. dollars) 198.1 210.6 191.0 195.6 216.5 2354 255.1 273.5 2935 3129
Export volume growth 6.1 6.7 7.7 9.0 7.5 71 6.6 6.1 5.7 5.4
Imports of Goods (billion U.S. dollars) 198.6 2149 188.6 1934 219.7 2413 263.3 284.3 3071 3295
Import volume growth 17 10.0 6.6 89 8.4 82 74 6.5 6.0 5.6
Terms of trade (index 1995=100) 100.6 102.7 105.1 106.1 104.2 104.2 104.3 104.0 103.6 1031
Official reserves (billion U.S. dollars) 106.2 100.4 94.9 1144 1203 1255 128.8 1325 1353 1368
In percent of short-term debt plus CA deficit 67.4 88.5 88.9 88.7 108.9 115.6 115.6 1173 1168 1170
In percent of IMF ARA metric 105.6 110.6 111.2 128.1
Total external debt (billion U.S. dollars) 384.1 356.7 3300 3359 344.0 3483 3519 357.2 363.6 3705
In percent of GDP 73.2 65.4 69.1 71.6 69.6 66.7 63.8 61.5 59.5 57.7
Exchange rate
Exchange rate regime Freely floating
Zloty per USD, period average 32 32 38 39
Zloty per Euro, period average 4.2 4.2 4.2 44
Real effective exchange rate (INS, CPI based) 6/ 108.2 109.0 105.2 100.7
Appreciation (percent change) 0.7 0.7 -34 -4.3
Memorandum item:
Nominal GDP (billion zloty) 1656.8 17197 17993 1851.2 19511 2069.0 2186.6 2304.1 24248 25476

Sources: Polish authorities and IMF staff calculations.

1/ Real GDP is calculated at constant 2010 prices, while the authorities' definition is based on prices of the previous year.
2/ According to ESA2010.

3/ The difference from general government debt reflects different sectoral classification of certain units.

4/ Credit defined as in IFS: "Claims on other sectors."

5/ NBP Reference Rate (avg).

6/ Annual average (2000=100).
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Table 3. Balance of Payments, 2013-22
(Millions of U.S. dollars, unless otherwise indicated)

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Est. Projections
Current account balance -6,744 -11,444 -2,932 -1,395 -5,863 -7,310 -8,947 -10,906 -13,178  -15,224
percent of GDP -1.3 -21 -0.6 -0.3 -1.2 -1.4 -1.6 -19 -2.2 -24
Trade balance 9,692 7,755 14,577 17,344 12,522 10,816 9,593 8,005 6,253 4,730
percent of GDP 18 14 31 37 25 21 17 14 1.0 0.7
Balance on Goods -453 -4,291 2,464 2,179 -3,269 -5,940 -8,248 -10,786 -13,563  -16,600
Merchandise exports f.o.b. 198,107 210,628 191,023 195,568 216,453 235,392 255,086 273,522 293,496 312,942
Merchandise imports f.0.b. 198,560 214,919 188,559 193,389 219,722 241,333 263,333 284,308 307,059 329,542
Balance on Services 10,145 12,046 12,113 15,165 15,791 16,756 17,841 18,791 19,816 21,331
Merchandise exports f.o.b. 44,629 48,723 45,096 48,976 54,206 58,949 63,881 68,498 73,500 78,370
Merchandise imports f.0.b. 34,484 36,677 32,983 33,811 38,415 42,193 46,040 49,707 53,684 57,039
Exports of goods and services
percentage change in unit values 9.2 6.8 -9.0 3.6 10.7 8.7 84 7.2 7.3 6.6
percentage volume growth 6.1 6.7 7.7 9.0 7.5 71 6.6 6.1 5.7 54
Imports of goods and services
percentage change in unit values 35 8.0 -11.9 26 136 9.8 9.1 8.0 8.0 73
percentage volume growth 17 10.0 6.6 89 8.4 8.2 74 6.5 6.0 5.6
Terms of trade (percentage change) 11 21 24 0.9 -1.8 0.0 0.1 -0.3 -0.4 -0.5
Primary Income balance -15,896 -18,649 -16,559 -17,571 -17,747 -18,053 -18,501 -18,871 -19,480  -20,087
Secondary Income balance -540 -550 -950 -1,168 -637 -72 -39 -40 48 133
Capital and financial account balance 5,947 6,954 12,850 5879 4,917 5792 3,163 381 -3,492 -6,974
Capital account balance (net) 11,964 13,305 11,331 4,926 6,679 7,840 7,344 6,932 6,132 5414
Financial account balance (net) -6,017 -6,351 1,519 953 -1,762 -2,048 -4,181 -6,551 -9,624  -12,388
Foreign direct investment (net)[+ = outflows] -4,206 -12,977 -9,815 -4,999 -6,499 -9,635 -10,282 -10,964 -11,684  -12,444
Assets [Increase = +] -3,411 6,799 4,252 9,186 5391 5499 5,609 5721 5,835 5,952
Liabilities [Increase = +] 795 19,776 14,067 14,185 11,890 15,134 15,891 16,685 17,520 18,396
Portfolio investment (net) -237 2,250 3,289 -3,804 901 2,220 2,480 921 267 119
Assets 2,162 5,866 11,049 -6,026 5,036 5,086 5137 5189 5,240 5,280
Liabilities 2,399 3,616 7,760 -2,222 4,135 2,866 2,657 4,267 4,974 5161
Other investment (net) -1,809 4,136 7,859 -13,054 -2,070 130 318 -184 -948 -1,607
Assets 1,559 4,453 5,324 2,255 3,300 3,140 2,924 2,770 2,490 2,309
Liabilities 3,368 317 -2,535 15,309 5,370 3,010 2,606 2,954 3,438 3917
Financial derivatives -710 -64 -949 149 0 0 0 0 0 0
Errors and omissions -11,237 -8,212 -6,880 -2,578 -2,578 -2,578 -2,578 -2,578 -2,578 -2,578
Financing
Reserve assets [Increase = +] 945 304 1,135 22,661 5,906 5,237 3,302 3,675 2,742 1,543
Memorandum items:
Current plus capital account (percent of GDP) 1.0 0.3 1.8 0.8 0.2 01 -03 -0.7 -1.2 -15
Gross official Reserve 106,220 100,438 94,922 114,391 120,297 125,534 128,836 132,512 135,254 136,797
in months of imports 6.4 5.6 6.0 7.1 6.6 6.2 5.9 5.6 53 5.0
Gross official Reserve (euro) 77,144 82,645 86,894 108,064
Net Reserves (USD) 1/ 95,535 93,050 86,805 91,820 97,726 102,963 106,266 109,941 112,683 114,226
Ratio of gross official reserves to short-term debt 2/ 727 90.8 90.1 92.9 116.6 126.0 1281 1328 1345 1345
Ratio of gross official reserves to ST debt plus CA deficit 2/ 67.4 88.5 88.9 88.7 108.9 1156 1156 1173 116.8 117.0
Ratio of gross ofiicial reserves to IMF ARA metric 105.6 1106 111.2 128.1
Ratio of net official reserves to IMF ARA metric 95.0 102.5 101.7 102.8
Total external debt (percent of GDP) 73.2 65.4 69.1 71.6 69.6 66.7 63.8 61.5 59.5 57.7
Total external debt (percent of exports) 158.2 137.5 139.7 1374 1271 1183 1103 104.5 99.1 94.7
External debt service (percent of exports) 57.0 56.2 48.1 52.2 48.6 382 347 329 30.7 29.2

Sources: National Bank of Poland and IMF staff calculations.
1/ Net reserves are calculated as a difference between gross reserves (official and other FX reserves) and FX liabilities.
2/ Short-term debt is on remaining maturity.
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Table 4. Monetary Accounts, 2010-17

2010 2011 2012 2013 2014 2015 2016 2017
Proj.
(Billions of zlotys)
Central bank
Net foreign assets 257 317 321 297 332 349 390 387
Official reserve assets 277 338 338 320 352 370 478 476
Net domestic assets -119 -180 -154 -134 -142 -139 -171 -151
Net claims on government -14 -20 -17 -8 -21 -15 -28 -28
Claims on banks 1/ -75 -93 -100 -117 -85 -74 -81 -59
Other items, net -31 -67 -37 -9 -36 -50 -62 -65
Base money 140 138 167 164 192 212 220 236
Currency issued 103 112 113 126 143 163 187 200
Bank reserves 37 26 54 38 49 49 33 36
Deposit money banks
Net foreign assets -167 -177 -151 -154 -159 -162 -156 -164
Net domestic assets 830 923 934 990 1,067 1,150 1,226 1,327
Net claims on the central bank 1/ 38 27 56 40 49 51 36 17
Net claims on government 150 167 151 178 216 241 297 262
Claims on private sector 730 831 849 886 952 1,023 1,074 1,147
Claims on corporates 219 261 270 275 298 324 340 363
Claims on households 480 537 538 562 593 633 665 710
Claims on other 31 32 40 49 61 67 69 74
Other items, net -88 -101 -123 -113 -150 -165 -181 -98
Deposits 663 746 782 836 908 988 1,070 1,163
Consolidated banking system
Net foreign assets 90 140 169 143 173 187 234 223
Net domestic assets 693 741 752 836 886 968 1,032 1,148
Claims on government 137 147 134 170 195 226 269 234
Claims on private sector 730 831 849 886 952 1,023 1,074 1,147
Other items, net -173 -236 -231 -220 -261 -281 -312 -233
Broad money (M3) 784 881 921 979 1,059 1,155 1,266 1,371
Memorandum items: (Percentage change from end of previous year)
Base money 1.6 -11 21.0 -1.9 16.8 10.7 3.9 6.9
Broad money (M3) 8.8 125 4.5 6.2 8.2 9.1 9.6 83
Net domestic assets 6.4 6.9 15 111 6.0 9.2 6.6 11.3
Net foreign assets 319 55.2 20.7 -15.5 209 8.2 251 -4.8
Net claim on government 153 7.4 -84 26.6 14.9 15.8 19.2 -131
Claims on private sector 8.6 13.8 2.2 44 7.5 7.5 5.0 6.8
Deposit growth 9.8 124 49 6.9 8.6 8.8 8.4 8.7
(Percent of GDP, unless otherwise noted)
Broad money (M3) 54.2 56.3 56.5 59.1 61.6 64.2 68.4 70.3
Private sector credit 50.5 53.0 52.1 53.5 55.4 56.9 58.0 58.8
Broad money Velocity (GDP/M3) 18 1.8 18 17 16 1.6 15 14
Money multiplier (M3/base money) 5.6 6.4 5.5 6.0 5.5 5.4 5.7 5.8

Sources: Haver, IFS, NBP, and IMF staff calculations.
1/ The difference between deposit money bank claims on the central bank and central bank claims on banks relates to

banks' reserves and currency in vault.

46 INTERNATIONAL MONETARY FUND




REPUBLIC OF POLAND

Table 5. Financial Soundness Indicators, 2010-16
(Percent)

2010 2011 2012 2013 2014 2015 2016Q1 2016Q2 2016Q3  2016Q4

Capital adequacy 1/

Regulatory capital to risk-weighted assets 139 131 14.8 15.7 15.2 16.5 171 17.4 175 17.7

Regulatory Tier I capital to risk-weighted assets 125 117 131 14.1 14.0 15.2 15.7 15.7 16.0 16.1

NPLs net of provisions to capital 115 116 129 121 121 10.2 10.0 9.8 9.7 9.2

Bank capital to assets 8.2 7.8 8.7 9.1 8.9 9.4 9.6 9.6 9.8 9.5
Asset composition and quality

NPLs to gross loans (nonfinancial sector) 8.8 8.2 8.8 8.5 8.1 7.5 7.4 73 73 7.0

Provisioning coverage for nonperforming loans (nonfinancial sector) 54.6 55.0 543 55.0 54.8 543 54.6 54.9 54.6 53.5

Sectoral distribution of loans to nonfinancial sector

Loans to households 68.0 66.4 65.7 66.1 65.7 65.3 64.8 65.1 64.7 65.1
Loans to non-financial corporations 315 331 337 333 337 341 345 343 34.6 34.2

Earnings and profitability

Return on average assets (after tax) 1.0 13 12 11 11 0.8 0.7 0.8 0.8 0.8

Return on average equity (after tax) 1/ 133 16.1 14.0 121 123 91 82 9.0 8.4 9.0

Interest margin to gross income 53.0 55.8 55.0 56.1 58.2 57.2 57.9 56.1 56.5 57.4

Noninterest expenses to gross income 56.0 54.5 54.5 57.2 54.9 61.9 62.9 61.4 62.2 59.5
Liquidity

Liquid assets to total assets (liquid assets ratio) 20.8 19.5 209 214 20.6 20.1 22.3 21.5 21.4 21.6

Liquid assets to total short-term liabilities 312 28.8 311 317 30.6 29.6 323 311 31.0 311

Loans to deposits 114.5 119.8 117.7 115.7 112.9 1121 108.8 108.3 107.9 106.6
Sensitivity to market risk

Net open positions in FX to capital 1/ 0.3 -0.3 0.1 -0.1 0.1 1.0 0.6 0.6 0.5 0.3

Sources: NBP and KNF.
Note: Data according to Financial Soundness Indicators (FSI), except for asset composition and quality (indicators not part of FSI reporting template).
1/ Data for domestic banking sector (Bank Gospodarstwa Krajowego excluded). Since 2014: data on capital in accordance with CRDIV/CRR.
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Table 6. General Government Statement of Operations, 2013-22
(Percent of GDP)

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Est. Projections
Revenue 385 38.8 39.0 38.8 39.8 403 40.1 40.0 39.9 39.9
Taxes 19.6 19.6 19.8 20.3 20.8 211 20.8 21.0 211 213
Personal income tax 4.6 4.6 47 4.8 4.9 49 49 4.9 4.8 4.8
Corporate income tax 1.8 17 18 1.8 1.9 1.9 20 21 21 21
VAT 7.0 7.1 7.0 7.1 7.4 7.6 73 7.4 7.5 7.6
Excises 37 36 35 36 36 36 36 36 36 36
Other taxes 25 2.6 2.8 3.0 31 31 31 31 31 31
Social contributions 134 13.3 136 14.0 14.0 14.0 13.9 13.8 137 13.6
Other revenue 55 5.8 5.6 43 5.0 5.2 54 5.2 51 5.0
Capital revenue 0.9 12 11 0.4 11 13 15 13 1.2 11
Sales of goods and services 24 25 24 24 24 24 24 24 24 24
Other current revenue 22 21 21 14 14 14 14 14 14 14
Expenditure 42.6 423 41.6 413 42.6 429 42.8 423 42.0 41.8
Expense 388 381 374 380 383 384 38.2 37.9 377 376
Compensation of employees 10.4 104 10.2 10.3 10.1 10.1 10.0 9.9 9.8 9.8
Use of goods and services 5.8 5.9 5.9 5.8 5.8 5.8 5.8 5.8 5.8 5.8
Interest 25 19 18 17 18 1.8 1.8 18 18 18
Subsidies 0.7 0.7 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5
Social benefits 16.4 16.3 16.2 17.2 17.6 17.7 17.6 17.4 173 17.3
Other expense 1/ 3.0 29 2.8 25 25 25 25 25 25 25
Other current expenditure 23 21 2.2 20 2.0 2.0 2.0 2.0 2.0 2.0
Capital transfers 0.6 0.7 0.6 0.5 0.5 0.5 0.5 0.5 0.5 0.5
Net acquisition of nonfinancial assets 38 42 42 33 4.2 45 4.6 44 42 42
Gross operating balance -0.3 0.7 1.6 0.8 15 1.8 1.9 21 2.2 23
Net lending/borrowing -4.1 -35 -2.6 -24 -2.8 -2.7 -2.7 -23 -21 -1.9
Structural fiscal balance -3.3 -3.1 -2.6 -2.5 -3.1 -3.0 -3.0 -2.6 -2.3 -21
Net financial transactions -4.2 -3.5 -2.6 -24 -2.8 -2.7 -2.7 -2.3 -2.1 -1.9
Net acquisition of financial assets -0.5 10.0 0.6 23 0.1 0.0 0.0 0.0 0.0 0.0
Currency and deposits -1.2 0.6 -0.7 11 -0.7 -0.8 -0.8 -0.8 -0.7 -0.7
Debt securities 0.1 83 0.0 04 0.2 0.2 0.2 0.2 0.2 0.2
Loans 0.7 0.7 0.3 0.1 0.3 0.3 0.3 0.2 0.2 0.2
Equity and investment fund shares -0.6 0.2 -0.1 -0.3 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2
Other financial assets 0.4 0.1 11 1.0 0.5 0.5 0.6 0.6 0.5 0.5
Net incurrence of liabilities 3.6 135 3.2 4.8 2.8 2.7 27 24 21 2.0
Currency and deposits 0.0 0.0 0.5 0.2 0.2 0.1 0.1 0.1 0.1 0.1
Debt securities 2.0 2.7 17 41 16 16 17 15 14 11
Loans 15 14 0.9 0.0 0.8 0.8 0.7 0.5 0.5 0.6
Other liabilities 0.1 9.3 0.1 0.6 0.2 0.2 0.2 0.2 0.2 0.2
Adjustment and statistical discrepancies 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Memorandum items:
Cyclically-adjusted balance -33 -31 -2.6 -25 -31 -3.0 -3.0 -2.6 -23 -21
Primary balance -1.6 -1.5 -0.8 -0.7 -1.0 -0.9 -0.9 -0.5 -0.3 -0.2
Cyclically-adjusted primary balance -0.7 -1.2 -0.8 -0.8 -1.2 -1.2 -1.2 -0.8 -0.6 -0.3
General government debt 55.7 50.2 51.1 54.4 54.3 53.9 53.5 53.0 52.3 51.6
General government liabilities 715 77.6 771 80.0 72.2 71.8 714 70.9 70.2 69.5
General government financial assets 339 35.6 35.2 36.9 332 322 31.2 30.2 29.2 28.2
Nominal GDP in billions of zloty 1,657 1,720 1,799 1,851 1,951 2,069 2,187 2,304 2,425 2,548

Sources: Eurostat and IMF staff calculations.
1/ Includes grants.
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Table 7. General Government Financial Balance Sheets, 2013-22
(Millions of zloty)

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Trans- OFF ocplzrsm::g Trans- OFF ocplzrs\::g ocplﬁi:g Projections
actions actions
balance balance balance

Net Financial Worth -67,366 17,475 -622,244 -59,415  -52,562 -734,220 -754971 -797,765 -762,200 -819,710 -880,033 -937,981 -995,055 -1,052,436
Financial Assets -7,956 -1,789 561,783 172,383 -122,332 611,834 633,018 683,004 647,405 665813 681,812 695399 707,566 717,928
Currency and deposits -19,212 -356 85774 10,836 8,645 105,255 96,168 121,957 104,282 110,580 116,869 123,147 129,596 136,160
Debt securities 2,275 554 38013 143444 -134,083 47,374 47,328 55693 51,321 54,421 57,516 60,605 63,779 67,009
Loans 12,180 433 51,865 12,177 717 64,759 69,106 72,819 74,936 79,462 83,981 88492 93,126 97,843
Equity and inv. fund shares -9,569 149 262,345 3,525 790 266,660 267,362 262,846 250,897 245360 237,447 227,162 214,810 200,214
Other financial assets 6,370 -2,569 123,786 2,401 1599 127,786 153,054 169,689 165968 175991 186,000 195992 206,255 216,701
Liabilities 59,410 -19,264 1,184,027 231,798  -69,770 1,346,055 1,387,989 1,480,769 1,409,605 1,485,523 1,561,845 1,633,380 1,702,621 1,770,364
Currency and deposits -358 -6 28,028 517 11,410 39,955 36,846 39,826 39,955 42368 44,777 47,183 49,653 52,168
Debt securities 33,394 -19,827 835116 46,388  -90,827 790,677 814,831 891,332 788,083 826472 865313 899,430 930,237 9583859
Loans 24,578 741 199,768 24,829 8222 232819 250,641 254,292 271,788 288202 304,592 320,955 337,762 354,870
Other liabilities 1,796 -172 121,115 160,064 1,425 282,604 285671 295319 309,774 328481 347,163 365813 384,969 404,467

Memorandum items:
Net financial worth (percent of GDP) -37.6 -42.7 -42.0 -43.1 -39.1 -39.6 -40.2 -40.7 -41.0 -41.3
Financial assets (percent of GDP) 339 356 35.2 36.9 332 322 312 30.2 29.2 28.2
Liabilities (percent of GDP) 715 783 771 80.0 72.2 71.8 714 70.9 70.2 69.5
GDP nominal prices (billion PLN) 1656.8 1719.7 17993 1851.2 1951.1 2069.0 2186.6 23041 24248 2547.6

Sources: National authorities and IMF staff calculations.
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Table 8. 2013 FSAP Recommendations and Current Status?

Key Recommendations

Status

Addressing impaired loans:

(i) intensify oversight of credit risk
management and restructuring practices;
(i) standardize and enhance transparency
of bank accounting practices; and (iii)
standardize debt-to-income (DTI) ratio
calculation.

Strengthening banking supervision:
(i) expand the scope for the Polish
Financial Supervision Authority (KNF) to
issue legally binding prudential
regulations; (ii) allow KNF's Board to
delegate administrative and procedural
decisions to its management, increase
KNF independence, and address other
governance issues; and (iii) increase KNF
flexibility to allocate budgetary and staff
resources and enhance its analytical
capabilities.

Strengthening credit unions:

(i) eliminate the dual supervision; require
a solvency ratio of 8 percent in 5 years;
and clarify the governance of the
stabilization fund; (ii) develop an inclusive
set of SKOK regulations and apply
accounting principles for financial
institutions to SKOKs; and (iii) develop
capital rehabilitation plans for financially
weak SKOKSs.

Developing sound macroprudential
policies: (i) ensure the macroprudential
supervisory law provides for Systemic Risk
Board's (SRB's) independence (with a
leading role for the NBP, accountability to
Parliament, and power to make
recommendations coupled with an "act or

The in-depth analyses of impaired loans (including credit file
review) were conducted under the cross-sector inspections in
2013 and the Asset Quality Review (AQR) in 2014. Following the
AQR, the KNF clarified expectations to banks to standardize and
enhance the transparency of bank accounting practices. A follow-
up was conducted in 2015 to verify the implementation of the
individual recommendations issued in 2013 and 2014. Meanwhile,
all 15 banks included in the AQR were requested to provide
information on the quantitative impact of the implementation of
recommendations on impairment charges. The KNF found that the
AQR, through recommendations to banks, had a significant
measurable impact on the level of impairment losses in banks, and
contributed to developing the new standards.

In 2016, the priority areas were other aspects of credit risks in
commercial banks (as covered within the cross-sector inspections).
The issues of impaired loans were analyzed, and the verification of
the implementation of KNF recommendations is being conducted
in 2017. Also, the biggest banks are being examined on their
progress in implementing IFRS 9.

In line with the stipulations of the Polish constitution, the KNF
cannot issue legally binding, general acts (regulations). However,
the KNF can issue recommendations to banks regarding risk
management, specifying how banks should mitigate risk.

Now that many regulatory provisions are from the EU, in particular
the CRR, it is less of an issue as to which authority is entitled to
issue regulations.

The KNF management has increased flexibility to allocate
budgetary and staff resources to the extent possible, subject to
the budget constraint from the government.

The dual supervision problem has been solved and the KNF is the
only supervisor of the credit union sector. The KNF has continued
work to address vulnerabilities, with 33 of 42 credit unions obliged
to prepare capital rehabilitation plans. Restructuring has also
involved bankruptcy and take-overs by banks. The draft law on the
bank resolution framework is awaiting the President’s signature,
and it covers credit unions. Applying accounting principles for
financial institutions to SKOKs has been an ongoing process. The
current version of the regulation came into force on January 1,
2015.

The Act on Macroprudential Supervision over the Financial System
and on Crisis Management took effect in 2015. The Financial
Stability Committee (KSF) was designated with dual functions: (a)
the macroprudential authority, and (b) the authority responsible
for crisis management in the financial system. The KSF is chaired
by the Governor of the NBP and comprises of the Minister of
Finance, the Chairman of the KNF and the President of the Bank
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Table 8. Poland: 2013 FSAP Recommendations and Current Status (concluded)

explain” mechanism; and (ii) develop clear
macroprudential policy objectives that are
distinct from those of monetary and
microprudential supervisory policy.

Improving the bank resolution
framework: (i) ensure precedence of
administrative powers over corporate
insolvency procedures; (ii) ensure that the
creditor claims hierarchy protects BFG's
claims on resources provided for balance
sheet "gap filling" measures; and (jii)
include a Tier-1 capital trigger and link
the "public interest" trigger to financial
stability.

Improving the deposit insurance
system: (i) remove the Polish Bank
Association (PBA) from the BFG Council;
(i) ensure adequate funding and capacity,
revise and introduce new regulations, and
enhance protocols in light of expanded
mandate; and (iii) amend code of conduct
to restrict employment in member
institutions to all employees.

Strengthening pension reform and
capital markets: (i) allow lifecycle
strategies in pension funds, and measure
performance of pension funds in relation
to the benchmark portfolio; (ii) amend the
mortgage covered bond framework to
allow broader issuance and adopt a legal
framework for mortgage securitization;
(iii) strengthen enforcement of security
interests and judicial decisions.

Guarantee Fund. The KSF is fully operational and press releases are
published following each meeting.

In August 2016, the KSF adopted opinions on the identification of
other systemically important institutions and on imposing on
them other systemically important institution buffer (O-SII buffer).
Subsequently, based on individual administrative decisions of the
KNF, 12 O-SlIs were identified and appropriate O-SlIs buffers were
imposed on these institutions.

In January 2017, the KSF passed a resolution on the
recommendations to restructure the FX housing loans portfolio. In
June 2017, the KSF was informed about the progress in
implementing these recommendations.

The Act on the Bank Guarantee Fund (BFG), Deposit Guarantee
Scheme and Resolution (the Act on the BFG) came into effect in
October 2016. The Act covers issues (i), (ii), and (iii) as in the FSAP
recommendations.

The Act on the BFG and the relevant implementing acts cover
issues (i), (i) and (iii) as in the FSAP recommendations.

Currently, pension funds do not offer lifecycle strategies. To
protect pension fund assets in the last period of saving before
retirement, assets are transferred gradually to the Social Security
Fund managed by the Social Insurance Institution (ZUS), starting
10 years before reaching retirement age. The performance of
pension funds is measured relative to an external benchmark.

1 See "Republic of Poland: Financial System Stability Assessment,” IMF Country Report No. 13/221, 2013.
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Annex I. External Sector Assessment

Background. A large negative net international investment position (NIIP) has remained broadly stable around 60 percent of GDP over the
last five years, with both assets and liabilities growing in 2016, to 52 percent and 111 percent of GDP, respectively. The NIIP is projected to
improve towards -49 percent of GDP over the medium term as nominal GDP grows faster than the current account (CA) deficit, which is
financed largely by non-debt creating FDI and EU fund flows. In the near term, both domestic and external policy uncertainties point to the risk
of further depreciation of the zloty, which, combined with the potential strengthening of the US dollar vis-a-vis the euro (due to policy
divergence in the US and the euro area), may lead to large valuation effects.

Assessment. Vulnerabilities exist, but sustainability concerns surrounding the large negative NIIP are mitigated by diversified FDI liabilities
and associated intra-company lending (over 40 percent of foreign liabilities are FDI), and the projected improvement of the NIIP under the
baseline. Adequate reserves and the FCL arrangement also help  mitigate liquidity risks (ST debt is about 23 percent of the total) that may
arise from the large negative NIIP.

Background. Poland's current account deficit was broadly unchanged at 0.3 percent of GDP in 2016, with improvements in trade balance
(by 0.6 percent of GDP) offset by a larger income deficit. The higher trade surplus reflected improved terms of trade, stronger export
performance on the back of continued demand recovery in the euro area, and subdued non-oil import growth as domestic demand remained
relatively weak. In 2017, the CA deficit is projected to widen on the back of a pickup in domestic demand, and a deterioration in the terms of
trade.

Assessment. The CA level is broadly consistent with fundamentals and desirable policies. The ES model gives a CA gap of 1 percent. The CA
approach estimates a  gap between cyclically-adjusted CA (-0.1 percent of GDP) and the CA norm (-0.7 percent of GDP) of around 0.6 percent
of GDP, reflecting the sum of offsetting domestic and partners’ policy gaps and a residual. The staff assessment is similar, with a CA gap range
for 2016 centered on 0.9 (plus or minus 1) percent of GDP. 1,2/

Background. The annual average real effective exchange rate (REER) depreciated 7% percent cumulatively over 2014-16 (weakening by around
4 percent in 2016 relative to the 2015 average), largely explained by nominal depreciation vis-a-vis the US dollar and the Swiss Franc. The
depreciation was a result of NBP policy rate cuts in response to deflationary pressures, as well as domestic policy uncertainties in the run-up
and after the 2015 elections. The REER has been on a depreciation trend since mid-2015, but has appreciated slightly in 2017:Q1. As of May
2017, the REER is up by 2.5 percent relative to the 2016 average.

Assessment. The EBA models suggest undervaluation between 1 and 10 percent for 2016. The REER gap implied by the CA EBA model is -

1 percent. Other approaches suggest a larger undervaluation: the ES EBA estimates a REER gap of -2.6 percent; the REER index model shows a
gap of -9.6 percent. 3/ Overall, staff assesses Poland’s real exchange rate in 2016 to have been close to a level consistent with fundamentals and
desirable policy settings, with a range for the REER gap of -10 to 0.

Background. The capital account is dominated by EU structural fund inflows, even though there was a temporary slowdown in EU funds
absorption in 2016 due to transition to the new EU funds cycle. In recent years, inflows in the financial account were particularly volatile and
centered on portfolio and FDI flows. Net capital inflows remained weak in 2016, with the largest net inflows driven by the repo transactions of the
NBP as part of their reserve management strategy.

Assessment. High foreign holdings (around 40 percent) of government bonds indicate potential vulnerabilities, but the ratio has declined
recently as domestic banks are increasing their holdings in response to the new bank asset tax, which excludes government bonds. The
diversified foreign investor base is another mitigating factor.

Background. Gross Reserves have increased from USD 95 billion at end-2015 to 114 billion at end-2016, partly due to a significant increase
in NBP's repo transactions. Based on staff calculation, net reserves have increased from USD 87 billion at end-2015 to about 92 billion at
end-2016. 4/ The zloty has floated freely.

Assessment. Gross Reserves are adequate, standing at about 128 percent of the IMF's composite reserve adequacy (ARA) metric in 2016 (net
reserves stood at 103 percent of the IMF's ARA metric). The recently approved FCL arrangement of SDR 6.5 billion also provides insurance
against external tail risks.

1/ Poland’s EBA CA gap (including residual) 0.6 percent of GDP. The contribution of identified policy gaps is 0.9 percent. The domestic fiscal policy gap is -0.7 percent, but is offset by fiscal gaps in trading partners that
result in 0.2 percent net contribution of fiscal policies to the current account gap. The domestic credit gaps contribute 0.2 percent to the total CA gap, with health spending, domestic capital controls and reserves also
contribute positively.

2/ Staff assesses the mid-point CA norm to be slightly lower (by 0.2 percent of GDP), but well within the 90 percent confidence interval of [-2.3, 0.9] percent of GDP suggested by the EBA CA model, possibly due to
somewhat higher-than-estimated medium term investment needs.

3/ The level REER model for Poland suggests an undervaluation of 18.2 percent, however has large residuals of 14.0 percent, and may not be adequately capturing the dynamics over the estimated period.

4/ Net reserves are calculated as a difference between gross reserves (official and other FX reserves) and FX liabilities, based on IFS data.
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Annex II. Poland’s Potential Growth Revisited:

1. This annex presents estimates of potential output and output gap for Poland based on a
range of methods. These include: (i) a Hodrick-Prescott (HP) filter; (ii) a multivariate filter (MVF); and (iii) a
production function approach (PF). While each method has its own merits and limitations, taken together
they can provide a good gauge of Poland'’s cyclical position (see the Selected Issues Paper, Chapter 4 for
details).

Poland Potential Growth Estimate
2. All three methods point to a post-crisis ¢ (npercent)

slowdown in potential growth and a slightly positive
output gap in 2016. The estimated potential growth has
declined significantly from the pre-crisis peak of above

5 percent to 2.5-3 percent in 2016, suggesting that the
post-crisis growth slowdown has been largely structural.
The negative output gap experienced during the global
financial crisis and the euro area crisis was largely closed
by 2015, with a slightly positive output gap opening in
2016. The differences across the three approaches are
small, especially in the most recent period.

—MVF HP  —PF

[0

1
2001 2004 2007 2010 2013 2016

Sources: Poland Statistical Office and IMF staff calculations.

3. The decline in potential growth has been Potential Growth Decompositon
largely due to the TFP growth slowdown, followed ¢ (In percent)

by a falling labor contribution. A PF-based

decomposition suggests that the post-crisis potential

growth was mainly dragged down by stagnant TFP 4

growth and to a lesser extent, by a shrinking labor

contribution. The reduced labor contribution largely

3
2
reflects negative demographics, as the working age
population has been on a declining trend since 2012. ! I I
. inm |
| L

HK ®mTrend L = Trend TFP
5

The post-crisis investment growth has been very volatile

with some temporary rebounds, but the capacity 4

utilization has been rising quickly and is now 2001 2004 2007 2010 2013 2016
. .. . Source: IMF staff calculations.

approaching the pre-crisis peak. Thus, capital

accumulation has become the main growth driver.

Contribution to MT Potential Growth
(In percent)

4. Over the medium term, on current policies, Trend TFP

. . . . mTrend L-d hics (15-64 WAP
potential growth will likely remain below 3 percent. g Lemographics :
The impact of unfavorable demographics will become #Trend L-participation and unemployment

—Potential growth

more pronounced (Figure 16). TFP growth is expected to
recover somewhat reflecting an improvement in the
external environment (Figure 18). The contribution from
capital accumulation will also increase, as investment
gradually picks up (Figure 17). However, on current . . . . . . .
policies, the baseline potential growth is likely to
stabilize around 2.7-3.0 percent, which is well below the

2016 2017 2018 2019 2020 2021 2022
pre—crisis average. Source: IMF staff calculations.

1 Prepared by Xin Cindy Xu.
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Annex III. Risk Assessment Matrix'

Source of Risk Relative Time Expected Impact Policy response
Likelihood | Horizon
EXTERNAL
Pollc;: [{otl:tu:al and geopolitical High Short to ;F]!emble exchange rate should serve as a first line of
uncertainties: . . . efense.
A . Medium Potential damage to globa?I supply Cha”?s' reduced e Fiscal policy should allow automatic stabilizers to work as
Retreat from cross-border integration. A Term global trade and FDI, and increased capital flow needed, while continuing a growth-friendly fiscal
frlayl;n? copsensuslc;al:)ozt the beneﬂts ?f ch)(lj;!'z would adversely impact the Polish consolidation in the medium term.
globalization could lea . to prote.ctlomsm, Y- e The NBP should provide liquidity support (including in FX)
reduced global and regional policy if needed
collaboration with negative consequences for « The FCL arrangement could be used if necessary.
trade,hcapltal and labor flows, sentiment, and e Strong progress on structural reforms (including active
growth. labor market policies) should support competitiveness.
Ffollcy uncertainty ar.ld d{vgrgence. Tw9-5|ded High Short to
risks to U.S. growth with difficult-to-predict . . . .
. . Medium Uncertainty can weigh on market sentiment and
policies and global spillovers. In Europe, .
. - A o Term dampen investment outlook.
uncertainty associated with negotiating post-
Brexit arrangements and with upcoming majo e
rexit arrangemen with up 'ng major Mitigating factors:
elections. Policy divergence could lead to rising . . . .

. e Banking system is funded mainly domestically;

global imbalances and exacerbate exchange .
. I « Sufficient reserve buffers;
rate and capital flow volatility.
o FCL

Financial conditions: High Short Term | High/ o Flexible exchange rate would serve as a first line of

—— . « Investors could reallocate assets away from defense.
anl:uflcar:’t/furl:.he;" Stre:gthAen'mg °tf the US Poland, resulting in capital flow reversals and zloty « Fiscal automatic stabilizers should be allowed to operate.

offar an f" Igher rates. AS Investors . depreciation. » The NBP should provide liquidity support (including in FX)

p Yy

reassess policy fundamentals, as term premia L, , . if needed
decombress. or if there is a more rapid Fed e Sovereign's and banks’ borrowing costs can go up. | IT needed.

l‘? N | o4 | P q » Maintaining accommodative monetary conditions, while
normailzatlon, everage‘ irms, lower-rate Mitigating factors: enhancing public debt management would increase
sovereigns and those with un-hedged dollar . T . s

» Banking system is liquid and funded mainly resilience to shocks.
exposures could come under stress. Could also domestically;
result |n.cap|tal account pressures for some o Sufficient reserves buffers; If risks intensify, interest rate hikes could be used to stem
economies. o FCL capital outflow pressures. The FCL arrangement could be
. . used if necessary.
European bank distress: Strained bank balance Short-term

sheets amid a weak profitability outlook could
lead to financial distress in one or more major
banks with possible knock-on effects on the
broader financial sector and for sovereign yields
in vulnerable economies.

About half of the banking sector is owned by euro-
area banks. Banks are prudent, liquid, and well
capitalized, reliant primarily on domestic funding.
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Weaker-than-expected global growth: Short to Near term:
Significant China slowd dit « Indirect trade linkages to China through the * Monetary policy should be eased further.

Ig‘ITI tcan K ina slow ovyrlr( an Ids ) Medium German supply chain would lower Polish exports to » Fiscal automatic stabilizers should be allowed to operate.
SP'_ overs: gy n.ea.lr-term risks are |srupt|v§ Germany and other CEE countries. e The FCL arrangement could be used if necessary.
drying up of liquidity for weaker borrowers in Term . g . . . .

. . . « Financial volatility raises risk aversion and could

the interbank market and increasing pressure on . . . Medium-term:
the Renminbi. which could lead to trigger capital outflows from emerging markets, edium-term:

! Kd ic d d furth including Poland. » Policies supporting domestic demand, as well as
overcorrection. We:;‘ omestlc j}ma:nb Iurt er diversifying trade partners and specialization, could help
suppresses commo ity prices, roils globa cushion the impact on the economy.
financial markets, and reduces global growth
(Likelihood: low in short-term, medium
thereafter).

Structurally weak growth in key advanced High/ Medium High/ » Maintain strong policies and institutions and refrain from
and emerging economies: Low productivity « Significant trade linkages with Europe would introducing destabilizing policies.
growth (U.S., the Euro Area, and Japan), a failure Term weaken growth in Poland through lower exports e Ensure that structural transformation is on track. Facilitate
to fully address crisis legacies and undertake and adverse confidence effects. structural reforms, focusing on product and labor market
structural reforms, and persistently low inflation e NPLs would increase as growth slows. reforms, improving education and vocational training, and
(the Euro Area, and Japan) undermine medium- « Risks are mitigated by relatively stable investor boosting infrastructure investment and R&D support, to
term growth in advanced economies (high base and the banking sector’s strong capital raise productivity and investment (including FDI).
likelihood). Resource misallocation and policy position.
missteps, including insufficient reforms,
exacerbate declining productivity growth in
emerging markets (medium likelihood).
DOMESTIC
Domestic policy uncertainty and slippages Short to High
Ratings downarades could push up financin * Maintain strong policies and institutions, including a
. L]

. Fiscal slippages, with a breach of the EDP Medium 9 grac P P 9 credible fiscal policy and an independent central bank, as

- costs. Increased policy uncertainty would make L .

limit . S these are prerequisites for durable and sustainable growth.

Term Poland less attractive to foreign investors.

. Monetary policy mistakes

. Inaction or mis-prioritization of structural
reforms

e Weakening of key institutions

« Interaction of fiscal and financial sector policy mis-
steps could result in a vicious cycle of weaker public
finances and financial sector health and lower
growth.

» Convergence was already set back by the financial
crisis. The demographic outlook is worsening and
productivity growth has stalled. No action on
structural reforms would dampen competitiveness
and productivity further.

» Continue the gradual fiscal consolidation.

e Refrain from introducing destabilizing policies.

 Ensure that structural transformation is on track. Facilitate
structural reforms, focusing on product and labor market
reforms, improving education and vocational training, and
boosting infrastructure investment and R&D support, to
raise productivity and investment (including FDI).

! The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to materialize in the view of IMF staff). The relative likelihood is the staff's
subjective assessment of the risks surrounding the baseline (“low” is meant to indicate a probability below 10 percent, “medium” a probability between 10 and 30 percent, and “high” a probability
between 30 and 50 percent). The RAM reflects staff views on the source of risks and overall level of concern as of the time of discussions with the authorities. Non-mutually exclusive risks may interact
and materialize jointly. “Short term” and “medium term” are meant to indicate that the risk could materialize within 1 year and 3 years, respectively.
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Annex IV. Implementation of Past Fund Advice

Policy implementation has been broadly in line with past Fund recommendations, but fiscal
consolidation has stalled and the 2013 retirement age increase was reversed, against staff’s advice.

1. Monetary policy. In line with staff recommendations, the Monetary Policy Council has
kept the policy interest rate on hold at a historically low level since March 2015 against
prolonged deflationary pressures. Moderate buildup of international reserves has continued.

2. Fiscal policy. While the 2016 fiscal outturn was better than expected, the fiscal stance
was broadly neutral amid an opening positive output gap. The 2017 budget represents a
procyclical stance, against staff's advice that fiscal policy should take advantage of strong growth
to resume consolidation already in 2017. Moreover, the 2013 increase in the retirement age has
been reversed without any mitigating measures, against Fund advice. On the other hand, reforms
to improve tax administration, supported by Fund Technical Assistance, have been progressing
well.

3. Financial sector policy. The macroprudential and bank resolution frameworks have been
finalized, and restructuring of the small non-systemic credit union segment has continued,
though at a slow pace. While the final solution to address consumer protection concerns related
to the FX mortgages is still pending, the draft law to require banks to repay excessive FX spreads
charged and the more recent recommendations from the Financial Stability Committee are much
less costly than the original proposal of a mandatory blanket conversion of the FX mortgages
into zloty.

4. Structural reforms. The authorities continued to reduce labor market duality by
encouraging the switch from civil law employment contracts to labor code contracts, which
provide better protection to employees, and by limiting the duration of temporary contracts. A
package of regulations has been implemented to improve the business climate. A comprehensive
and ambitious Responsible Development Strategy was approved in early 2017, covering all the
key areas where structural reforms are needed, but the strategy has yet to be translated into
concrete action plans.
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Annex V. The Fiscal Space and the Medium-Term Objective:

Although Poland may have some fiscal space given its moderate debt level, the fiscal space
becomes limited once the need to comply with fiscal rules is taken into account. That said, the
current level of structural deficit coupled with the need to accommodate future aging costs and
public investment spending provide a strong economic rationale for adhering to these rules in order
to achieve the structural deficit target of 1 percent of GDP over the medium-term.

1. Both the fiscal deficit and debt levels are close to their legal limits. The 2017 general
government budget deficit is 2.9 percent of GDP, which is only slightly below 3 percent of GDP—
the Excessive Deficit Procedure (EDP) limit set by the EU. Public debt (based on the national
definition) is around 52 percent of GDP and is assessed as sustainable under a wide range of
shocks (see Annex VIII). However, the public debt-to-GDP ratio is not too far from the 55 percent
limit set in Poland’s Public Finance Act as a threshold requiring fiscal consolidation if breached,
though it is still well below the constitutional debt limit of 60 percent of GDP.

Aging-Related Fiscal Costs
(In percent of GDP)
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Source: IMF staff calculations.
Note: Additional pension costs refers to fiscal expenditure to maintain pension replacement rate at or
above 40 percent - minimum recommended by International Labor Organization.

2. Unfavorable demographics imply significant additional fiscal outlays to sustain the
pension system at a reasonable replacement rate over the long term. Under the baseline
demographic trends, with the recent reversal of the 2013 retirement age increase, the average
pension replacement rate (average pension-to-wage ratio) is projected to decline by more than a
half to below 30 percent in 2040, one of the lowest in the EU, implying a high risk of old-age
poverty. To keep the average replacement rate at 40 percent—the minimum recommended by
the International Labor Organization—pension expenditures would have to increase by over

2.7 percent of GDP per year by 2040.

3. To maintain the current level of public investment over the long term, the EU
funding will eventually need to be replaced with other sources of financing. The EU
Structural and Cohesion Funds have been an important source of financing public investment in
Poland. In the context of the 2014-20 EU funds program, Poland can receive up to EUR 86 billion.
However, Poland— which currently accounts for about 19 percent of the total EU funds'

1 Prepared by Xin Cindy Xu.
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allocation—may see a decline in EU funding in the next cycle, i.e., after 2023, especially if the size
or the structure of the EU budget is revised following Brexit. Hence, some additional fiscal space
may be needed to offset lower EU fund inflows in the future.

4. In view of the looming structural challenges, the medium term structural deficit
target (MTO) of 1 percent of GDP is an appropriate long term fiscal anchor. In a scenario
where the government needs to accommodate additional pension expenditures (starting from
2031) and replace much of the EU-funded public spending (starting from 2023), achieving the
MTO before 2025 and sustaining it afterwards will keep public debt within 60 percent of GDP
until 2040. Furthermore, if either a larger share of EU funding would need to be replaced from
2023 onwards or if infrastructure spending would be increased in line with the RDS, the MTO
would need to be reached sooner to keep the debt within the 60 percent limit. In comparison, if
the deficit is maintained at 2 percent of GDP over the long term, with additional pension and
public investment funding requirements, debt will breach the 60 percent of GDP limit in 2034
and continue to rise in the outer years. That said, keeping debt firmly on a declining path beyond
2040 may require additional parametric changes of the pension system in both scenarios
(discussed above), given current demographic projections.

Debt Dynamics Under Fiscal Scenarios
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Source: IMF staff calculations.

5. Thus, the fiscal space is limited. Although Poland may have some fiscal space with its
moderate debt level, given that both debt and deficit are close to the constitutional and EDP
limits, respectively, as well as the need to create space for aging costs and public investment,
there is limited room for discretionary fiscal stimulus over the medium term. Furthermore, a
positive output gap, relatively flexible labor market, high trade openness and flexible exchange
rate regime all point to a low fiscal multiplier? in Poland, suggesting limited growth benefits from
expansionary fiscal policies. Hence, it would be appropriate to take advantage of the current
favorable cyclical position of the economy to rebuild fiscal space. As the aging costs and the
public investment needs rise over the long term, this additional fiscal space could be used to
accommodate growth-enhancing reforms and to preserve the social sustainability of the pension
system.

2 Batini, et. al, “Fiscal Multipliers: Size, Determinants, and Use in Macroeconomic Projections” IMF FAD Note, 2014.
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Annex VI. Implications of Lower Retirement Age:

The authorities decided to reduce the statutory retirement age to 60 years for women and to 65
years for men as of October 2017, reversing the ongoing gradual increase to an equalized retirement
age of 67 years. This decision will likely to have several adverse implications:

Retirement Age Reversal Impact on General

1. Public finances: If all eligible persons retire at Government
the lower age, public finances will be hit by less social oo (Percentof GDP)
security contributions and more pension payments. 01
The maximum combined effect will exceed ¥ percent 2;
of GDP annually, with some 5 percent of GDP os
cumulative negative impact by 20252 The effect on 05
public debt would be lower by 1pp of GDP due to 2;’
accelerated below-the-line asset transfer from the 2" 08

. . mImpact on GG balance, percent of GDP
plllar penS|on funds' 09 —Cumulative impact on debt, % of GDP (RHS)

2017 2018 2019 2020 2021 2022 2023 2024 2025
Sources: Social Insurance Institution (ZUS) and IMF staff calculations.

2. Pension benefits: Since the pension system is
mostly defined-contribution, the reduced retirement
age will imply lower benefits. While the “no-policy-
change” scenario also yields declining replacement
rates, earlier retirement age would depress them even
further, particularly for women. By 2060, women's 65
pensions would be 30 percent lower if they retire at 60 55
rather than at 67. This will also yield a growing number
of people with benefits below the guaranteed N Higher retrement age
minimum pension. Assuming that the minimum ~_ ST

pension is indexed by the wage growth, about half of s .
the pensioners may fall below this threshold by 2060, 15
adding to the fiscal cost.

Replacement Rates
(New pensions as percent of average wages)

—Women
75

45

2017 2022 2027 2032 2037 2042 2047 2052 2057

Sources: Social Insurance Institution (ZUS) and IMF staff calculations.

3. . I..abor market' Reversmg the increase and . Change in Working Age Population Due to Lower
equalization of retirement age will reduce the working Retirement Age
age population by some 2%z million by 2050. This will o (Thousands of persons)

further exacerbate the already adverse demographic
outlook, unless people choose to work after reaching
the retirement age. However, incentivizing longer

working years would likely imply additional fiscal costs. 1,500

-500

-1,000

4. Potential Growth: The reversal of the 2013 ~2000

retirement age increase may result in an estimated -2,500

decline in potential output of 0.6-0.9 percent over the 3000

medium term and of about 0.8-1.2 percent over the 2015 2025 2035 2045
long run, based on the simulations using the IMF's Sources: Eurostat and IMF staff calculations.

FSGM model®.

1 Prepared by Robert Sierhej and Krzysztof Krogulski, with input from Zoltan Jakab on the FSGM simulations.

2 Original projections by the Social Insurance Institution (ZUS) assumed reversal of the retirement age as of January 2017. The
full-year effect was divided by four to get a proxy for Q4, yielding a value corresponding to the 2017 budget allocation.

3 The simulations include two scenarios: i) assuming a 70 percent drop-out rate of the eligible retirees from the labor market
and ii) assuming a 100 percent drop-out rate, which gives a maximum potential impact.
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Annex VII. Tax Administration Reforms:

Poland'’s relatively large VAT gaps suggest a significant scope for revenue gains from tax
administration reforms. Ongoing institutional and compliance management measures aim to close
the VAT compliance gap within an ambitious time frame, which requires strong sustained efforts
and further structural changes.

1. Poland’s VAT revenue-to-GDP ratio is below the EU average due to sizable policy

and compliance gaps. Both the VAT compliance and policy gaps in Poland are higher than
those in many other EU countries, reflecting extensive non-compliance and broad coverage of
Source: European Commission (2016)

reduced VAT rates and exemptions.
WZEDZXXWNXISEXDD
522852203388 820F5
Note: Estimates for 2014. The VAT gap is the difference between actual VAT collections and those

that could be obtained if the existing VAT laws were perfectly enforced. VAT revenues are Source: 2016 CASE Study of VAT Gaps in EU member states (EC TAXUD).
expressed as percent of GDP.

a5 VAT Gap and Revenues e VAT Policy Gap, 2014
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2. The authorities are implementing institutional and compliance management
measures, mainly targeting the VAT compliance gap. On the institutional front, tax
administration, customs and fiscal control operations are merged into single operational offices
at regional and local levels. In the Ministry of Finance, all departments related to these areas are
concentrated under a single undersecretary. The Ministry of Finance has also improved
governance and procurement processes for major IT projects. Several compliance measures are
being implemented, for example: targeted actions to tackle VAT fraud in fuels and other sectors;
mandatory online filing of standard audit files and invoice transaction logs; process automation;
required monthly submission of the VAT record; the creation of a centralized data warehouse for
automated risk detection; and a General Anti-Avoidance Rule for corporate income tax (CIT).
Additional new initiatives are under preparation, notably the introduction of “split payment
mechanism” to create separate VAT accounts, which needs to be considered carefully and
targeted appropriately to avoid unnecessary compliance costs.

3. The authorities’ goal of reducing the VAT compliance gap significantly and
increasing revenues by 1.3 percent of GDP by 2020 appears ambitious given cross-country
experience. The 2016 CASE study of EU VAT gaps reported that the VAT gap in Poland was

24 percent of potential VAT in 2014, compared to the EU average of 14 percent. This represents a
reduction in the compliance gap of 1 percentage point in 2013 and 2014. It is not yet possible to

1 Prepared by Mick Thackray and Xin Cindy Xu.
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see the impact of measures introduced since 2014 in revenue aggregates, and IMF's Fiscal Affair
Department (FAD) is initiating a technical assistance program (RA_GAP) to help the authorities
estimate the VAT gap in recent years. The authorities expect gains of 1.3 percent of GDP during
2017-20, implying a reduction of the VAT compliance gap by 14 percentage points. These
expected gains are much higher that what was achieved by best performers in the region that
had implemented similar reforms in the past (see below table), and would bring Poland’s
compliance gap well below the EU average. Staff's baseline projections of total gains of about
0.8 percent of GDP, equivalent to reducing the VAT compliance gap to the EU average level of
14 percent by 2020, are more in line with historical experiences.

4. While there is scope for further revenue gains, there are implementation risks as
well. There is a risk that the administrative reorganization and merger could distract efforts from
the fight against tax evasion and fraud. In terms of institutional reform, FAD advised on creating
a single national tax administration, with a strong headquarter, and with greater autonomy from
the Ministry of Finance. At the same time, strong strategic management will be required to
ensure the best use of compliance resources, to avoid unnecessary compliance costs for
taxpayers, and sustained effort to close the compliance gap.

Improvements in VAT Compliance: Poland and Selected EU Countries

Improvements
Country Experience (In percentage Key Measures
points, i.e. ppts)

Historical experience of five EU 3-11 ppts Countries' initial conditions and structural
countries (LVA, CZE, HUN, SVK, EST), reduction of characteristics were different, but all five countries
which successfully reduced the VAT gap VAT gap during undertook similar measures to tackle tax fraud and
during 2010-14. 2010-14 evasions.

LVA: 11 ppts in  Though high gains were achieved in LVA and EST, the

L four years; two countries are smaller economies compared to
Historical best performance . . )
EST: 5 ppts in  Poland, and had already implemented major
one year compliance management reforms earlier.

The decrease in the gap coincided with the

2 ppts in two introduction of measures to improve both tax
Poland's own historical experience years during compliance and efficiency. Among other measures,
2013-14 the government consolidated organisational functions
and introduced a single database of tax identification
numbers.

Source: 2016 CASE study of VAT gaps in the EU for EC TAXUD.
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Annex VIIL Public Sector Debt Sustainability Analysis

Public debt is moderately high, but remains sustainable. The profile of public debt appears robust
to interest, rollover, and foreign currency risks. A negative real GDP growth shock represents the
largest risk to the debt outlook. In addition, a large share of foreign investors in the domestic debt
market entails a risk, although the well-diversified investor base is a mitigating factor.

A. Baseline and Realism of Projections

1. Debt levels. General government debt rose to 54 percent of GDP in 2016, mainly owing
to fiscal deficit and the government’s debt management strategy to pre-finance future
borrowing needs, taking advantage of the favorable market conditions. With the projected deficit
path, public debt is expected to gradually decline to about 52 percent of GDP by 2022. Debt
dynamics are mainly driven by the primary deficit, which rises in 2017 before a gradual decline
over the medium term. A favorable differential between the projected GDP growth and the real
interest rate also contributes to a decline in debt levels over the medium term.

2. GDP growth. Real GDP growth has accelerated to 4 percent in 2017:Q1 from 2.7 percent
in 2016. The projections assume a pickup in growth to 3.6 percent in 2017 with a positive output
gap, followed by a gradual slowdown to 2.6 percent by 2022 as output trends back toward
potential. In recent years, staff's growth projections have had small forecast errors, with some
indication of a pessimistic bias relative to other countries.

3. Fiscal adjustment. Under the baseling, the primary deficit is expected to increase to

1 percent of GDP by 2017, before declining to 0.1 percent of GDP by 2022. The dynamics reflect
the government's pro-cyclical fiscal stance indicated in the 2017 budget, and thereafter fiscal
consolidation measures to improve revenue collection and contain expenditure over the medium
term. In the recent past, staff forecast errors of the primary deficit in Poland do not point to any
significant bias and the projections of the primary deficit have been more conservative than for
other countries. Overall, the projected fiscal adjustment seems feasible, as indicated by cross-
country benchmarks.

4. Sovereign yields. The effective interest rate on public debt has been on a declining path
since the global financial crisis, reflecting Poland’s strong fundamentals and favorable external
financial conditions. The effective interest rate is projected at 3.5 percent in 2017, and remains at
a similar level in the medium term as most debt is long-term borrowing with a fixed rate. Yields
on 10-year bonds have dropped by 47 basis points year-to-date close to 3.2 percent, and
spreads of Polish euro-denominated bonds over 10-year German bonds have also declined by
54 basis points, reflecting lower market risk. CDS spreads reduced marginally by 19 basis points
year-to-date to 61 basis points.

5. Maturity and rollover risks. Rollover risks are well managed. The average maturity of
the outstanding debt is estimated at 5.3 years, and the share of short-term debt in total
government debt is under 1 percent. T-bill issuance resumed in January 2016, following a period
since August 2013 when there were no outstanding T-bills. As of end-May 2017, 66 percent of
gross borrowing requirements for 2017 have been financed. Domestic banks have further
increased holding of treasury securities, which are exempt from the new bank asset tax, by about
3.5 percent of GDP during 2016. The overall share of external debt in total public debt has
reduced from 57 percent in 2015 to 53 percent in 2016. In addition, the share of foreign currency
debt in state debt is about 34 percent as of end-2016. In line with the new debt management
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strategy, the baseline assumes gradual convergence toward the current structure of public debt
in terms of the share of foreign currency debt in total debt (about 30 percent) and external debt
in total debt (about 50 percent).

6. Debt sustainability analysis (DSA) risk assessment. The heat map highlights risks
associated with the relatively large external financing requirements (about 22 percent of GDP in
2016), and the share of public debt held by non-residents (about 53 percent at end-2016). The
latter is influenced by the large participation of foreign investors in the domestic bond market.
However, the well-diversified foreign investor base, dominated by institutional investors (over
50 percent are long-term investors), is a mitigating factor.

7. Fan charts. The symmetric fan chart, which assumes symmetric upside and downside
risks, indicates that the debt-to-GDP ratio could drop to below 50 percent by 2020 with a

25 percent probability. On the upper side, the debt-to-GDP ratio could surpass 60 percent by
2020 with a 25 percent probability. A more stringent exercise, combining restrictions to the
upside shocks to interest rates and GDP growth, however, increases the probability of debt-to-
GDP surpassing 60 percent in 2020 to 50 percent. This result illustrates the degree of uncertainty
around the baseline.

B. Shocks and Stress Tests

8. Primary balance shock. An assumed deterioration in the primary balance by

0.9 percentage points relative to the baseline during 2018-19 pushes the public debt-to-revenue
ratio up to about 138 percent in 2019. Gross financing needs peak at about 10 percent of GDP in
2019 and converge to the baseline in the outer years.

9. Growth shock. The stress scenario assumes a drop in GDP growth by about

1.7 percentage points in two consecutive years (2018-19) relative to the baseline, combined with
a 0.4 percentage points drop in inflation and deterioration in the primary balance by

0.9 percentage points in 2018 and further by 1.7 percentage points in 2019. Under these
assumptions, public debt increases to about 59 percent of GDP in 2019 before trending
downward to about 56 percent of GDP by 2022. Gross financing needs increase to about

11 percent of GDP in 2019, but then converge toward the baseline in the outer years.

10. Interest rate shock. A permanent 260 bps increase in the nominal interest rate starting
in 2018 leads to an increase in the effective interest rate on debt by 36 bps in 2019 (compared to
the baseline) and further gradual increases to 133 bps by 2022. Under this scenario, public debt
is 2 percent of GDP higher than under the baseline by 2022.

11. Exchange rate shock. This scenario assumes a nominal exchange rate depreciation of
about 26 percent in 2018 (from 3.95 PLN/US$ to 5.0 PLN/US$), calibrated to emulate the
maximum historical movement of the FX rate over the last 10 years. Under this scenario, gross
public debt increases by 1 percentage point to 55 percent of GDP in 2018 before trending down
to about 53 percent by 2022. The resilience reflects the predominance of public debt in local
currency.

12. Combined shock. Under the combined shock, the public debt-to-GDP ratio jumps to
64 percent in 2019 and gradually reduces to 63 percent in 2022. In turn, gross financing needs
increase to 12 percent of GDP in 2018 before trending down to around 7 percent of GDP by
2022.
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Public Sector Debt Sustainability Analysis (DSA)—Risk Assessment
Heat Map

Contingent
Liability shock

Debt level

Contingent

] : 2
Gross financing needs Liability Shock

Change in the Foreign
Debt profile Share of Short- Currency
Term Debt Debt

Evolution of Predictive Densities of Gross Nominal Public Debt
(in percent of GDP)

Baseline Percentiles: 10th-25th m 25th-75th 75th-90th
Symmetric Distribution Restricted (Asymmetric) Distribution

70 70

p ——ESSmm——

40 40

30 30
Restrictions on upside shocks:

20 20 no restriction on the growth rate shock
no restriction on the interest rate shock

10 10 0 is the max positive pb shock (percent GDP)
no restriction on the exchange rate shock

0 0
2015 2016 2017 2018 2019 2020 2021 2022 2015 2016 2017 2018 2019 2020 2021 2022

Debt Profile Vulnerabilities

(Indicators vis-a-vis risk assessment benchmarks, in 2016)

[ ]poland -~ Lower early warning --- Upper early warning
22%
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0.7% 35.1%
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76 bp
[
Al I Ch i
External Financing nnua’thange in Public Debt Held by Public Debt in
Bond spread . Short-Term Public . .
Requirement Debt Non-Residents Foreign Currency
(in basis points) 4/ (in percent of GDP) 5/ (in percent of total) (in percent of total) (in percent of total)

Source: IMF staff.

1/ The cell is highlighted in green if debt burden benchmark of 70% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not baseline, red if
benchmark is exceeded under baseline, white if stress test is not relevant.

2/ The cell is highlighted in green if gross financing needs benchmark of 15% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not baseline, red if
benchmark is exceeded under baseline, white if stress test is not relevant.

3/ The cell is highlighted in green if country value is less than the lower risk-assessment benchmark, red if country value exceeds the upper risk-assessment benchmark, yellow if country value
is between the lower and upper risk-assessment benchmarks. If data are unavailable or indicator is not relevant, cell is white.

Lower and upper risk-assessment benchmarks are:

200 and 600 basis points for bond spreads; 5 and 15 percent of GDP for external financing requirement; 0.5 and 1 percent for change in the share of short-term debt; 15 and 45 percent for the
public debt held by non-residents; and 20 and 60 percent for the share of foreign-currency denominated debt.

4/ Long-term bond spread over German bonds, an average over the last 3 months, 24-Mar-17 through 22-Jun-17.

5/ External financing requirement is defined as the sum of current account deficit, amortization of medium and long-term total external debt, and short-term total external debt at the end of
previous period.
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Public DSA—Realism of Baseline Assumptions

Forecast Track Record, versus all countries

Real GDP Growth Primary Balance Inflation (Deflator)
(in percent, actual-projection) (in percent of GDP, actual-projection) (in percent, actual-projection)
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Source : IMF Staff.

1/ Plotted distribution includes all countries, percentile rank refers to all countries.

2/ Projections made in the spring WEO vintage of the preceding year.

3/ Not applicable for Poland, as it meets neither the positive output gap criterion nor the private credit growth criterion.

4/ Data cover annual obervations from 1990 to 2011 for advanced and emerging economies with debt greater than 60 percent of GDP. Percent of sample on vertical axis.
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Public DSA—Baseline Scenario

(Percent of GDP, unless otherwise indicated)
Debt, Economic and Market Indicators V/

Nominal gross public debt

Public gross financing needs
Net public debt

Real GDP growth (in percent)
Inflation (GDP deflator, in percent)
Nominal GDP growth (in percent)

Actual Projections
2006-2014 ¥ 2015 2016 2017 2018 2019 2020 2021 2022
50.5 511 544 543 539 535 530 523 515
125 77 41 92 84 88 78 71 56
515 511 544 543 539 535 530 523 515
39 39 26 36 33 30 28 27 26
24 07 02 17 26 26 25 25 24
6.4 46 29 54 60 57 54 52 51
5.0 37 34 35 35 35 35 35 35

Effective interest rate (in percent) A

Contribution to Changes

in Public Debt

As of June 22, 2017
Sovereign Spreads

EMBIG (bp) 3/ 87
5Y CDS (bp) 62
Ratings  Foreign Local
Moody's A2 A2
S&Ps BBB+  A-
Fitch A- A-

Actual Projections
2006-2014 2015 2016 2017 2018 2019 2020 2021 2022 cumulative debt-stabilizing
Change in gross public sector debt 04 0.9 33 00 -05 -04 -05 -07 -07 -28 primary
Identified debt-creating flows 0.0 2.2 17 -05 -09 -06 -08 -09 -10 -4.6 balance ¥
Primary deficit 21 08 07 10 09 09 05 03 02 37 -11
Primary (noninterest) revenue and gr: 39.5 39.0 388 398 403 401 400 399 399 239.9
Primary (noninterest) expenditure 415 398 396 40.7 411 410 405 402 400 243.6
Automatic debt dynamics -03 14 15 10 -13 -11 -09 -09 -08 59
Interest rate/growth differential -0.6 -05 03 -10 -13 -11 -09 -09 -08 59
Of which: real interest rate 12 14 16 0.9 04 0.4 0.5 0.5 0.5 3.2
Of which: real GDP growth -18 -19  -13 -19 -17 -15 -14 -14 -13 -9.2
Exchange rate depreciation " 0.2 19 12
Other identified debt-creating flows -17 -01  -05 -05 -04 -04 -04 -04 -04 -24
Privatization (+ reduces financing ne-0.6 -01 -03 -02 -02 -02 -02 -02 -02 -13
Contingent liabilities 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Incurrence in liabilities not included -1.1 00 -02 -02 -02 -02 -02 -02 -02 -12
Residual, including asset changes & 04 -13 16 04 04 0.3 0.2 0.2 0.2 18
10 10
Debt-Creating Flows projection —>
(in percentof GDP
5 P 5
0 H H e ﬂ 5 B R B w = o
-5 -5
-10 -10
-15 -15
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 cumulative

[CPrimary deficit
M Exchange rate depreciation

===(Change in gross public sector debt

Sources: Bloomberg Financial L.P. and IMF staff.
1/ Public sector is defined as general government.
2/ Based on available data.

3/ Long-term bond spread over German bonds.

Bl Real GDP growth

= Other debt-creating flows

4/ Defined as interest payments divided by debt stock (excluding guarantees) at the end of previous year.

B Real interest rate
CJResidual

5/ Derived as [(r - m(1+g) - g + ae(1+n)]/(1+g+T+gm)) times previous period debt ratio, with r = interest rate; T = growth rate of GDP deflator; g = real GDP growth rate;

a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

6/ The real interest rate contribution is derived from the numerator in footnote 5 as r - 1t (1+g) and the real growth contribution as -g.

7/ The exchange rate contribution is derived from the numerator in footnote 5 as ae(1+r).

8/ Includes asset changes and interest revenues (if any). For projections, includes exchange rate changes during the projection period.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Public DSA—Composition of Public Debt and Alternative Scenarios

Composition of Public Debt

By Maturity By Currency
(in percent of GDP) (in percent of GDP)
60 60

W Medium and long-ter W Local currency-denominated

50
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30 30
20 20
10 10

0 0
2006 2008 2010 2012 2014 2016 2018 2020 2022 2006 2008 2010 2012 2014 2016 2018 2020 2022

Alternative Scenarios

Baseline ~ meeeeeee Historical == == =(Constant Primary Balance

Gross Nominal Public Debt Public Gross Financing Needs

(in percentof GDP) (in percentof GDP)

58 12

56 10

54 8

52 6

50 - 4

48 - 2 -

projection —> projection —>
46 1 i 1 1 1 L 0 L ) 1 L L )
2015 2016 2017 2018 2019 2020 2021 2022 2015 2016 2017 2018 2019 2020 2021 2022
Underlying Assumptions
(in percent)

Baseline Scenario 2017 2018 2019 2020 2021 2022 Historical Scenario 2017 2018 2019 2020 2021 2022
Real GDP growth 36 33 30 28 27 26 Real GDP growth 36 35 35 35 35 35
Inflation 17 26 26 25 25 24 Inflation 17 26 26 25 25 24
Primary Balance -10 -09 -09 -05 -03 -0.2 Primary Balance -10 -19 -19 -19 -19 -19
Effective interest rate 35 35 35 35 35 35 Effective interest rate 35 35 38 40 42 43

Constant Primary Balance Scenario
Real GDP growth 36 33 30 28 27 26
Inflation 17 26 26 25 25 24
Primary Balance -10 -10 -1.0 -10 -10 -1.0
Effective interest rate 35 35 35 35 35 35
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= Baseline

Real GDP Growth Shock

Gross Nominal Public Debt

(in percent of GDP)

Public DSA—Stress Tests
Macro-Fiscal Stress Tests

Primary Balance Shock
""""" Real Exchanae Rate Shock

Gross Nominal Public Debt
(in percentof Revenue)

60 150
58 145
56 140
54 135
52 130
50 125
48 120
2017 2018 2019 2020 2021 2022 2017 2018 2019 2020 2021 2022
Additional Stress Tests
= Baseline = = =Combined Macro-Fiscal Shock
Gross Nominal Public Debt Gross Nominal Public Debt
(in percent of GDP) (in percentof Revenue)
70 180
60 ”,——’ _______ 160 ‘,___ ---------
-— 140 ==
50
120
40 100
30 80
60
20
40
10 20
0 0
2017 2018 2019 2020 2021 2022 2017 2018 2019 2020 2021 2022
Underlying Assumptions
(in percent)

Primary Balance Shock 2017 2018 2019 2020 2021 2022 Real GDP Growth Shock
Real GDP growth 36 33 3.0 28 27 26 Real GDP growth
Inflation 17 26 26 25 25 24 Inflation
Primary balance -1.0 -1.7 -17 -0.5 -03 -0.2 Primary balance
Effective interest rate 35 35 36 36 36 36 Effective interest rate

Real Interest Rate Shock Real Exchange Rate Shock
Real GDP growth 36 33 30 28 27 26 Real GDP growth
Inflation 17 26 26 25 25 24 Inflation
Primary balance -1.0 -09 -09 -0.5 -03 -0.2 Primary balance
Effective interest rate 35 35 39 43 46 49 Effective interest rate

Combined Shock
Real GDP growth 36 16 13 28 27 26
Inflation 17 22 22 25 25 24
Primary balance -1.0 -17 -26 -05 -03 -0.2
Effective interest rate 35 37 38 43 46 49

— — Real Interest Rate Shock

Public Gross Financing Needs
(in percent of GDP)
12

10

2017

2018

2019 2020 2021

Public Gross Financing Needs
(in percent of GDP)

2022

14
12
10
8
6
4
2
0
2017 2018 2019 2020 2021 2022
2017 2018 2019 2020 2021 2022
36 16 13 28 27 26
17 22 22 25 25 24
-10 -1.7 -26 -0.5 -03 -0.2
35 35 36 36 36 36
36 33 30 2.8 27 26
17 9.3 26 25 25 24
-10 -0.9 -09 -0.5 -03 -0.2
35 37 34 35 35 35
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Annex IX. External Debt Sustainability Analysis, 2014-22

External Debt Sustainability: Bound Tests ¥/ %/
(External debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (Percent)
100 64 100
Gross financing need under
90 baseline 90
(right scale)
80 80 i-rate shock
Historical
70 \____66_ 70 =
60 Baseline 60 58
58 Baseline
50 50 58
40 40 Historical: 26
30 30 Scenario: 36
Baseline: 33
20 Lo 5
2012 2014 2016 2018 2020 2022 2012 2014 2016 2018 2020 2022
Growth shock Non-interest current account shock
(Percent peryear) (Percent of GDP)
100 100
90 90
Growth
80 shock 8 CA shock
: 70 =
70 —— _ 63
60 . 60 .
Baseline S8 Baseline
50 50 58
40 Baseline: 2.9 40 Baseline: 0.1
Scenario: 20 Scenario: -1.0
30 Historical: 3.8 30 Historical: -21
20 20
2012 2014 2016 2018 2020 2022 2012 2014 2016 2018 2020 2022
Combined shock 3/ Real depreciation shock 4/
100
100 30% depreciation
90
90 Combined
80 shock 80
70 70
60 60
50 50
40 40
30 30
20 20
2012 2014 2016 2018 2020 2022 2012 2014 2016 2018 2020 2022

ces: Hwternatlonal Moneta[ly and, oamt(?/ eilf dEta, and staff estimates . )

aded areas represent actual data, In Ividugl shocks are permabr?ent one- alfsltandar deviatjon shocks. Flgures
in the boxes represent average projections for the respective variables in the baseline and scenario being presénted.
Ten-year historjcal average for the varlaible is also shown. ) ; L
2/ For historica §Sgnario the historica ayeragesare calculated over the ten-year period, and the information is
used to project debt dynamics tive years ahead.

3/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account balance.
4/ One-time real depreciation of 30 percent occurs in 2018.
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External Debt Sustainability Framework, 2014-22
(In percent of GDP, unless otherwise indicated)

Actual Projections
2014 2015 2016 2017 2018 2019 2020 2021 2022
Debt-stabilizing
L. Baseline Projections non-interest
current account 5/
External debt 65.4 69.1 716 69.6 66.7 63.8 61.5 59.5 57.7 0.0 -2.8
Change in external debt -7.8 37 2.5 -2.0 -4.9 -29 -23 -2.0 -1.8 0.0
Identified external debt-creating flows (4+8+9) -36 0.0 -11 -29 -4.1 -4.0 -34 -3.0 -2.6 0.0
Current account deficit, excluding interest payments 0.5 -0.8 -11 -0.5 -04 -0.4 -0.2 0.0 0.2 2.8
Deficit in balance of goods and services -14 -3.1 -37 -25 -21 -17 -14 -1.0 -0.7
Exports 47.6 49.5 52.1 54.8 56.4 57.9 58.9 60.1 61.0
Imports 46.2 46.4 484 52.2 54.3 56.1 57.5 59.1 60.2
Net non-debt creating capital inflows (negative) -3.0 -29 -0.5 -0.5 -15 -2.0 -21 -21 -21 -21
Automatic debt dynamics 1/ -11 3.8 0.5 -19 =22 -16 -1.2 -0.9 -0.7 -0.7
Contribution from nominal interest rate 16 15 14 16 19 2.0 21 21 22 21
Contribution from real GDP growth -23 -29 -1.9 -24 =22 -1.9 -1.7 -16 -15 -1.4
Contribution from price and exchange rate changes 2/ -0.4 5.2 0.9 -11 -18 -17 -1.6 -15 -14 -1.4
Residual, incl. change in gross foreign assets (2-3) -4.2 37 36 0.9 -0.8 11 11 1.0 0.8 0.0
External debt-to-exports ratio (in percent) 1375 139.7 1374 127.1 1183 1103 104.5 99.1 94.7
Gross external financing need (in billions of US dollars) 3/ 139.6 108.7 99.6 103.8 105.4 106.1 109.9 1119 115.0
in percent of GDP 25.6 228 21.2 10-Year 10-Year 21.0 20.2 19.2 189 183 179
Historical ~ Standard For debt
Key Macroeconomic Assumptions Average  Deviation stabilization
Real GDP growth (in percent) 33 39 2.6 38 1.8 3.6 33 3.0 2.8 27 2.6 2.6
Exchange rate appreciation (US dollar value of local currency, percent) 0.1 -16.3 -4.4 -1.2 113 -0.1 -04 -0.1 0.0 0.0 0.0 0.0
GDP deflator in US dollars (change in percent) 0.6 -15.7 -4.2 0.9 12.0 1.6 23 25 25 24 24" 24
Nominal external interest rate (in percent) 23 19 19 2.6 0.4 2.5 2.7 31 34 3.6 3.8 3.8
Growth of exports (US dollar terms, in percent) 6.8 -9.0 3.6 74 14.6 10.7 8.7 8.4 7.2 73 6.6 6.6
Growth of imports (US dollar terms, in percent) 8.0 -11.9 2.6 6.6 183 13.6 9.8 9.1 8.0 8.0 7.2 7.2
Current account balance, excluding interest payments -0.5 0.8 11 -21 23 0.5 0.4 0.4 0.2 0.0 -0.2 -0.2
Net non-debt creating capital inflows 3.0 29 0.5 24 1.0 0.5 1.5 20 21 21 21 21
Debt-stabilizing
IL. Stress Tests for External Debt Ratio non-interest
A. Alternative Scenarios current account 5/
Al. Key variables are at their historical averages in 2017-2022 4/ 71.0 69.1 68.5 67.9 67.2 66.3 0.0 -3.8
B. Bound Tests
B1. Nominal interest rate is at baseline plus one-half standard deviation 71.0 67.4 64.5 62.1 60.0 58.1 0.0 -29
B2. Real GDP growth is at baseline minus one-half standard deviations 710 67.8 65.0 62.8 61.0 59.4 0.0 -26
B3. Non-interest current account at baseline minus one-half standard deviations 710 66.7 66.6 65.1 64.0 63.1 0.0 -3.0
B4. Combination of B1-B3 using 1/4 standard deviation shocks 710 67.1 66.8 65.3 64.0 63.0 0.0 -26
B5. One time 30 percent real depreciation in 2018 71.0 75.0 73.0 69.6 66.4 66.2 0.0 -11
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Source: IMF staff calculations.

1/ Derived as [r - g - r(1+g) + ea(1+1)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate, e = nominal appreciation (increase
in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.

2/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation (based on GDP deflator).

3/ Defined as current account deficit, plus amortization on short-term and medium- and long-term debt.

4/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.
5/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels of the last projection year.
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REPUBLIC OF POLAND

I FUND RELATIONS

(As of May 31, 2017)
Membership Status: Joined 6/12/1986; Article VIII

General Resources Account:

SDR Million Percent Quota
Quota 4,095.40 100.00
Fund Holdings of Currency 3,865.82 94.39
Reserve Tranche Position 229.59 561
Lending to the Fund

New Arrangement to Borrow 217.25
SDR Department:

SDR Million Percent Allocation
Net Cumulative Allocation 1,304.64 100.00
Holdings 299.49 22.96

Outstanding Purchases and Loans: None
Latest Financial Arrangements:

In Millions of SDR

Type Approval Date  Expiration Date Amount Approved = Amount Drawn
FCL 1/12/2017 1/12/2019 6,500.00 0.00
FCL 1/14/2015 1/13/2017 13,000.00 0.00
FCL 1/18/2013 1/13/2015 22,000.00 0.00
FCL 1/21/2011 1/17/2013 19,166.00 0.00
FCL 7/02/2010 1/20/2011 13,690.00 0.00

Projected Payments to Fund (SDR Million; based on existing use of resources and present
holdings of SDRs):
Forthcoming

2017 2018 2019 2020 2021
Principal
Charges/Interest 2.75 5.57 5.57 5.57 5.56
Total 2.75 5.57 5.57 5.57 5.56
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Exchange Arrangements:

The zloty is freely floating.

Poland accepted the obligation of Article VIII, Sections 2, 3, and 4 on June 1, 1995. Poland maintains an
exchange system free of restrictions on the making of payments and transfers for current international
transactions, except for the exchange restrictions imposed by Poland solely for the preservation of
national or international security as introduced by the European Union (EU) within the framework of the
Common Foreign and Security Policy. The consolidated list of such sanctions is available at:
http://eeas.europa.eu/cfsp/sanctions/consol-list/index_en.htm.

Article IV Consultation:

The last Article IV consultation was concluded on June 27, 2016. Directors noted that Poland enjoyed a
strong economic expansion, reflecting progress in building strong fundamentals and policy buffers.
They cautioned against a weakening of institutions and policies and encouraged the authorities to
advance structural reforms to support inclusive growth. Specifically:

. Monetary policy. Directors noted that the accommodative monetary policy stance was
appropriate but urged the authorities to remain vigilant if inflation expectations were to disappoint or if
growth were to slow down sharply.

o Financial sector policy. Directors welcomed the strengthened financial sector frameworks. They
expressed concerns about the new bank asset tax, which could undermine credit expansion and growth,
and encouraged the authorities to consider a more growth-friendly tax. They noted that a case-by-case
approach to restructuring foreign exchange-denominated mortgages rather than a blanket conversion
would avoid destabilizing the financial sector.

o Fiscal policy. Directors concurred with the authorities’ medium-term objective of 1 percent of
GDP structural deficit. Most Directors considered it necessary to resume fiscal consolidation without
delay to take advantage of the favorable cyclical conditions. They recommended maintaining the 2011
VAT increase, rationalizing discretionary government consumption, and reducing sizable VAT policy and
compliance gaps. They welcomed the authorities’ plans to strengthen tax administration, and
encouraged the authorities to maintain the legislated retirement age increases, which would reduce the
risk of old-age poverty, avoid adversely impacting the budget and improve labor force participation.

o Structural reforms. Directors encouraged the authorities to continue structural reforms to boost
productivity and promote inclusive growth. They welcomed the authorities’ plans to increase access to
vocational training and to promote innovation. Directors advised that reducing regional disparities
would require improving educational attainment in Poland'’s east, scaling up public infrastructure to
attract investment to poorer regions, and facilitating labor mobility.

Resident Representative:

Mr. Bas Bakker is the Senior Regional Resident Representative for Central and Eastern Europe.
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REPUBLIC OF POLAND

Republic of Poland: Technical Assistance from the Fund, 1992-2017

Department Subject/Identified Need Action Date Counterpart
MAE- Periodic visits by experts from  Experts' visits  1992-94 NBP
Coordinated central banks cooperating in

providing technical assistance
to the NBP under the
coordination of MAE

MAE Payments system, banking Mission May 1992 NBP
supervision, monetary research
and analysis

MAE Review of progress in the Mission October 1992 NBP
modernization of operational
functions

MAE Resident expert-Advisor to November NBP
President of NBP 1991-92

MAE Additional steps in the Mission April 1993 NBP
modernization process of the
NBP

MAE Monetary programming and Mission November NBP
operations, and payments 1993
system

MAE Central bank modernization Mission August 1994 NBP

MAE/LEG Review of the exchange and Mission February 1995 NBP/MoF
payments system

MAE Exchange rate system Mission March 1995 NBP

MAE Review of government Mission August 1995 NBP/MoF

securities market, payments
system and public debt

management
MAE Asset consolidation exercise Expert visits Late 1995 NBP
FAD Tax administration (VAT) Nine short- August 1992- MoF
term October 1994
assignments
of field
experts
FAD Tax administration Mission November MoF
1992
STA Framework for monetary Mission February 1993  NBP
statistics
STA Framework for monetary Mission November NBP
statistics (follow-up) 1993
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REPUBLIC OF POLAND

Republic of Poland: Technical Assistance from the Fund, 1992-2017 (continued)

Department Subject/Identified Need Action Date Counterpart

STA Government finance statistics Mission August 1995 NBP/MoF

STA Money and banking statistics Mission January 1996 NBP

STA Government finance statistics Mission July 1996 NBP/MoF

STA Balance of payments statistics Mission November NBP/MoF

1996
STA Balance of payments statistics Follow-up April 1997 NBP/MoF
mission

STA Review of progress in Visit February 1998
implementing the SDDS

FAD Public expenditure Mission April 1998 MoF
management

MAE Operational aspects of Mission September NBP
monetary and exchange rate 1998
policy

FAD Tax administration Mission October 1998 MoF

FAD Examination of impact on Mission November MoF
revenues of proposed tax 1998
reform

FAD Discussion of tax Mission March 1999 MoF
administration

FAD Tax administration seminar Mission April 1999 MoF

STA Government Finance Statistics Mission October 1999 MokF/Local

FAD Tax administration— Mission November MoF
Introduction of expert 1999

FAD Administering Social Security Mission March 2000 MoF

IMF/IBRD FSAP Mission May/Sept 2000 MoF/NBP

MAE Monetary Operations Mission July 2001 NBP

FAD Expenditure restructuring Mission December MoF

2001

MAE Stress testing Mission January 2002 NBP

STA Data ROSC Mission January 2003 CSO/MoF/NBP

STA Government finance statistics Mission October 2003 MoF
(GFSM 2001)

STA Government finance statistics Mission January 2005 MoF

(GFSM 2001)
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Republic of Poland: Technical Assistance from the Fund, 1992-2017 (concluded)

Department Subject/Identified Need Action Date Counterpart
IMF/IBRD FSAP Update Mission April/May 2006  MoF/NBP
FAD Developing a multi-annual Mission June 2008 MoF
fiscal framework
STA Errors and omissions in balance  Mission July 2009 NBP
of payments accounts
FAD Medium-term fiscal framework  Mission April 2010 MoF
MCM Detailed assessment of Mission Feb/March KNF
observance of BCP for effective 2011
banking supervision
STA Errors and omissions in balance  Mission June 2011 NBP
of payments accounts
FAD Developing the fiscal regime Mission April 2012 MoF
for oil and gas
MCM Macroprudential framework Mission May 2012 NBP
IMF/WB FSAP update Mission Feb/March MoF/ KNF/NBP
2013
FAD Tax administration— Mission November MoF
Modernization challenges and 2014
strategic priorities
MCM Bank Resolution Mission March 2016 BFG
FAD Medium-term budget Mission January 2017 MoF
framework
FAD Tax administration Mission April 2017 MoF
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REPUBLIC OF POLAND

B STATISTICAL ISSUES

(As of May 31, 2017)

Assessment of Data Adequacy for Surveillance

General: Data provision is adequate for surveillance.

National Accounts: The Central Statistical Office (GUS) compiles and disseminates annual and
quarterly GDP by production and expenditure approaches, both at current and previous year's prices
following the 2008 SNA and ESA 2010. A supply and use table is only available for the year 2010.
Quarterly financial accounts of general government sector are compiled by the Central Statistical
Office (GUS). Annual and quarterly financial accounts by institutional sectors are compiled by
Narodowy Bank Polski (NBP) following the ESA 2010 standards and disseminated regularly on its
website according to an advance release calendar: the annual financial accounts on the 20th of
October the following year and quarterly financial accounts on the 20th calendar day of the 4th month
following the end of the reference quarter (i.e., on the 20th of January, April, July, and October).

Price Statistics: The consumer price index does not cover imputed rents of owner-occupied dwellings.
The scope of the index covers all resident households, except those in some rural areas. The producer
price index does not include any estimation for missing prices; quality and seasonal adjustment
techniques are also not implemented.

Government Finance Statistics: The Ministry of Finance (MoF) is responsible for compiling monthly
data. The data are compiled in accordance with the IMF's Government Finance Statistics Manual 2001
(GFSM 2001). Monthly cash data cover "core” central government. Revenue and expense are divided
by economic type. Financing is classified by sector and by type of debt instrument.

Starting in 2015 (annual data for 2014), GUS is responsible for collecting, processing, and
disseminating annual government finance statistics. The data are compiled according to European
System of Accounts (ESA2010) and adjusted to GFS Manual 2014. The annual reports cover
presentation of fiscal data on operations of the general government sector divided by central
government, local government, and social security funds. Revenue and expense are divided by
transactions. Financing is classified by sector and by type of debt instrument. General government data
are released on a quarterly basis, derived from detailed ESA data. Monthly and annual data are
regularly disseminated on the SDDS website. Data for 2013 were prepared by the Ministry of Finance
according to GFS2001, while data for 2014 were prepared by the Central Statistical Office according to
GFSM2014.

INTERNATIONAL MONETARY FUND 7



REPUBLIC OF POLAND

Monetary and Financial Statistics: Beginning with data for January 2004, the NBP provides the
European Central Bank (ECB) with monetary accounts in accordance with the ECB's framework for
monetary statistics using the national residency approach. Data on other financial corporations (OFC) are
currently not available. An earlier Report on the Observance of Standards and Codes (ROSC) mission
recommended that the NBP, in cooperation with the MoF, reconcile monetary and government finance
statistics and carry out a reconciliation exercise on a regular basis.

Financial Sector Surveillance: In November 2009, NBP in cooperation with GUS, the Polish Financial
Supervision Authority (KNF) and MoF began reporting financial soundness indicators (FSI) based on
the IMF's Financial Soundness Indicators Compilation Guide. Poland is currently reporting all core FSIs
and 21 of the 28 encouraged FSIs on a quarterly basis with a lag of approximately one quarter. NBP
also implemented EU regulation 680/2014, which covers supervisory reporting defined by the
Implementing Technical Standards (ITS) prepared by the European Banking Authority. The first data
was collected for March 2014 for own funds and liquidity related reporting. Financial reporting on a
consolidated basis according to the ITS scheme was reported for the first time for September 2014.

External Sector Statistics: Largely to improve data accuracy, the NBP fully depends on survey-based
source data, starting in the first quarter of 2010. STA undertook an evaluation mission to Poland in
July 2009, and followed up in June 2011 to assess further data improvements and anticipated revisions
in the external sector accounts. Due to the comprehensive work on improving the data sources, the
errors and omissions reduced from 4 percent of GDP in 2004 to around 1 percent of GDP in recent
years, which is comparable to the level in other European countries. Authorities are committed to
further improving the compilation system for the external sector statistics.

Poland, as all other EU countries, started disseminating balance of payments data in accordance with
the sixth edition of the IMF’s Balance of Payments and International Investment Position Manual (BPM6)
and external debt statistics in line with the 2013 External Debt Statistics: Guide for Compilers and Users
(2013 EDS Guide).

Poland reports Coordinated Direct Investment Survey and Coordinated Portfolio Investment Survey
data to the IMF.

Data Standards and Quality

Subscriber to the Fund's Special Data Data ROSC was published in 2003.
Dissemination Standard (SDDS) since

April 17, 1996. Uses SDDS flexibility option on the

timeliness of the data on general government and

central government operations.
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Republic of Poland: Table of Common Indicators Required for Surveillance-as of May 31, 2016

Date of Date Frequency | Frequency | Frequency Memo Items:
latest received of of of Data Quality - Data Quality
observation data’ reporting’ | publication” | Methodological Accuracy

soundness® and reliability®

Exchange Rates 5/31/2017 5/31/2017 D D D

International Reserve Assets and Reserve Liabilities 4/2017 5/19/2017 M M M

of the Monetary Authorities?

Reserve/Base Money 4/2017 5/5/2017 M M M O, Lo, O, LO 0,0,0,0,0

Broad Money 4/2017 5/12/2017 M M M

Central Bank Balance Sheet 4/2017 5/5/2017 M M M

Consolidated Balance Sheet of the Banking System 4/2017 5/12/2017 M M M

Interest Rates? 5/31/2017 5/31/2017 D D D

Consumer Price Index 4/2017 5/12/2017 M M M 0,000 0,0,0,0,0

Revenue, Expenditure, Balance, and Composition of Q4/2016 5/20/2017 A A A LO, O, 0,0 0,0,0,0,NA

Financing® — General Government*

Revenue, Expenditure, Balance and Composition of 3/2017 5/20/2017 M M M

Financing3- Central Government

Stocks of Central Government and Central 3/2017 5/20/2017 M M M

Government-Guaranteed Debt®

External Current Account Balance 3/2017 5/15/2017 M M M 0,00, LO 0,000, L0

Exports and Imports of Goods and Services 3/2017 5/16/2017 M M M

GDP/GNP Q1/2017 5/31/2017 Q Q Q O, L0, 0,0 LO, LO, O, O,

LO
Gross External Debt Q4/2016 3/31/2017 Q Q Q
International Investment Position® Q4/2016 3/31/2017 Q Q Q

L Any reserve assets that are Fledged of otherwise encumbered should be specified separately. Also, data should comprise short-term liabilities linked to a forei%n currency but settled by other
means as well as the notional values of financial derivatives to pay and to receive foreign currency, including those linked to a foreign currency but settled by other means.

2Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

4The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local governments.
5 Including currency and maturity composition.

6 Daily (D), Weekly (W), Monthly (M), Quarterly (Q), Annually (A); Not Available (NA).

7 Reflects the assessment provided in the data ROSC published on November 6, 2001, and based on the findings of the respective missions that took place during May 10-18, 2001 for the
dataset corresponding to the variable in each row. For fiscal data, also takes account of the 2009 Fiscal Transparen% ROSC. The assessment indicates whether international standards
concerning concepts and definitions, scope, classification/sectorization, and basis for recording are fully observed (O), largely observed (LO), largely not observed (LNO), or not observed (NO).

8 Same as footnote 7, except referring to international standards concerning (respectively) source data, statistical techniques, assessment and validation, and revision studies.
9Includes external gross financial asset and liability positions vis-a-vis nonresidents.
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Statement by Miroslaw Panek, Executive Director for Republic of Poland
And Piotr Trabinski, Alternate Executive Director
July 7, 2017

On behalf of the Polish authorities, we would like to thank staff for a detailed and
well-focused report on the Polish economy. Our authorities are grateful for an open and
insightful discussion during the Article IV mission in Warsaw, and largely agree with the
assessment enclosed in the report.

Economic outlook

Poland enjoys a continued strong economic growth. In 2016 real GDP grew by 2.7 percent,
i.e. broadly in line with potential output, yet somewhat slower than in the previous year,
which was mainly due to temporarily lower absorption of EU funds after the expiration of the
previous EU financial framework, a pattern shared by other EU member states. By the first
quarter of 2017 GDP growth has already accelerated to 4 percent, driven mainly by
increasing private consumption, supported by growth in employment and wages as well as
child benefit payments (“Family 500 plus ). At the same time, improvement of consumers’
sentiment and better business confidence indicators boosted manufacturing and construction
output and stabilized investment spending.

The economic growth in 2017 is expected to be broadly in line with potential output and to
reach at least 3.6 percent, allowing for a gradual closing of the output gap. On the back of
strengthening economic growth and firming labor market, the unemployment rate declined to
a new historically low level of 4.8 percent in April 2017, and is expected to remain well
below the EU average of 7.8 percent!.

The government is focused on supporting a strong and inclusive growth while maintaining
fiscal sustainability. The 2016 fiscal outcome was better than projected: the fiscal deficit
declined to the lowest level since the global financial crises (GFC), reaching 2.4 percent of
GDP. Revenues were higher than expected, driven by improved tax compliance, while
expenditures underperformed due to weaker public investment. The financial sector remains
sound with well capitalized institutions, and the level of non-performing loans (NPLs) has
decreased further to 7 percent. Finally, headline inflation picked up last year to reach

1.9 percent in May 2017.

External Sector

External imbalance of the Polish economy is currently at a low level in historical terms. The
current account (CA) deficit decreased in 2016 for the second consecutive year, to

0.3 percent of GDP, from 0.6 percent in 2015. This was among others due to improved terms

! According to Eurostat: http://ec.europa.eu/eurostat/statistics-
explained/index.php/File:Unemployment rates, seasonally adjusted, April 2017 (%25) F2.png




of trade, and thanks to them the nominal surplus in trade of goods and services reached

3.7 percent of GDP. Polish exports benefit from economic revival of the euro area, especially
at our main trade partner — Germany. In the last quarter of 2016, stronger exports to the euro
area were additionally supported by a weaker currency. At the same time the transition from
the 2007-13 to the 2014-20 EU financial perspective contributed — through lower inflow of
funds — to a decrease in the capital account surplus.

The external position is consistent with medium-term policies and fundamentals. The gross
reserves have increased further in 2016 to about 128 percent of ARA metric. Their level
increased in USD-terms from 95 to about 114 billion, at end of 2016. The access to the
precautionary Flexible Credit Line (FCL) offers additional protection against potential
adverse risks. It has recently been lowered in consistence with the authorities’ exit strategy.

Fiscal Policy

The government’s strategic objective concentrates on supporting long-term, inclusive
economic growth while maintaining sustainability of public finance and complying with
domestic and EU fiscal rules. The government aims to mobilize more revenue through better
tax compliance. Recently implemented or planned measures aimed at limiting tax fraud
include 1.a.:

e The General Anti-Avoidance Rule — in force since 2016;

e The Fuel Package — set of measures aimed at preventing tax fraud in intra-EU liquid
fuel trade - in force since August 2016;

e Merging the tax and customs administration into the National Tax Administration — in
force since March 2017;

e A detailed automated analysis of tax books (Standard Audit File) — in force;

e A system for monitoring of the road freight transport of certain sensitive goods (e.g.
fuel, tobacco);

e A split VAT payment mechanism — planned from 2018.

Higher tax revenues gathered through these measures allow for financing new items on the
expenditure side. They include the flagship family support program “Family 500 plus,” and
lowering of the retirement age (planned from October 2017), with fiscal impact to be limited
by stronger incentives for employees to remain longer in the labor market.

Moreover, in June 2016, the government adopted the “Assumptions to Budgetary System
Reform”. The planned reform is aimed at inter alia strengthening medium- term budgetary
framework, integrating annual and multiannual planning processes and institutionalization of
spending reviews and other instruments supporting the efficiency of public spending.

In 2016, the general government deficit decreased further from 2.6 percent of GDP in 2015
to 2.4 percent of GDP (according to ESA 2010) reflecting higher tax revenues and an



improved outturn in the local government and social security accounts. Tax revenues
increased by 0.8 percent of GDP to 20.6 percent. It was the fourth highest improvement of
the tax revenues in the EU. The general government debt amounted to 54.4 percent of GDP.

In 2017, the budget deficit is expected to reach 2.9 percent of GDP, mainly due to an increase
in public investment. However, the government is planning to reduce the structural deficit
gradually beginning from 2018, so as to reach the medium-term objective (MTO) — a
structural deficit of 1 percent of GDP — just after 2020. The pace of consolidation will be
determined by the automatic correction mechanism of the expenditure rule that requires a
dynamic of expenditure by 1.5-2.0 percentage points lower than average GDP growth until
the MTO will have been achieved and the public debt will have been reduced below

43 percent of GDP. Achieving the MTO will be supported by further initiatives aimed at
improving tax administration.

Monetary Policy

From July 2014 to October 2016, Poland experienced a CPI deflation caused mainly by the
drop in global commodity prices (energy and food). The average level of consumer prices in
2016 was 0.6 percent lower than in 2015. With the global rebound of commodity prices,
inflation in Poland increased to 1.9 percent in the first quarter of 2017. Despite falling
unemployment and faster economic growth, core inflation remains low (0.8 percent as of
May), indicating a low demand pressure and limited pass-through from tightening labor
market to wage and price dynamics. Inflation is forecast to reach 1.8 percent in 2017; and
gradually move towards the central bank target of 2.5 percent over the next two years.

The central bank has left its main policy interest rate unchanged since March 2015, at

1.5 percent. Keeping interest rates stable, yet markedly higher than in other EU countries, has
supported macroeconomic balance and price stability. The authorities perceive holding the
policy rate on hold as appropriate at least until the end of 2017; they agreed with the staff that
the policy decisions should be data driven and inflationary pressures should be monitored.
They underline their commitment to timely actions in the event of any changes that would
jeopardize the inflation objectives.

Financial Sector

Financial sector in Poland remains resilient and stable, with solvency ratios well-exceeding
regulatory minimum. Financial institutions are well-capitalized and liquid. Banks continued
to strengthen by increasing capital adequacy ratio from 16 percent in 2015: Q4 to

17.2 percent in 2016: Q4 and the average Tier 1 capital ratio by 1 percentage point (from
14.6 to 15.6 percent in the same period). This further increases the level of resiliency in case
of adverse shocks and is in line with recommendations from the Financial Supervisory
Authority (KNF). The liquidity of banks also improved, due to higher household and
corporate deposit growth. Finally, the non-performing loans (NPLs) dropped to 7 percent of
total loans.



Financial institutions’ position reflects the current low interest rate environment, with
operating costs rising. Despite gradual strengthening of the lending standards, credit supply
continued to grow. The growth of housing and consumer loans was mainly driven by further
improvement in the labor market and rising incomes, while decrease of the growth rate of
corporate loans was underpinned by a slowdown in the segment of loans to large enterprises.
Increased economic growth, further improvement on the labor market and an increase in
individual consumption point to the credit cycle in Poland moving through the juncture of
recovery and expansion phases in 2017. Growth of lending should also be supported by
expected higher utilization of the EU funds.

The authorities are reviewing possible options to address the issue of the FX mortgage loans.
While the FX mortgage portfolio does not generate systemic risks and such loans are being
serviced on time, the authorities are seeking the most efficient solution to address consumer
protection concerns. There is agreement among the authorities that no solution implemented
should endanger financial stability. The appreciation of the Swiss franc led to initiatives of
legislative intervention into contractual provisions arising from FX mortgages. Three such
bills are now being proceeded in the Parliament, these include a proposal of refunding a part
of FX spreads prepared by the Chancellery of the President, and a Parliament’s draft on a
statutory conversion of FX mortgages. In addition, the Financial Stability Committee (KSF)
in January 2017 stated that any restructuring should be on a voluntary basis and statutory
conversions are not a proper course of action. The Committee released nine
recommendations, which aim to encourage banks to convert FX mortgages into Polish zloty
denominated ones, by providing measures facilitating voluntary restructuring. Work on
solutions is ongoing and final decisions and implementation of the package of measures to
address FX mortgages are expected to be concluded by the end of 2017 or in early 2018.

Government declared a strategy to increase share of domestic ownership in the banking
sector, to strengthen its stability and capacity to absorb external shocks. In December 2016,
the major Polish insurance company, PZU, together with Polish Development Fund (PFR),
signed the agreement to purchase a 32.8 percent stake in Bank Pekao from UniCredit, and the
transaction was completed in June 2017.

Structural Reforms

The authorities are strongly committed to the implementation of structural reforms. This
attitude is best expressed by the introduction of the Responsible Development Strategy
(RDS), the first comprehensive initiative aimed at addressing structural reform gaps. The
main objective of the RDS is to provide sustained and inclusive economic, social,
environmental and regionally-spread growth. Strategy is presenting a set of strategic
objectives, supplemented by the flagship projects and monitoring tools. It provides inter alia
for increasing the potential of the economy through re-industrialization, fostering innovative
companies, promoting sustained regional development, international expansion of domestic



firms, creating more high-quality jobs and achieving convergence with the EU average per
capita income. Currently the RDS encompasses 185 legal, investment or organizational
initiatives, and some of them were already implemented, like the Business Constitution (a set
of 100 pro-business legal rationalization initiatives aimed at improving business climate) or
creation of the Polish Development Fund, that is intended to coordinate and to finance key
development initiatives.

One of top priorities of the RDS is to promote innovation. The PFR and other institutions
offer a range of investment initiatives addressed to startups and innovative companies.
Increase in the R&D spending and support for innovative companies at different stages of
maturity is perceived by the authorities, as a way to achieve more technologically advanced
economy.



