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The Inflation Report presents the Monetary Policy Council’'s assessment of the
current and future macroeconomic developments influencing inflation. The pro-
jection of inflation and GDP presented in Chapter 4 was prepared at the Economic
Institute of the National Bank of Poland. The projection was prepared with the
use of the ECMOD macroeconomic model. Content-related supervision over the
works on the projection was entrusted to a member of the NBP’s Management
Board, Mr. Zbigniew Hockuba. The NBP Management Board approved the
submission of the projection to the Monetary Policy Council. The inflation projec-
tion is one of the inputs to the Monetary Policy Council’s decision-making process.

In Monetary Policy Guidelines for the Year 2008 the Monetary Policy Council
announced that the frequency of Inflation Reports publications will be reduced.
In line with this announcement, since 2008 Inflation Reports will be published
three times a year — i.e. in February, June and October.

This Inflation Report is a translation of the National Bank of Poland‘s Raport
o inflacji in Polish. In case of discrepancies, the original prevails.
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Summary

Following the temporary decline in the annual index of the prices of consumer goods and
services in 2007 Q3, in 2007 Q4 inflation rose to the upper limit of the tolerance band for
deviations from the NBP inflation target (3.5%). CPI inflation showed a marked growth in
all months of 2007 Q4 — from 3.0% in October 2007 to 4£.0% in December 2007. According
to the preliminary GUS data, annual CPI inflation increased in January 2008 to 4.3%. The
inflation growth in 2007 Q4 was primarily stimulated by the rise in the growth of prices
of food and non-alcoholic beverages as well as the growth of the prices of fuels, although
the growth of prices of other groups of goods and services also showed a rising tendency.

In 2007 Q4 rising domestic demand and cost pressures resulting from further improve-
ment in the labour market were still contributing to a rise in inflation. Rise in inflation was
also fuelled by some global factors reflected, i.a., in rising prices of commodity — especially
energy products — and increasing prices of food. On the other hand, the disinflationary
impact of decreases in prices of goods imported form low cost countries persisted. Con-
ductive to curbing inflation was also the nominal appreciation of the PLN exchange rate
observed in that period.

In 2007 Q4, the increase in the annual CPI inflation coincided with the growth in all core
inflation measures. In December 2007, four out of five measures exceeded the inflation
target, two of them standing above the upper limit of the tolerance band for deviations
from the NBP inflation target. The annual net’ core inflation was the only one of the core
inflation indices, which stood close to the lower limit of the tolerance band for deviations
from the NBP inflation target.

2007 Q4 saw an increase in bank analysts’ inflation forecasts over the 11-month horizon. In
January and February 2008, these stabilized on the level exceeding the NBP inflation target,
yet below the upper limit of the tolerance band for deviations from NBP inflation target.
In the period October 2007-February 2008 the opinions of respondents of Ipsos consumer
surveys concerning the future price growth were relatively stable, with the exception of
January 2008, when a temporary surge in the fraction of respondents expecting the price
growth to pick up as compared to the growth observed at the moment of the survey was
observed.

2007 Q3 was the second consecutive quarter, which saw a decline in import prices ex-
pressed in PLN. This resulted both from the further decrease in year-on-year oil prices
and a drop in the prices of most other main groups of imported goods (i.a. in the major
group of imports which includes machinery and transport equipment). The appreciation
of the zloty exchange rate observed in 2007 Q3 contributed to those decreases. However,
amidst the strong rise in crude oil prices in the world markets in 2007 Q4 and at the
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beginning of 2008, further appreciation of the zloty exchange rate only partially weakened
the impact of the growth in oil prices expressed in USD.

2007 Q4 brought an increase in the annual growth of the Producer Price Index up to
2.3% yly. The growth rate of producer prices in the domestic market in October and
November 2007 outpaced the overall producer price growth by over 2 percentage points
which was connected with export price decline in that period. This decline was the result
of the appreciation of the nominal effective zloty exchange rate.

The Polish economy is in the period of strong growth encompassing all its main sectors
(i.e. services, industry and construction). According to the GUS preliminary estimates,
GDP grew in 2007 by 6.5% in annual terms, reaching the highest growth rate in the
past 10 years. In line with the expectations of the previous Report, the most important
factor in GDP growth is a dynamic rise in investment and consumption. Exports continue
to rise significantly, yet due to the recovery in domestic demand and the accompanying
imports acceleration, the contribution of net exports to growth has been negative since
2005 Q4. Strong economic growth has been accompanied by fast growth in employment
and falling unemployment. Average wages in the economy are growing faster than labour
productivity, which leads to a rise in unit labour costs. The high level of economic activity
and labour market recovery are accompanied by a rise in inflation and a growing current
account deficit.

The data released confirm previous expectations that high level of economic activity should
be sustained for at least next few quarters, although 2008 is expected to see a decline in
GDP growth as compared with 2007. Since the publication of the previous Report the
risk of a substantial slowdown in the world economy increased, though it is currently
difficult to assess this risk or its impact on economic growth in Poland. An additional
factor increasing the uncertainty as to the of the global and consequently Polish economy
growth is the increased volatility in the financial markets that has been observed over the
recent period.

In 2007 Q3 the real GDP growth reached, similarly to 2007 Q2, 6.4% y/y, thus exceeding
the expectations of the previous Report. According to preliminary GDP estimate for 2007
published by the GUS, GDP growth in 2007 Q4 amounted to approx. 6.2% y/y. In 2007 Q3
private consumption growth (5.2% y/y) remained close to the one observed in 2007 Q2 and
was in line with the expectations of the October Report. Public consumption growth in
2007 Q3 (0.8% yly) was slightly lower than in 2007 Q2 and fell below the expectations. Data
for 2007 Q4 implied from GUS preliminary estimates for 2007 indicate that the retail sales
growth has fallen and the public consumption growth has not changed significantly as
compared with the 2007 Q3. 2007 Q3 saw persistently strong growth in gross fixed capital
formation (growth of 19.8% y/y in real terms), although, in line with the expectations,
slightly weaker than in 2007 Q2. The growth in gross fixed capital formation in 2007 Q4
implied from the GUS preliminary annual estimates reached approx. 18.4% y/y.

The growth of gross value added in the economy in 2007 Q3 amounted to 6.2% y/y, thus
exceeding the expectations of the previous Report. According to GUS preliminary esti-
mates for 2007 the implied growth of gross value added in 2007 Q4 continued at the level
of approx. 6.3% y/y. In 2007 Q3 the contribution of major sections of the economy (in-
dustry, construction and market services) to the total gross value added growth remained
at the 2007 Q2 level. According to the implied data, 2007 Q4 brought a decline in the
contribution of non-market services to the total gross value added growth combined with



a simultaneous increase in the contribution of industry and the absence of changes in
construction and market services.

2007 Q3 saw the growing negative balance on the trade of goods in relation to 2006 Q3,
which was accompanied by the rising income deficit and the narrowing of the positive
balance of transfers, with the simultaneous increase of the surplus in the trade in services.
As a result there has been a further deepening of the current account deficit, which in
2007 Q3 amounted to 3.7% of GDP.

According to preliminary estimates of the Ministry of Finance, in 2007 the central gov-
ernment deficit ran at the level of PLN 16.9 billion and was therefore considerably lower
than the amount of PLN 30 billion written in the Budget Act, and the lowest since 2001.
The negative balance of the central government budget in the whole of 2007 was largely
determined by the central government deficit in 2007 Q4. That deficit amounted to PLN
17.1 billion and was significantly higher than in the corresponding period of previous years,
which resulted to a large extent from the accelerated growth of budget expenditure.

In 2007 Q4 the number of working persons in the economy rose faster than in 2007 Q3
albeit at a slower pace than in 2007 Q2. The high demand for labour has been reflected in
a high growth in average employment in enterprises and a further decline in unemploy-
ment. At the same time there has been a constant rise of the percentage of employers
who are experiencing difficulties in hiring employees. Since the beginning of 2006 the
growing number of working persons and the decreasing rate of unemployment had been
accompanied by a fall in the number of the economically active. However, in 2007 Q4 this
decrease came to a halt.

In 2007 Q4 nominal wages in the economy showed a continued rapid growth, albeit slower
than in the preceding quarter (8.9% y/y in Q4 as compared with 9.7% y/y in Q3.), while
the growth of nominal wages in the corporate sector did not decline as compared with
the preceding quarter. In 2007 Q4 wages in the economy were growing markedly faster
than labour productivity. The growth of unit labour costs in the economy stayed at a level
close to that recorded in the preceding quarter (6.9% y/y against 6.7% y/y in 2007 Q3), still
one of the highest levels since 2000 Q4.

The fourth quarter of 2007 and the beginning of 2008 saw an increased volatility of prices
of financial assets and a rise in risk aversion in the world markets, leading to a significant
decline yields on Treasury bonds in the United States and the euro area. The persisting
turmoil in international financial markets and a rise in current and forecast inflation in
Poland have led to a rise in yields of the Polish Treasury bonds since October 2007. In
turn, the performance of the domestic equity market reflected sentiment on international
markets. Since the publication of the previousReport there has been a very strong decline
in share prices of companies listed on the WSE.

Since the end of October 2007, there has been a significant revision of expectations con-
cerning the future path of US and euro area interest rates. According to forward market
quotations, over a six-month horizon, the federal funds rate is currently expected to be
cut to 2.00-2.50% and euro area rate to 3.50%. In Poland market expectations embedded
in FRA rates indicate the total scale of reference rate increases could range from 50 to 75
basis points, to 5.75-6.00% over a one-year horizon.

The first half of 2007, similarly to 2006, was characterised by a surplus of demand over
supply of flats which led to a strong rise in prices. The rise gradually declined and prices
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levelled out in the second half of 2007. The growth of offered prices in the second half of
2007 dropped significantly, both in the secondary and primary market.

Since the October Inflation Report the zloty has appreciated against the euro and even
more significantly against the US dollar.

In the last months of 2007, the growth of loans to enterprises remained high. Loans for
financing current business activity continued to rise faster than investment loans. Despite
a deceleration of growth in comparison to 2007 Q3, the fastest growth was observed in
loans to enterprises for the purchase of real estate. In 2007 Q4, total lending to households
continued to growth strongly which was an outcome of a very dynamic growth of housing
loans and the fast build-up of consumer loans.

During the meeting in October and December 2007, the Monetary Policy Council left the
NBP interest rates unchanged. In November 2007 and in January 2008 the Council decided
to raise NBP rates by 0.25 percentage points on each occasion. During the meeting in
February 2008 the Council decided to raise again the NBP interest rates by 0.25 percentage
points to the level of: the reference rate 5.50%, the lombard rate 7.00%, the deposit rate
4.00% and the rediscount rate 5.75%.

Minutes of the MPC decision-making meeting held in October, November, December
2007 and January 2008 together with the Information from the meeting of the Mone-
tary Policy Council in February 2008 are presented in chapter "Monetary policy in Oc-
tober 2007 — February 2008". Minutes from the MPC meeting held in February will be
published on 20 March 2008 and so will be included in the next Report.

Chapter 4 of the Report presents the projection of inflation and GDP prepared by the
NBP staff and based on the ECMOD model, which is one of the inputs into the Council’s
decision-making process on the NBP interest rates. The annual growth of consumer prices
forecast in the February projection is significantly higher than expected in the October
projection till mid-2009, while in the second half of 2009 it is close to that forecast in
the October projection. Under constant interest rates, there is a 50-percent probability
that inflation will remain within the range of 3.6-4.7% in 2008 (compared to 2.2-3.5% in
the October projection), 2.6-4.9% in 2009 (compared to 2.5-4.6%) and 2.1-4.8% in 2010 (the
October projection did not cover the year 2010). According to the February ECMOD-
based projection, the annual GDP growth will remain, with 50-percent probability, within
the range of 4.4-5.8% in 2008 (compared to 4.4-6.2% in the October projection), 3.5-6.1% in
2009 (compared to 3.8-6.7%) and 3.6-6.9% in 2010.



Inflationary processes

1.1 Inflation indicators

Following the temporary decline in the annual
index of the prices of consumer goods and ser-
vices in 2007 Q3, in 2007 Q4 inflation rose to
the upper limit of the tolerance band for devia-
tions from the NBP inflation target (3.5%) (Figure
1.1). CPI inflation showed a marked growth in
all months of 2007 Q4 - from 3.0% in October
2007 to 4.0% in December 2007. According to
the preliminary GUS data, annual CPI inflation
increased in January 2008 to 4.3%!. The rise in
annual inflation in January as compared to De-
cember 2007 was mainly caused by the acceler-
ation of growth in prices of services related to

the flat maintenance?.

The inflation growth in 2007 Q4 was primarily
stimulated by the rise in the growth of prices
of food and non-alcoholic beverages as well as
the growth of the prices of fuels, although the
growth of prices of other groups of goods and
services also showed a rising tendency. The an-
nual growth in prices of food and non-alcoholic
beverages in Poland may remain relatively high
in the nearest future, which to a considerable
degree results from the situation prevailing in
the international markets. In the coming period,
high growth in prices of food and fuels will be
conducive to sustaining CPI inflation at a level
above the NBP inflation target.

nflation data published by GUS have the preliminary
character and may be subject to revisions due to the
changes in CPI basket, carried out at the beginning of each
year. The final data for January 2008 will be published in
March 2008.

’Due to the limited availability of information concern-
ing the developments in particular groups of consumer
prices in January, the cut-off date for the analysis included
in the Inflation Report is the end of 2007 Q4

9

(J Figure 1.1:
CPI and main categories of prices.
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Source: GUS data, NBP calculations.

(J Figure 1.2:
CPI and main categories of prices — food and non-
alcoholic beverages.
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Source: GUS data, NBP calculations.
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Inflationary processes

In 2007 Q4 rising domestic demand and cost pres-
sures resulting from further improvement in the
labour market were still contributing to a rise
in inflation. Rise in inflation was also fuelled by
some global factors reflected, i.a., in rising prices
of commodity — especially energy products — and
increasing prices of food. On the other hand,
the disinflationary impact of decreases in prices
of goods imported form low cost countries per-
sisted. Conductive to curbing inflation was also
the nominal appreciation of the PLN exchange
rate observed in that period.

Prices of food and non-alcoholic bever-
ages

In particular months of 2007 Q4%, the growth of
prices of food and non-alcoholic beverages was
on a relatively high level, and remained on a ris-
ing path. A significant stepping-up of prices oc-
curred in nearly all categories of food products -
both processed and unprocessed. The observed
rising growth of food prices resulted mainly from
global factors, among which of crucial impor-
tance were changes in the global demand for
food and unfavorable global supply conditions
observed last year. The primary factor behind
the change in demand for agricultural and food
products was the accretion of disposable income
in the developing countries and the rise in de-
mand for agricultural commodities from the pro-
ducers of bio-fuels®. It should be emphasized
that the above mentioned factors were also con-
ducive to the growth in food prices in a num-
ber of other countries, which was reflected in
the increase in the indices of prices of consumer
goods and services in those countries (Table 1.1).

Services prices

2007 Q4 also saw a decline in the annual growth
of prices of services, driven by the fall in the
growth of prices of market services (Figurel.3).

5See box: Food prices in the world market in the July
Report, p. 13-14.



Inflation indicators

Table 1.1: Year-on-year CPI inflation — selected countries

2007
Change y/y (per cent) | Jan \ Feb \ Mar \ Apr \ May \ Jun \ Jul \ Aug \ Sep \ Oct \ Nov \ Dec
USA 21 2.4 2.8 2.6 27 | 2.7 | 2.4 2.0 2.8 3.5 4.3 41
Austria 1.6 1.6 1.8 1.8 20 | 20| 21 1.7 21 2.8 3.1 3.6
Belgium 1.7 1.8 1.8 1.8 1.3 1.3 | 1.4 1.1 1.5 2.2 2.9 31
Finland 2.3 2.2 2.6 2.6 24 | 24| 26 2.3 2.6 2.7 2.9 2.6
France 1.2 1.0 1.2 1.3 1.1 12 | 14 1.2 1.5 2.0 2.4 2.6
Greece 2.7 2.7 2.6 2.5 26 | 26 | 25 2.5 2.9 341 3.9 3.9
Spain 2.4 2.4 2.5 2.4 23 | 24 | 22 2.2 2.7 3.6 41 4.2
Netherlands 1.4 1.5 1.8 1.8 1.8 1.7 | 15 1.1 1.3 1.6 1.9 1.9
Ireland 5.2 48 51 5.1 50 | 49 | 50 48 4.6 48 5.0 47
Luxembourg 2.3 2.0 21 21 1.9 20 | 19 1.9 2.1 2.9 3.2 3.4
Germany 1.6 1.6 1.9 1.9 1.9 1.8 1.9 1.9 2.4 2.4 3.1 2.8
Portugal 2.6 2.4 2.3 2.7 24 | 24 | 24 2.1 21 2.6 2.8 2.7
Italy 1.7 1.8 1.7 15 1.5 1.7 | 1.6 1.6 1.7 21 2.4 2.6
Danmark 1.8 1.9 2.0 1.7 1.8 14 | 1.2 1.1 1.2 1.7 2.5 2.3
Norway 1.2 0.8 1.1 0.3 03| 04 | 0.4 04 | 03| -0.2 1.5 2.8
Sweden 1.9 2.0 1.9 1.9 1.7 19 | 1.9 1.8 2.2 2.7 3.3 3.5
United Kingdom 2.7 2.8 31 2.8 25 | 24| 19 1.8 1.8 21 21 21
Poland 1.6 1.9 2.5 2.3 23 | 26 | 23 1.5 2.3 3.0 3.6 4.0
Czech Republic 1.3 1.5 1.9 2.5 24 | 25| 23 2.4 2.8 4.0 5.0 5.4
Slovakia 3.0 2.7 2.7 2.7 23| 25| 23 2.3 2.8 3.3 31 3.4
Slovenia 2.7 2.1 2.3 2.6 29 | 36 | 38 3.5 35 5.1 5.7 5.6
Hungary 7.8 8.8 9.0 8.8 8.5 86 | 8.4 8.3 6.4 6.7 74 1.4
Estonia 51 47 5.7 5.5 57 | 58 | 64 5.7 7.2 85 91 9.6
Lithuania 4.0 4.3 4.6 48 48 | 48 | 54 55 71 7.6 7.8 81
Latvia 71 7.3 85 8.9 82 | 88 | 95 | 104 | 11.4 | 132 | 137 | 1441
Turkey 99 | 102 | 109 | 10.7 92 | 86 | 69 7.4 71 7.7 8.4 8.4
Chile 2.8 2.7 2.6 2.5 29 | 32| 38 47 5.8 6.5 7.4 7.8

National indices are not fully comparable due to the methodological differences (including different weighting
systems and different methods of measurement).
Source: Eurostat, GUS, domestic statistical offices data.

The annual growth rate of prices of services ex-
cluding the prices of Internet services* in De-

*August 2007 saw a pronounced decline in the prices of
Internet services (by 31.8% m/m), due to the promotional
price reduction of Internet services by one of the Internet
operators. In 2007 Q4, the annual price index of Internet
services continued to inhibit the growth rate of the CPI in-
dex. Despite a small share of prices of Internet services
in the CPI basket, changes in the prices of those services
observed since 2005 are large enough to cause consider-
able ups and downs of the whole inflation index as well as
its components under which those services are classified.
Changes in the prices of Internet services and their impact
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O] Figure 1.3:
CPI and main categories of prices — services.
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mmm Market services

- CPI (yly)
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Source: GUS data, NBP calculations.
[] Figure 1.4:
CPI and main categories of prices — goods.
mmm CPI after excluding goods' prices
mmm Other goods
per cent mmm Goods whose prices are under strong impact of globalisation
8 —— CPI (yly)
—— Other goods (y/y)
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Source: GUS data, NBP calculations.

cember 2007 rose to 2.9% and that of market
services to 3.7%. The increase in the prices of
market services was primarily encouraged by
the further price growth in the group of restau-
rant and hotel services and in services related to
recreation, largely dependant on the fluctuations
in the income of households. The increase in
prices of market services may reflect the grow-
ing consumption demand and accelerated growth
of unit labour costs in this sector. At the same
time, the growth in the prices of non-market
services - observed since 2006 Q4 - pursued a
steadily rising path (and came up to 2.5% y/y
in December 2007). The rise in growth of prices
of non-market services was mainly fuelled by the
rising prices of services related to flat mainte-
nance. The annual growth of prices also rose in
the group of healthcare, education and transport
services.

Goods prices

In 2007 Q4 the growth of prices of goods ac-
celerated®. At the same time, the pronounced
fall in prices (in annual terms) persisted in the
group of goods largely affected by globalization®,
whose considerable part is imported from low
cost countries and whose prices remain largely
unaffected by changes in domestic demand (Fig-
ure 1.4). Since mid-2006, the growth in the prices
of other goods has gained momentum. In the
analysed period, the growth of prices in this group
was primarily driven by the rising prices of to-
bacco products, which is the result of higher ex-
cise tax imposed on those products in January
2007, spread over time. However, even after ex-
cluding the tobacco products from the group of
other goods, the growth of prices in this group
accelerated. The growth of the prices of goods

on inflation were also discussed in the previous Inflation
Reports.

5In accordance with the definition adopted in the Report
the category goods does not include food and non-alcoholic
beverages and energy products (including fuels).

5This group of goods includes: clothing, footwear, au-
dio and television equipment, photographic equipment, IT
equipment, musical instruments, games and toys, hobby,
sports and camping equipment for outdoor recreation, elec-
tric appliances for personal hygiene.
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Table 1.2: CPI and core inflation indices

2007
Change y/y (per cent) Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
CPI ‘ 1.6 1.9 2.5 2.3 2.3 2.6 2.3 1.5 2.3 3.0 3.6 4.0
Core inflation indices excluding:
Regulated prices 1.5 1.8 2.3 2.6 2.6 2.7 2.3 1.4 2.2 2.9 3.4 3.7
Most volatile prices 1.2 1.5 2.0 1.8 1.9 2.2 2.0 1.6 21 2.9 35 41
Most volatile prices and 15 17 19 18 19 22 19 17 21 26 30 34
fuel prices
Food and fuel prices 15 16 17 15 16 18 15 12 12 14 15 17
("net” inflation)
15% trimmed mean 1.1 1.2 1.7 1.9 1.8 2.2 2.3 241 2.4 2.9 3.2 3.4
2007
Change m/m (per cent) Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
CPI ‘ 0.4 0.3 0.5 0.5 0.5 00 -03 -0.4 0.8 0.6 0.7 0.3
Core inflation indices excluding:
Regulated prices 0.4 0.3 0.4 0.5 06 -02 -05 -0.6 1.0 0.8 0.7 0.3
Most volatile prices -0.1 0.0 0.3 0.3 041 -0.4 0.5 0.1 0.7 0.8 1.1 0.8
Most volatile prices and 01 00 00 01 02 06 05 01 07 09 10 09
fuel prices
Food and fuel prices 02 00 01 01 02 02 02 03 02 03 02 02
("net” inflation)
15% trimmed mean 0.2 0.1 0.2 0.2 0.2 0.2 0.2 0.1 0.3 0.3 0.3 0.2
Core inflation indices — seasonally adjusted (TRAMO/SEATS):
CPI 0.2 0.3 0.4 0.2 0.3 0.3 0.1 0.0 0.5 0.4 0.6 0.4
"net” inflation 0.1 0.1 0.2 0.1 0.2 0.2 0.1 0.1 0.2 0.2 0.2 0.2

Source: GUS data, NBP calculations.

related to the maintenance and furnishing of flats
levelled off.

Prices of energy products

In 2007 Q4%, a considerable acceleration was also
observed in the annual growth of prices of en-
ergy products, resulting mainly from a marked
increase in the prices of fuels, largely caused
by the statistical base effect’. The annual price
growth of other energy products — liquid gas and

"In the period under analysis, the prices of fuels rose
considerably only in November 2007, and by contrast, in
the corresponding period of 2006, this category reported a
significant decline.
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(1 Figure 1.5:
CPI and core inflation measures.

s per cent CPI
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Source: GUS Data, NBP calculations.

Core inflation

Jul-05
Oct-05
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Apr-06

Jul-06
Oct-06
Jan-07
Apr-07

Jul-07
Oct-07

heating — increased as well. The scheduled in-
creases of regulated prices give grounds to ex-
pect that the growth in prices of energy products
will accelerate in 2008 Q1.

Core Inflation

In 2007 Q4%, the increase in the annual CPI infla-
tion coincided with the growth in all core infla-
tion measures (Figure 1.5). In December 2007,
four out of five measures exceeded the inflation
target, two of them standing above the upper
limit of the tolerance band for deviations from
the NBP inflation target. The annual 'net’ core
inflation (i.e., inflation excluding food and non-
alcoholic beverages prices and fuel prices) was
the only one of the core inflation indices, which
stood close to the lower limit of the tolerance
band for deviations from the NBP inflation tar-
get (See Box Core Inflation).

Core inflation indices serve to assess the mid- and long-term trend of the overall price level.
Despite differences in the definitions of core inflation that can be found in the literature, it is
usually assumed that core inflation is the part of headline inflation which is related to inflation
expectations and demand pressure, and is independent of supply shocks.

From the point of view of the central bank, the most important features of core inflation seem to

be the following:

e It approximates the mid- and long-term trend of growth in the prices of consumer goods
and services in the economy.

e It illustrates the trends in prices adjusted for periodical and seasonal changes as well as
changes resulting from supply shocks which are usually of temporary character.

e It points to this component of inflation whose link with the monetary policy pursued is
stronger than with the remaining components and which is consequently more sensitive

to the monetarny policy decisions.

e Its changes enable the (ex post) assessment of the direction and scale of the impact of the

pursued monetary policy on inflation.

e [ts indices are usually characterised by a smaller volatility in time than CPI inflation indices.

The above-mentioned features of core inflation make it a useful monetary policy tool.

There are various measures of core inflation. At least three groups of core inflation measurement
methods can be distinguished: mechanical methods, based on excluding a fixed basket of goods,
statistical methods and methods based on formal theoretical models. The National Bank of Poland
calculates and publishes five indices of core inflation. These indices are calculated by means of
mechanical methods (core inflation excluding regulated prices, excluding the most volatile prices,
excluding the most volatile prices and fuel prices, ‘'net’ inflation excluding food and non-alcoholic
beverages prices and fuel prices) and statistical methods (15% frimmed mean)®.

The 'net’ inflation index is a measure of core inflation, which is often mentioned in economic
discussions in Poland (which stems, among others, from the fact that this measure is indirectly
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used in the NBP inflation projection). Since August 2007, however, a widening discrepancies could
be observed between the met’ inflation and the remaining four indices of core inflation. These
discrepancies in December 2007 were significant and amounted to 1.7-2.3 percentage points. The
‘net’ inflation was the only core inflation index which in this period undershot the inflation target
of 2.5%. On account of the different behaviour of this index, it is worth to consider its properties.

The 'net’ inflation belongs to the group of measures constructed by the exclusion from the CPI
basket of goods and services of a fixed basket of goods, whose prices are characterized by strong
distortions or which are not representative due to other causes. The advantages of this index
include simple calculation, clear interpretation which allow for clear communication with the public.
However, it has certain features which in specific circumstances may reduce its applicability for
the assessment of long-term changes in the overall price level.

First, when shocks in certain markets are persistent, the net’ inflation, similarly to other indices
calculated by the exclusion of a fixed set of goods or services from the inflation index, may omit
some information on the long-term trend in the price growth. Such situation may be taking place
now with regard to food and fuel prices, whose rise to a large extent depends on global factors
and is of persistent character.

Second, the 'met’ inflation does not take fully into account the effects of globalisation remaining
outside the influence of domestic monetary policy. The net’ inflation index excludes the impact
of these global price developments, which recently have been contributing to the general rise of
inflation, e.g. the growth of food and fuel prices. In turn, it does not exclude the impact of factors,
which in the last several years have been the source of a strong falling trend in the prices of highly
processed imports. The prices of these goods, i.e. goods under a strong disinflationary influence
of globalisation?, lowered the 'net’ inflation in December 2007 by 0.8 percentage points. Taking this
into consideration, one should not fully identify this measure with the index of inflation resulting
from the domestic demand pressure. On account of the bi-directional impact of globalisation
processes on inflation in Poland, it seems justified to use the index of 15% trimmed mean, which
treats the factors behind strong increases and decreases in prices in a symmetrical way.

Third, the composition of the Polish 'net” inflation index is slightly different from that applied in
other countries, e.g. the euro area and the United States®. The Polish index excludes from inflation
only the fuel prices, not all energy products (such as electrical energy, gas, heating, etc.). In the
face of expected liberalisation of energy prices in Poland in the coming years, this index may run
at higher levels than measures constructed in a similar way as in the United States and the euro
areaq, i.e. with the exclusion of all energy products. Additionally, the Polish index excludes a whole
group of food prices, while in the food consumption the majority is constituted by processed goods,
whose prices are determined to a larger extent by factors typical for other manufactured products
than it is the case with non-processed goods.

The core inflation indices allow an in-depth assessment of inflationary processes in the economy.
Yet, these indexes are not free of shortcomings and it is currently difficult to indicate, which of the
core inflation measures reflects best the medium-term trend of price growth. In various economic
conditions, particular measures of core inflation may approximate with varying degree of accuracy
the non-observable trend of the overall price level. The applicability of these measures (in particular
of the 'net’ inflation) depends to a large extent on the character of shocks affecting the prices of the
categories excluded from the particular measures of core inflation. If these shocks are transitory,
reservations concerning measures of core inflation lose their significance. If, on the other hand,
these shocks are permanent, then making the assessment of inflationary processes on the basis of
the measures of core inflation, one should remember the already mentioned limitations of these
measures.

! Detailed information concerning the above-mentioned methods of core inflation measurement, the method-
ology of calculating core inflation by the NBP, as well as the advantages and shortcomings of the particular
measures of core inflation can be found in the file methodology.pdf on the site dedicated to the core inflation
at the www.nbp.pl domain.
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2 These goods include: clothing, footwear, radio and television equipment, photographic and IT equipment,
musical instruments, games, toys, sports and camping equipment and electric appliances for personal hygiene.

3 There are two indices of core inflation widely used in the euro area: inflation excluding the prices of non-
processed food and energy (used by the European Central Bank) and a narrower index: inflation excluding
the prices of food and non-alcoholic beverages, alcoholic beverages and tobacco products as well as energy.
In the United States an inflation index excluding food and energy prices is used as the main index of core

inflation.

Selected systematic reviews:

- R. Cristadoro et al. (2005), A Core Inflation Index for the Euro-Area, "Journal of Money, Credit and Banking”,

vol. 37, 539-560,

— C. Morana (2000), Measuring core inflation in the Euro area, Working Paper Series No. 36, European Central

Bank,

- R. Rich, Ch. Steindel (2005), A review of core inflation and an evaluation of its measures, Staff Reports No.

236, Federal Reserve Bank of New York,

- L Roberts (2005), Underlying Inflation: Concepts, Measurement and Performance, RBA Research Discussion

Papers No. rdp2005-05, Reserve Bank of Australia,

— S. Roger (1998), Core inflation: concepts, uses and measurement, Reserve Bank of New Zealand Discussion
Paper Series No. G98/9, P. Wo§niak (2002), Inflacja bazowa, Wyd. CeDeWu, Warsaw (publication co-financed

by the National Bank of Poland),

— M.A. Wynne (1999), Core inflation: a review of some conceptual issues, Working Paper Series No. 5, European

Central Bank.

O] Figure 1.6:
Inflation in Poland (HICP 12-month moving average)
and the Maastricht criterion (per cent).
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Source: Eurostat data, NBP calculations.

Inflation and the Maastricht criterion

In 2007 Q4 Poland continued to comply with the
Maastricht inflation criterion, which is one of the
conditions of the euro area membership (Figure
1.6). Since the beginning of 2007 the gap be-
tween 12-month moving average HICP inflation
in Poland and the reference value for the Maas-
tricht inflation criterion has shrunk considerably
(from 1.6 percentage points in January 2007 to
0.2 percentage points in December 2007).

1.2 Inflation expectations

2007 Q4 saw an increase in bank analysts’ infla-
tion forecasts over the 11-month horizon (Figure
1.7). In January and February 2008, these stabi-
lized on the level exceeding the NBP inflation
target, yet below the upper limit of the tolerance
band for deviations from NBP inflation target.

In the period October 2007-February 2008 the
opinions of respondents of Ipsos consumer sur-
veys concerning the future price growth were
relatively stable (Figure 1.8), with the exception
of January 2008, when a temporary surge in the
fraction of respondents expecting the price



Inflation expectations

17

growth to pick up as compared to the growth
observed at the moment of the survey was ob-
served. The shifts in the quantified measure of
inflation expectations of individuals resulted
mainly from changes in current inflation (except
January). In result, in January and February 2008
the quantified measure of inflation expectations
was above the upper limit of the tolerance band
for deviations from NBP inflation target.

(] Figure 1.7:
Inflation expectations of individuals and inflation fore-
casts of bank analysts.

1p _per cent w= Current CPI y/y (as known at the time of
survey)
—— CPI yly expected in 12 months -

individuals, objectified measure

—— CPl yly forecasted in 11 months - bank
analysts
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Source: Ipsos, Reuters, GUS, NBP calculations.

(J Figure 1.8:

Inflation expectations of individuals. Responses to the
question asked by Ipsos.
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Source: Ipsos data.

Ipsos survey question: "Considering the present situation, do
you think that prices during the next 12 months: (1) will grow
faster than they do now; (2) will rise at the same rate; (3) will
grow at a slower rate; (4) will stay the same; (5) will decrease;
(6) it is hard to say?”
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Determinants of inflation

The Polish economy is in the period of strong growth encompassing all its main sectors (i.e.
services, industry and construction). According to the GUS preliminary estimates, GDP grew
in 2007 by 6.5% in annual terms, reaching the highest growth rate in the past 10 years. In line
with the expectations of the previous Report, the most important factor in GDP growth is a
dynamic rise in investment and consumption. Exports continue to rise significantly, yet due to
the recovery in domestic demand and the accompanying imports acceleration, the contribution
of net exports to growth has been negative since 2005 Q4. Strong economic growth has been
accompanied by fast growth in employment and falling unemployment. Average wages in the
economy are growing faster than labour productivity, which leads to a rise in unit labour costs.
The high level of economic activity and labour market recovery are accompanied by a rise in
inflation and a growing current account deficit.

The data released confirm previous expectations that high level of economic activity should
be sustained for at least next few quarters, although 2008 is expected to see a decline in GDP
growth as compared with 2007. Since the publication of the previous Report the risk of a
substantial slowdown in the world economy increased, though it is currently difficult to assess
this risk or its impact on economic growth in Poland. An additional factor increasing the
uncertainty as to the of the global and consequently Polish economy growth is the increased
volatility in the financial markets that has been observed over the recent period.

21 Demand?

(J Figure 2.1:
In 2007 Q3 the real GDP growth reached, sim- Contribution of aggregate demand components to GDP

ilarly to 2007 Q2, 6.4% yly, thus exceeding the 9rowth.
expectations of the previous Report (see Table 12 percent =mTotal consumption mm Gross fixed capital formation

i Inventories Net exports
—GDP —e—GDP g/q sa

=
15

2.1°, Figure 2.1). According to preliminary GDP

8Assessments of GDP and its components for 2007 Q4
presented in the Report are based on preliminary estimate
of GDP for 2007 published on 30 January 2008. The im-
plied data for 2007 Q4 assume no revision in the national
accounts for 2007 Q1-Q3. It should be emphasized that the
available GUS data are incomplete (the data refer to the
year as a whole — there are no detailed data on Q4 — and
they concern certain categories only). Therefore, the as-
sessment of the economic situation in 2007 Q4 made on
the basis of these data should take into account the above
reservations.

9The Report accounts for the NBP seasonally adjusted
data on national accounts in average annual prices of the
previous year and not data that were seasonally adjusted
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Source: GUS data, 2007 Q4 — data implied by GUS preliminary
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estimate for 2007 published by the GUS, GDP
growth in 2007 Q4 amounted to approx. 6.2% y/y.

Table 2.1: GDP and aggregate demand components growth rates.

Domestic demand
Total consumption
Private consumption
Gross capital formation

Gross fixed capital formation

Change q/q
seasonally adjusted 2006 2007
(per cent)
ql g2 q3 q4 | ql q2 q3 g4
GDP 15 24 16 13|20 13 16 12

20 17 22 23|15 20 17 19

14 12 12 10|14 06 12 1.0
11 14 14 12|20 07 13 11
35 45 58 58|35 56 28 32

18 63 44 44|59 33 43 35

Source: NBP calculations on the basis of GUS data, 2007 Q4 — data implied by GUS preliminary estimates

for the year 2007 (NBP estimates).

2007 Q3 and Q4 marked a persistently high
growth in gross fixed capital formation. Fast in-
vestment growth combined with a surge in pri-
vate consumption brought about a considerable
increase in domestic demand (by 7.4% y/y in 2007
Q3 and by approx. 6.3% y/y in 2007 Q4). Imports
rose faster than exports which resulted in the
continued negative contribution of net exports to
GDP growth.

In the NBP’s assessment, the mid-term economic
outlook remains favourable, although 2008 is ex-
pected to bring a decline in GDP growth as com-
pared to 2007. In the quarters to come high GDP
growth may be expected to continue, fuelled (just
like in the previous quarters) by strongly ris-
ing gross fixed capital formation and steadily ris-
ing private consumption. Due to a strong re-
covery in domestic demand and the accompany-
ing rise in imports, the negative foreign trade
balance will continue to be a factor diminishing
GDP growth.

2.1.1 Consumption demand

In 2007 Q3 private consumption growth (5.2% y/y)
remained close to the one observed in 2007 Q2
and was in line with the expectations of the Octo-
ber Report. Public consumption growth in 2007

in constant prices of 2000, as released by the GUS. For
this reason, the seasonally adjusted growth of GDP and its
components presented in the Report may differ from that
presented by the GUS.
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Q3 (0.8% y/y) was slightly lower than in 2007 Q2
and fell below the expectations.

(J Figure 2.2:

The continuation of the high growth of private Growth of private consumption, gross disposable in-
consumption in 2007 Q3 resulted from the steadily ¢ome and retail sales (y/y, constant prices).

improving economic situation of households, in
particular the considerable growth of household
disposable income (Figure 2.2) connected with
favourable trends in the labour market, includ-
ing further reduction of unemployment. High
growth in consumption demand was additionally
fuelled by a fast increase in consumption loans
(see chapter 2.5.3 Credit and money), favoured
by favourable consumer sentiment (Figure 2.3)
and improved assessment of the present period
considered as appropriate to make considerable
purchases. Growing consumption demand was
reflected in the continuously high, albeit lower
than in the previous quarter, growth of retail
sales.

Data for 2007 Q4 implied from GUS preliminary
estimates for 2007 indicate that the retail sales
growth has fallen and the public consumption
growth has not changed significantly as com-
pared with the 2007 Q3.

Based on the data on average wage growth in the
corporate sector in the period October-December
2007 it may be assessed that in 2007 Q4 the real
aggregate wage growth in the economy declined
as compared with 2007 Q3. Also the retail sales
growth showed a slight decline. Yet, this does
not indicate such a marked slowdown in private
consumption growth in 2007 Q4 as suggested by
the implied data from GUS preliminary estimates
of GDP in 2007. At the same time, the house-
hold condition survey in 2007 Q4 suggest fur-
ther improvement in consumer confidence indi-
cators. Therefore, private consumption should
continue to be one of the key factors driving
GDP growth in the quarters to come, despite
the signs of private consumption growth being
slightly lower than previously expected.

2.1.2 Government demand

According to preliminary estimates of the Min-
istry of Finance, in 2007 the central government
budget revenues amounted to PLN 236 billion
and expenditure to PLN 2529 billion, and the

proc. Private consumption (lhs)

= Gross disposable income (lhs)

—— Retail sales (ths)
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(J Figure 2.3:
Consumer confidence indicators.
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deficit ran at the level of PLN 16.9 billion'?. The
central government deficit was therefore consid-
erably lower than the amount of PLN 30 billion
written in the Budget Act, and the lowest since
2001. This significantly better than expected per-
formance of the central government budget was
due, on the one hand, to high central govern-
ment revenues, related to high economic growth
and further improvement of the situation in the
labour market, and on the other hand, to a low
realisation of central budget expenditure driven,
among others, by lower than envisaged expen-
diture on co-financing of investment from EU
funds and on the Common Agricultural Policy.

The negative balance of the central government
budget in the whole of 2007 was largely deter-
mined by the central government deficit in
2007 Q4. That deficit amounted to PLN 17.1 bil-
lion and was significantly higher than in the cor-
responding period of previous years, which re-
sulted to a large extent from the accelerated
growth of budget expenditure. Budget expendi-
ture in this period increased by 22.3% y/y (against
the average growth in the first three quarters of
2007 at the level of 10% y/y).

The favourable economic situation positively af-
fected also the revenues of other units of the
general government sector. In 2007 Q4, simi-
larly as in the previous years, local government
units reported a deficit despite high tax revenues.
However, on account of the high budgetary sur-
plus recorded by those units after the first three
quarters of 2007 !, the local government bud-
get recorded a surplus in the whole of 2007, ac-
cording to preliminary data from the Ministry
of Finance. The favourable balance of local gov-
ernment budget resulted from high tax revenues
and probably from incomplete realisation of ex-
penditure planned for 2007, mainly on projects
co-financed with EU funds. Special purpose funds
probably also recorded a budgetary surplus in
2007 due to dynamic growth of revenues from

Central budget revenues and expenditure were respec-
tively 19.4% and 13.6% higher in 2007 than in the previous
year.

"From January to September 2007, the local government
units recorded a budgetary surplus amounting to PLN 13.8
billion, while in the corresponding period in the years 2004
to 2006 that surplus amounted to ca. PLN 6 billion.
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contributions accompanied by moderate growth

of expenditure!?.

As a result of higher than envisaged revenues
and lower than assumed public expenditure, ac-
cording to the estimates of the Ministry of Fi-
nance, the deficit of the general government sec-
tor in 2007 amounted to ca. 2.5% of GDP accord-
ing to EU standards (ESA'95 with Open Pension
Funds excluded from the sector). It was there-
fore lower than 3% of GDP assumed in the Con-
vergence Programme, Update of October 2007
and significantly lower than the deficit of 2006
(3.8% of GDP).

It should be noted that the improvement of the
public finance situation recorded in 2007 was
mainly related to strong economic growth. The
fiscal policy in 2008 and in the following years
is subject to large uncertainty, particularly in the
context of strong wage demands in the public
sector.

2.1.3 Investment demand

2007 Q3 saw persistently strong growth in gross
fixed capital formation (growth of 19.8% y/y in
real terms), although, in line with the expecta-
tions, slightly weaker than in 2007 Q2 (Figure
2.4). In consequence, the ratio of investment to
GDP also increased reaching 21.1% (Figure 2.5).
The growth in gross fixed capital formation in
2007 Q4 implied from the GUS preliminary an-
nual estimates reached approx. 18.4% yly,
which means further growth in the ratio of in-
vestment to GDP'3.

In 2007 Q3 growing investment activity was ob-
served mainly in the corporate sector (Figure
2.4). Considerable improvement was recorded in
housing construction while investment expendi-
ture of the central and local government sectors
showed a decline.

Similarly to 2007 Q2, investment in the sector
of non-financial enterprises (employing over 49

12At the moment of the publishing of this Report the data
on the financial condition of special purpose funds in 2007
were not available.

15A more detailed analysis of investment demand in 2007
Q4 will be possible only after detailed data concerning,
among other things, its structure have been released.

(] Figure 2.4:
Investment in the economy (y/y).
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Source: GUS data, Ministry of Finance data, NBP calculations,
2007 Q4% — data implied by GUS preliminary estimates for the

year 2007 (NBP estimates).

* Due to lack of data on investment outlays of enterprises in
Q1 and Q2 of each year, the chart presents the growth for the

first half of a year.
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Table 2.2: Decomposition of gross fixed capital formation in Poland.

Contribution (per cent) 2006 2007

ql q2 q3 q4 ql q2 q3
Products of agriculture, forestry and fisheries 0.0 0.0 0.1 0.1 0.2 0.1 0.2
Metal products and machinery 32.0 29.1 29.7 28.6 33.8 28.9 28.6
Transport equipment 13.4 14.3 14.0 11.4 13.0 14.0 13.9
Construction work: housing 20.9 20.7 18.8 134 18.4 17.8 17.8
Construction work: other constructions 30.2 31.2 33.5 43.0 31.6 35.6 35.7
Other products 3.6 4.7 3.9 3.7 3.0 3.6 3.8

Source: Eurostat data.

(1 Figure 2.5:
Investment to GDP ratio (gross fixed capital formation
to GDP, annualized).
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O] Figure 2.6:
Production capacity utilisation in industry (GUS) and in
the corporate sector (NBP).
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Source: GUS data, NBP business survey.

The production capacity utilisation obtained from the GUS
business survey is significantly lower from one obtained from
the NBP business survey. However, the changes in this indica-
tor are similar in both surveys. The difference is due to the fact
that the two surveys are based on different enterprise samples.
The GUS sample includes ca. 3500 enterprises from manufac-
turing excluding waste processing. The NBP sample in De-
cember 2007, in turn, included 864 enterprises from the whole
corporate sector. The difference may also reflect the over-
representation of big enterprises in the NBP sample, while the
GUS sample is representative with respect to enterprise size.

employees) grew considerably faster than in the
economy as a whole. In 2007 Q3 these enter-
prises increased their fixed capital formation by
27.3% yly'4, with the highest growth of outlays
for real estate and land. This may suggest that
those enterprises have exhausted the possibilities
to increase their production capacity through
fleet development and modernization and that
new industrial facilities and areas are necessary
to allow further potential increase.

The coming quarters are expected to bring sus-
tained strong investment activity in the corpo-
rate sector. The results of the NBP Economic
Climate Surveys point to high and persistently
growing rate of production capacity utilization in
enterprises' (Figure 2.6), which amidst still opti-
mistic sales outlook constitutes to be one of key
factors driving investment activity. The sustained
high investment outlays are also supported by
continuously high rate of return on capital em-
ployed in enterprises. (Figure 2.7). At the same
time, very good financial standing of enterprises'6
create favourable conditions for investment fi-
nancing. Further growth in investment outlays
will also be supported by the inflow of foreign
funds, both in the form of structural funds (the
allocation of funds granted to Poland within EU
financial perspective 2007-2013 may soon be
started) and foreign direct investment. Accord-
ing to the NBP Economic Climate Surveys, re-

1“NBP estimates based on GUS data.

5The rate of production capacity utilization in enterprises
is constantly growing, Information Concerning the Condi-
tion of the Corporate Sector and the Economic Climate
in 2008 Q1, NBP.

51n 2007 Q3 enterprises generated PLN 21.8 billion of
net profit as compared with PLN 23.8 billion in 2007 Q2
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duced loan availability to large enterprises'’,

growing costs of labour, energy, materials and
raw materials as well as growing costs of cap-
ital and rising prices of investment goods may
have a negative impact on investment. There is
also persisting uncertainty about the impact of
the slowdown in the word economy on invest-
ment decisions of Polish enterprises.

Growing inflow of EU funds contributes to per-
sistently favourable outlook for investment ac-
tivity in the central and local government sec-
tors. Further improvement should be expected
in housing construction which is supported,
among other things, by the growth in the num-
ber of issued building permits significantly higher
than the number of dwellings under construction
and completed dwellings.

2.1.4 External demand and current ac-
count balance of payments'?

The euro area, which is Poland’s largest export
market, saw an acceleration of economic growth
in 2007 Q3 in comparison with 2007 Q2. It was
mainly due to a higher contribution of net ex-
ports than in the preceding two quarters (Figure
2.8).

The increase in net exports contribution to GDP
growth was accompanied by rising trade in the
euro area (Figure 2.10). A slight increase in the
exports growth was mainly driven by high de-
mand in the external environment of the euro
areaq, in particular in the new EU countries and in
oil exporting countries. The increase of exports
to these countries compensated for the decline
in sales to non-European developed countries (in
particular to the USA and Japan). The increase
in exports growth contributed at the same time
to the increase in the demand of the export sec-
tor in the euro area, which was reflected in the
acceleration of input imports. The continued ap-
preciation of the euro was an important factor,

"Further tightening of the credit policy with respect to
large enterprises is suggested by the findings of the NBP
surveys Senior Loan Officer Opinion Survey on Bank
Lending Practices and Credit Conditions (2008 Q1)

18Export and import data presented in this chapter refer
to values expressed in EUR.

(J Figure 2.7:
Return on capital employed in enterprises.
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Source: GUS data, NBP estimates.

Return on capital employed calculated as operational profit to
total assets minus short-term liabilities: annual data and quar-
terly data (cumulated over last 4 quarters)

Data for enterprises with at least 49 employees.

(J Figure 2.8:
Decomposition of euro area GDP growth.
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Source: Eurostat data.
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Change
(per 2005 2006 2007
cent)
ql q2 q3 g | ql 92 g3 g4 | 1 q2 q3
Export prices / Unit labour costs*
vly 77 168 66 59|07 72 87 95|79 -06 -29
q/q | 55 -1.2 12 04| 114 52 26 04 |-04 -30 02
Import prices / Domestic producer prices*
vly 118 137 32 22|20 35 09 05|21 -28 -39
q/q 1.8 -4 16 15|24 13 09 -18)| 36 -36 -20
REER ULC*™*
vly 20.6 184 133 77 | 26 09 01 30 | 1.7 92 105
q/q 8.0 -0.9 1.7 10| 30 -26 09 18 | 1.7 46 241

Table 2.3: Polish export and import competitiveness measures.
Notes:
* Unit labour cost index is calculated as the ratio of payroll growth to the labour productivity
dynamics, measured as output (volume) in manufacturing per person employed in this sector,
** Domestic PPI in manufacturing.

“* Estimates on the basis of monthly GUS data and ECB data. REER ULC - real effective
exchange rate deflated with unit labour costs in manufacturing. Minus denotes depreciation.
Source: Own calculations based on NBP, GUS, EC, ECB and Eurostat data.

[1 Figure 2.9:

Regional structure of euro area exports.
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Source: Eurostat data.

] Figure 2.10:
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Source: Eurostat data.

m Exports m Imports

which caused the acceleration of imports also in
the group of consumer goods.

According to Eurostat preliminary estimates GDP
growth in the euro area in 2007 Q4 decreased
to 2.3% yl/y. Since the previous Report there
has also been a pronounced downward revision
of economic growth forecasts for this region'®.
The slowdown of growth is signalled by deteri-
orating assessments of economic situation both
from the perspective of enterprises and house-
holds. At the same time, forecasts of growth for
the main trading partners of the euro area have
been revised downwards, which may indicate the
decline in the future exports and imports growth
of the region. A negative impact on exports of
the euro area may be exerted mainly by the de-
cline of demand on the part of the United States
and the United Kingdom, which, apart from the
euro appreciation against the dollar, is prompted
by the dampening of economic activity in those

countries?.

9The consensus published by The Economist in Febru-
ary 2008 assumes that the economic growth in the euro
area in 2008 will amount to 1.8% (against 2.2% forecasted
in October 2007).

2In 2007 Q4 the American GDP grew by 25% yly
(0.2% q/q) and the import demand by 1.4% y/y (0.1% q/q)
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The growth in Polish exports to the euro area
recorded in 2007 Q3 (reaching 12.6% y/y against
9.6% y/y in 2007 Q2) and accompanying accelera-
tion of exports to countries outside the European
Union contributed to averting the falling trend in
the Polish exports growth?! (Figure 2.11). Con-
currently, the decline in the growth of the im-
ports value continued??. However, the rise in
imports was still higher than the rise in exports,
which resulted in higher Polish foreign trade
deficit in 2007 Q3 as compared to the corre-
sponding period of the previous year.

In 2007 Q3 the growing negative balance on the
trade of goods in relation to 2006 Q3 was accom-
panied by the rising income deficit and the nar-
rowing of the positive balance of transfers, with
the simultaneous increase of the surplus in the
trade in services. As a result there has been a
further deepening of the current account deficit
(Figure 2.12), which in 2007 Q3 amounted to 3.7%
of GDP.

against respectively 2.8% y/y (1.2% q/q) and 1.7% yly
(1.1% g/q) in 2007 Q3. At the same time, the consensus pub-
lished by The Economist in February 2008 assumes that the
economic growth in the United States in 2008 will amount to
1.6% (against 2.2% forecasted in October last year). In 2007
Q4 the GDP in the United Kingdom grew by 2.9% y/y (0.6%
q/q) against respectively 3.3% y/y (0.7% q/q) in 2007 Q3.
At the same, the consensus published by The Economistin
February 2008 assumes that the economic growth in the
United Kingdom in 2008 will amount to 1.7% (against 2.1%
forecasted in October last year).

2This was mainly due to higher growth of transaction
prices in exports (reaching 8.3% y/y in 2007 Q3, against
55% yly in 2007 Q2). At the same time the growth of
exports volume continued to decline (to 6.4% y/y against
7.0% yly).

2The decline in the growth of the imports value was due
to the slower growth of its volume (11.6% y/y in 2007 Q3
against 14.6% y/y in 2007 Q2).
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(] Figure 2.11:
Polish external trade (exports, imports: y/y).
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Source: GUS data.

(J Figure 2.12:

Current account balance.
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0] Figure 2.13:

Sector contribution to annual gross value added growth.

8 4 per cent
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Source: NBP calculations on the basis of GUS data, 2007 Q4
— data implied by GUS flash estimates for the year 2007 (NBP

estimates).

B Industry

mm Construction

mm Market services i Non-market services
Agriculture

——Total value added

2006q2
200643
2006q4
2007q1
2007q2
200793
2007q4

Table 2.4: Value added and its components.

2.2  Output

The growth of gross value added in the economy
in 2007 Q3 amounted to 6.2% y/y, thus exceeding
the expectations of the previous Report. Accord-
ing to GUS preliminary estimates for 2007 the
implied growth of gross value added in 2007 Q4
continued at the level of approx. 6.3% y/y (Figure
2.13).

In 2007 Q3 the contribution of major sections of
the economy (industry, construction and market
services) to the total gross value added growth
remained at the 2007 Q2 level. According to the
implied data, 2007 Q4 brought a decline in the
contribution of non-market services to the total
gross value added growth combined with a si-
multaneous increase in the contribution of indus-
try and the absence of changes in construction
and market services.

Change q/q
seasonally adjusted
(per cent)

2006 2007

9l 92 g5 g4 | qd g2 g5 q4

Value added - total
Industry
Construction
Market services

15 23 13 16|21 13 11 17
22 33 19 20|22 07 16 29
33 75 34 54|43 30 18 29
13 20 13 1422 15 15 16

Source: NBP calculations on the basis of GUS data, 2007 Q4 — data implied by GUS flash estimates for the
year 2007 (NBP estimates).

(] Figure 2.14:

Indicators of future economic activity in selected sec-

tions.
70 - — Manufacturing
— Construction
60 1 ___Retail sales
50 Transport and communication

40 -
30 4
20 -
10

0
-10 4
20 4
-30

—— Financial services
——Real estate and corporate services

Source: GUS

ata.

In the NBP’s assessment in 2008 the growth of
value added will be lower than in 2007 although
the outlook for growth remains favourable which
finds support in the GUS economic climate sur-
vey for all sections of the economy. (Figure 2.14).

2.3 Labour market

2.3.1 Employment and unemployment

In 2007 Q4 the number of working persons in
the economy rose faster than in 2007 Q3 albeit
at a slower pace than in 2007 Q2. (Figure 2.15
and Table 2.5). The high growth in the number
of working persons in services and industry was
sustained, while, a continued drop was noted in
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the number of working persons in agriculture.
The largest contribution to the rise in the num-
ber of working persons in the economy is still
made by the service sector.

The high demand for labour has been reflected
in a high growth in average employment in en-
terprises (Figure 2.16) and a further decline in
unemployment (Figure 2.18). The rate of unem-
ployment according to the BAEL (Labour Force
Survey) fell to the lowest level since the survey
started in 1992 (8.5% in 2007 Q4). Persistent in-
crease has been noted in vacancies reported by
employers to labour offices although it has been
lower than in the first half of 200725, At the same
time there has been a constant rise of the per-
centage of employers who are experiencing dif-
ficulties in hiring both skilled employees®, and
workforce in general®.

As a result of the unsatisfied demand for work-
ers, the share of unfilled vacancies reported to
labour offices has been growing®. One of the
reasons for these workforce difficulties is Poland’s
shrinking labour supply resulting, among other
factors, from the withdrawal of people entitled to
early retirement from the labour market and the

emigration of Polish workers to EU countries®’.

Since the beginning of 2006 the growing num-

ZIn 2007 Q4 the number of vacancies rose by 4.6% y/y,
as compared with an average increase of 19.6% y/y in the
first half of 2007

24According to the GUS business tendency survey, in
February 2008 in construction the shortfall of skilled em-
ployees was declared by 56.0% of employers (as compared
to 53.0% a year before), while in manufacturing in 2008 Q1
such problems were reported by 30.7% of employers (as
compared to 25.4% one year earlier).

In 2008 Q1 problems in finding workforce in general
were reported by 13.4% of manufacturing companies as
compared to 9.6% a year before.

In January 2008 as many as 64% of vacancies reported
to labour offices remained unfilled at the end of the month,
compared to 56% a year before.

2 According to GUS estimates, at the end of 2006 the
number of Poles residing temporarily abroad for a period
exceeding two months reached 1950 thousand persons as
compared with 1000 thousand persons at the end of 2004
and 786 thousand in May 2002 when the National Census
was taken. The impact of economic emigration on the Pol-
ish economy is discussed in detail in the box Channels of
impact of emigration on the Polish economy in the April
2007 Report, p. 26-217.

(J Figure 2.15:
Working persons in the economy and the economically
active in the economy (according to BAEL)
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(J Figure 2.16:
Employment in the enterprise sector (thousands)
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Working persons Growth Growth Growth Growth
in 2007q4 in 2007q3 in 2007q4 in 200793 | in 2007q4
q/q sea- q/q sea-
vly vly yly vly sonally sonally
thousands  structure thousands (percent)| thousands (percent)| adjusted adjusted
(percent) (percent)
Total 15,538 100.0 526 3.5 627 4.2 0.5 1.2
Total excluding 13,543 87.2 638 5.0 241 5.7 13 15
private agriculture
Place of residence
urban areas 9,582 61.7 403 A 428 4.7 0.9 1.1
rural areas 5,956 38.3 125 5.0 199 5.7 0.0 1.4
Economic sector
agriculture 2171 14.0 -127 5.2 -108 -4.7 1.4 -0.7
industry 4,858 31.3 286 6.3 363 8.1 2.4 2.2
services 8,508 54.8 370 4.6 376 4.6 11 11
Ownership sector
public 4,299 27.7 -55 1.3 21 -0.5 0.1 -0.1
private 11,239 72.3 581 5.5 647 6.1 0.5 1.5
Employment status
hired employees 12,001 77.2 544 48 621 55 1.2 1.4
employers 2,942 189 58 2.0 31 14 02 01
and self-employed
contributing 505 38 76 102 26 42 24 05
family workers
Type of job contract
fixed-term contract 3,403 28.4 164 5.1 232 7.3 1.7 2.3
permanent contract 8,598 71.6 380 47 389 4.7 1.2 1.6

Table 2.5: Working population according to BAEL in selected sections

BAEL data were seasonally adjusted with TRAMO/SEATS on a sample beginning 1995q1, with an exception of
number of persons working in the public sector, which was adjusted on a sample beginning in 2000q1.

Source: GUS data, NBP calculations.

[1 Figure 2.17:

Annual percentage growth of wages in the economy

and in the corporate sector (nominal and real)

per cent
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Source: GUS data, NBP calculations.

ber of working persons and the decreasing rate
of unemployment had been accompanied by a
fall in the number of the economically active?3.
However, in 2007 Q4 this decrease came to a halt
(0.0% y/y, compared to a fall of 1.0% y/y in 2007

Q3).

In line with the findings of both GUS business
tendency and NBP economic climate surveys?®
the favourable outlook for employment is sus-
tained for 2008 Q1, especially in construction and
services.

%In 2006 the drop in the number of the economically
active resulted partly from methodological changes intro-
duced into the BAEL survey starting from 2006 Q1. See
footnote 21 on page 28 of the April 2007 Report

See: Information Concerning the Condition of the
Corporate Sector and the Economic Climate in 2008 Q1,
NBP.
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2.3.2 Wages and productivity

(] Figure 2.18:

In 2007 Q4 nominal wages in the economy showed Unemployment rate - registered by labour offices and

a continued rapid growth, albeit slower than in
the preceding quarter (8.9% y/y in Q4 as com-
pared with 9.7% y/y in Q3.), while the growth of
nominal wages in the corporate sector did not
decline as compared with the preceding quarter
(10.0% y/y in Q3 and Q4, Figure 2.17)%. Vet, due
to a rise in inflation in 2007 Q4 the growth in
real wages in this quarter was lower than in the
previous one.

In 2007 Q4 wages in the economy were growing
markedly faster than labour productivity31. Due
to accelerating growth in the number of working
persons combined with the GDP growth proba-
bly slowing down, labour productivity growth in
2007 Q4 was lower than in 2007 Q3 (2.1% y/y
against 2.8% y/y). At the same time wage growth
slowed as well (8.9% y/y against 9.7% in 2007
Q3). Consequently, the growth of unit labour
costs in the economy stayed at a level close to
that recorded in the preceding quarter (6.9% y/y
against 6.7% y/y in 2007 Q3)%, still one of the
highest levels since 2000 Q4 (Figure 2.19).

Since May 2007 growth has been noted also in
unit labour costs in industrial enterprises
(Figure2.20)3°. The upsurge in growth of unit
labour costs is conducive to increasing cost pres-
sure in enterprises and may lead to inflation rise.
Continued very good financial results of enter-
prises may be a factor limiting the impact of ris-
ing unit labour costs inflation.

According to the NBP Economic Climate Sur-
vey* the average amount of pay rise planned

In January 2008 nominal wages in the corporate sector
rose by 11.5% y/y.

Labour productivity in the economy: GDP in constant
average annual prices from the previous year per one per-
son working in the economy according to the BAEL data.

2Unit labour costs in the economy: nominal aggregate
wages in the economy (average nominal wage in the econ-
omy multiplied by the number of people working in the
economy according to the BAEL data) in relation to GDP
(in constant average annual prices of the previous year).

%5Unit labour costs in industry: the ratio of the average
gross nominal wage in industry to labour productivity in
industry (labour productivity in industry: the ratio of indus-
trial output in constant prices to the average employment
in the sector)

%See: Information Concerning the Condition of the
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Source: GUS data

Data in the whole sample adjusted for the results of the 2002
National Census

There are two reasons for the differences between the unem-
ployment rate according to BAEL and the registered unem-
ployment rate: (1) Different definition of unemployed person.
Persons registered as unemployed in Labour Offices do not
necessarily comply with the definition of unemployment used
in the BAEL survey (unemployed, actively seeking employment
and able to undertake employment immediately); on the other
hand, not all the BAEL unemployed get registered in Labour
Offices. According to historical data, in the periods of lower
unemployment the registered unemployment rate was higher
than the BAEL unemployment rate which may suggest that
amidst higher demand for labour there is a growing number
of persons failing to meet the criteria of unemployed person
according to BAEL registered by Labour Offices. (2) Differ-
ent definition of population to which the number of the unem-
ployed is referred. While calculating the BAEL unemployment
rate the number of economically active consists of the number
of unemployed together with the number of persons qualified
as employed in the BAEL survey. While calculating the reg-
istered unemployment rate the number of the unemployed is
divided by the GUS estimated number of the employed in a
particular month.

(] Figure 2.19:

Annual percentage growth of unit labour costs (ULC),
labour productivity and nominal wages in the economy
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Source: GUS data, NBP calculations.
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] Figure 2.20:

Annual growth of labour productivity and wages in in-

dustry
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Source: GUS data, NBP calculations.

(] Figure 2.21:

Percentage change in the zloty denominated import

prices.
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(1 Figure 2.22:
Brent crude oil prices in USD and PLN.
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for 2008 Q1 remained at the previous quarter’s
level®®. Moreover, as compared with the previ-
ous survey, the number of enterprises in which
the wage rise will constitute the main driving
force behind price increases has grown, although
it still remains low. The expected wage growth
may also be driven by escalating wage demands
in the public sector.

2.4 Other costs and prices

2.4.1 External prices

2007 Q3 was the second consecutive quarter,
which saw a decline in import prices expressed
in PLN (Figure 2.21). This resulted both from the
further decrease in year-on-year oil prices and a
drop in the prices of most other main groups of
imported goods (i.a. in the major group of im-
ports which includes machinery and transport
equipment). The appreciation of the zloty ex-
change rate observed in 2007 Q3 contributed to
those decreases.

The decline in zloty-denominated oil prices in
2007 Q3 was caused by zloty appreciation against
the US dollar. However, amidst the strong rise in
crude oil prices in the world markets
in 2007 Q4 and at t