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Poland Economics View

No, unemployment rate can’t be negative

Official forecasts and some market projections assume relatively optimistic
growth in the short term followed by unrealistically strong growth in the
following years.

We look at recent cyclical trends and argue that a slowdown in Poland’s
GDP growth is long overdue. In 2016 and perhaps early 2017 we believe
this could be avoided due to a child benefit program, but in the longer term,
the challenges may be more difficult to overcome.

In our view, the 3.5-4.0% medium term growth assumptions are at odds
with the country’s potential and demographic trends. Growth at this pace
would imply a drop in the jobless rate to zero in 2018 (and yes, simulation
for the following years would yield negative a unemployment rate).

Having said this, we expect a mix of weaker GDP growth and significantly
stronger wage pressures (in order to attract new workers to the labour
force). Our forecast assumes also below-3% GDP growth after 2017.
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No, unemployment rate can’t be negative

Official government projections point to almost 4% growth in Poland in
2016-2017 and some acceleration in the following years. Our forecast is
only somewhat lower for 2016 (Citi forecast: 3.4%) but we feel increasingly
anxious that achieving the government’s targets may be more difficult than
widely believed. There is a mix of cyclical as well as structural factors that
explain why it may be risky to count on significantly higher growth in the
near and medium term.

In cyclical terms, the current upswing in Poland is already longer than
in previous similar periods after 2000. If we assume that weaker than
expected growth in 1Q was only a one off, the period of above trend
growth has already lasted three years. This is exceptional as the average
length of the previous three consecutive upswings was two years. By this
metric, it seems a slowdown in Poland is long overdue and therefore the
weakness of 1Q data should not be easily dismissed.

Figure 1. Current economic upswing is significantly longer than Figure 2. Historically, swings in investment were a good predictor for
previous cyclse changes in business cycle and this is not good news for Poland
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As a general rule the peaks and troughs of the economic growth cycle
in Poland tend to be synchronized with swings in fixed investment.
Unlike consumption, the changes in capex are a relatively good predictor
of how the economic cycle is changing (Figure 2). If history is any guide,
the fact that investment had started to lose momentum by 1Q 2015 might
suggest that the recent slowdown in GDP could be a sign the cycle is
indeed turning for the worse. The past periods of investment weakness
usually lasted around two years which suggests a more significant
recovery in gross fixed capital formation could still be a few quarters away.
In other words we are not getting back towards 2014 or early 2015
investment growth rates anytime soon.

Nevertheless, we expect the Polish economy should avoid a major
slowdown, mostly because a large fiscal easing program which may
help to offset some of the drag from weaker investment. The fiscal
easing is in the form of increased transfers to families with children. Its
total cost is estimated this year at PLN 17bn (~0.9% of GDP) out of which
2.2bn has already been paid out in May. Transfers will be disproportionally
directed towards low income households, for whom the disposable income
will rise by 20-30% (Figure 3). Such a boost in consumers’ incomes with a
high propensity to spend, is in our view a harbinger of a sharp acceleration
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in consumption, most likely towards 5% YoY in 2H 2016. Assuming a likely
increase in imports due to higher consumption, the 500+ child benefit
program could add around 0.3-0.4% percentage points to economic growth
in 2016, largely offsetting weakness in fixed investment.

Figure 3. Child benefit program should significantly boost disposable  Figure 4. Strong wage growth momentum supports private
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Figure 5. After a break in the post-GFC period (2009-2013) the link Figure 6. Unemployment rate is already at its all-time low
between unemployment and real wage growth is back again
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The fiscal stimulus is being delivered while the labour market is
already very tight and real wages have strong momentum (Figure 4).
During the post-2008 slowdown, the link between low unemployment and
real wages practically disappeared. However, as Figure 5 shows, we are
again in a world where the low jobless rate is accompanied by high real
wages and if anything, we see more room for the unemployment rate to
fall. Also, the central bank’s survey among firms shows that wage demands
are gradually rising. Two large supermarket chains in Poland increase
wages by almost 10% in March/April this year and publicized new wage
levels in the media in order to attract new workers. While at least one more
large hypermarket chain announced another 7% increase staring from July
- a sign of rising wage pressure in labour intensive sectors The
combination of sharply falling unemployment, rising real wages and higher
social transfers seems a perfect mixture to fuel strong gains in private
consumption in the coming quarters.
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Looking beyond 2016, we doubt Poland could grow by c.4% in the
medium term on a sustainable basis. According to our estimates the
current growth trend is around 0.67% QoQ which brings us to annualized
growth of around 2.7%. This may be treated as first order approximation of
Poland’s potential growth at which the economy can expand on a
sustainable basis without putting upward pressure on inflation. Even if we
assume the above estimate may be overly conservative it is unlikely the
difference could be big enough to justify a growth rate permanently above
3.5% in Poland over the medium term. The government may hope to push
the country’s potential growth higher but this is easier said than done.
Indeed, with weak investment activity, there is little sign capital can grow
fast enough to change the picture. Also, the population ageing and plans to
lower the retirement age suggest changes in labour force are unlikely to
help much and most likely could push the potential growth rate even lower
over the medium term. This means that in coming years, growth potential is
likely to be on a downward trend and should fall significantly below 3%
YoY (if it is not already there).

To put things in a perspective, it helps to analyze what 3.5% growth
could mean for the labour market. Labour productivity growth over last
fifteen years averaged 2.6% but it slowed in the post-GFC (global financial
crisis) period and amounted to 2% over last five years (Figure 7). With
widely assumed 3.5% GDP growth this would imply on average an
increase in the number of the employed people by 1.5% or 240 thousand
annually. In turn, the labour force is expected to shrink in the coming years
by around 0.8% annually, which would imply that around 140 thousand
people would ‘vanish’ from the labour market each year.

Figure 7. In recent years, labour productivity fluctuated c. 2% or less Figure 8. Popular assumptions of 3.5% GDP growth in Poland would
imply an unlikely sharp drop in the unemployment rate
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The figure 8 shows our (admittedly simplistic) simulation of what could
happen to the unemployment rate in a scenario consistent with 3.5% GDP
growth and a 1.5% increase in employment. Assuming a decline in the
labour force as currently predicted, the jobless rate would essentially drop
to zero in 2018 (and yes, simulation for the following years would yield a
negative unemployment rate). Even in a scenario of a stable labour force -
for example as a result of increased labour force participation or
immigration - the jobless rate would reach 2.7% by 2018. The above
simulations show, that some of the usually accepted assumptions may be
unlikely to materialize as they would imply a completely unrealistic labour
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market scenarios. Either GDP growth cannot stay at 3.5% or the labour
supply needs to rise, possibly as a result of higher wages or much more
immigration. We think the adjustment will happen both ways and therefore
we expect growth to be slower, wage demands to be stronger and
immigration to rise. Although we expect growth at 3.4% this year and
possibly a similar level in 2017, our path now assumes only 2.9% growth
thereafter. From investors’ point of view, the above scenario also implies
higher wage demands and gradually rising core inflation. At this stage, with
CPI declining in year-on-year terms, an uptick in inflation would hardly be a
reason to worry and we think the monetary authorities would be happy to
see it materializing. However over time, the MPC would need to consider
how to respond to the changing labour market situation. If nothing changes
in labour market policies (low participation rate, plans to lower retirement
age, lukewarm attitude to immigration) the rate hikes in 2H 2017 seem a
likely scenario, in our view.




Special Report
10/06/2016

Economics Research

Piotr Kalisz, CFA
Chief Economist

+48 (22) 692-9633
piotr.kalisz@citi.com

Cezary Chrapek
Economist
+48 (22) 692-9421

cezary.chrapek@citi.com

Citi Handlowy

Senatorska 16

00-923 Warsaw
Poland

Fax: +48 22-657-76-80

“This document has only been prepared by Bank Handlowy w Warszawie S.A. for information purposes and is not an offer or an inducement to enter into any
transaction involving any financial instruments. This document is not an investment or financial analysis or any other general recommendation concerning
transactions in financial instruments referred to in Article 69(4).6 of the Act of 29 July 2005 on trade in financial instruments. In addition, this material is not a
recommendation within the meaning of the Regulation of the Minister of Finance of 19 October 2005 concerning information considered recommendations on
financial instruments or their issuers. We consider the presented information reliable, however, we assume no responsibility for the accuracy and completeness ot
any information included in this document and in any other documents. It is exclusively you who are to make the final decision whether or not to enter into a
transaction. We act as neither an intermediary nor a representative. Before entering into a transaction, and without reliance on any information provided by our Bank
or its branches or affiliated entities, you should determine the risks and benefits, as well as the characteristics and any legal, tax and accounting consequences, ot
the transaction and make an independent assessment if you are in a position to accept such risks. Any terms and conditions presented in this document are only for
discussion and may change. The binding terms and conditions will be presented in the final version of the agreement and/or transaction confirmation. This document
is not a sale offer within the meaning of Article 66 of the Civil Code and imposes no obligation to enter into any transaction. The Bank and its branches may act as a
representative in similar transactions or transactions concerning any instruments connected with the proposed transaction. The information in this publication which
refers to past listings or performance of investments in a given instrument, financial index or indicator are no guarantee that the listings or performance ot
investments in the same instrument, index or indicator will follow the same or even a comparable trend in the future. Any presented forecasts are based on certain
assumptions, especially as regards future events and market conditions. As such assumptions may not materialize, actual listings and performance concerning
investing in any of the presented instruments, indexes or indicators may considerably deviate from their forecasts. This document and its contents are the property ot
the Bank. Copying and distributing this document, in part or in whole, is only authorized upon the prior written consent of the Bank, except where the disclosure of
this document is mandatory in legal or administrative proceedings. The activities of the Bank are supervised by the Polish Financial Supervision Authority (Komisja
Nadzoru Finansowego). Citi and Citi Handlowy are registered trademarks of Citigroup Inc., used under license. Citigroup Inc. and its subsidiaries have also the rights
to certain other trademarks used in this document.

Bank Handlowy w Warszawie S.A. z siedzibg w Warszawie, ul. Senatorska 16, 00-923 Warszawa, zarejestrowany w rejestrze przedsigbiorcow Krajowego Rejestru
Sgdowego przez Sgd Rejonowy dla m.st. Warszawy w Warszawie, XIl Wydziat Gospodarczy Krajowego Rejestru Sgdowego, pod numerem KRS 0000001538; NIP
526-030-02-91; wysoko$c kapitatu zaktadowego wynosi 522.638.400 ztotych; kapitat zostat w petni optacony.




