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Election-induced fiscal stimulus
Will hefty fiscal stimulus, worth around 1% of GDP this year and twice as much next
year, be as easily financed as first round of 500+ introduced two years ago? In
order to do so, Poland would need to cut VAT gap to 0.1% of GDP, and even such
improvement in tax collection may not be enough to cover all expenses. Expected
economic slowdown is likely to put additional pressure on the budget.
Katarzyna Rzentarzewska
katarzyna.rzentarzewska
@erstegroup.com

The election year opened up the pockets of the government. The
governing Law and Justice party just promised social benefits worth at
least 0.8% of GDP this year (the cost of 500+ and the 13th pension
alone). In 2020, the total cost of all fiscal promises is estimated at around
2% of GDP. This will also include the lowering of some taxes.
Lowering taxes is definitely not going to help to finance the increase in
spending. According to the prime minister, the central budget deficit cap
at PLN 28.5 is not planned to be amended this year. The government
seems to rely on further improvement of tax collection, but how much is
really left in this pot? The Ministry of Finance has been extremely
successful in improving tax collection. Strong economic momentum and a
systemic solution aiming at limiting tax evasion resulted in double-digit
growth of tax revenues, in particular VAT revenues, over the last
two years.
Substantial reduction in VAT gap
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According to Polish think tank CASE, the VAT gap dropped from
14.7% in 2017 to 7.2% in 2018 of total tax liabilities (or 1.9% and
0.7% of GDP, respectively). The estimates of the European
Commission in previous years suggest that the VAT gap was above 20%.
With the VAT gap at 7.2%, Poland surpassed Germany. If the VAT gap
drops further, it could become the lowest in the EU at some point. Having
it at 0.1% of GDP, however, means at most an additional PLN 11-12bn.
We consider such scenario as ambitious and optimistic. At the same
time, the cost of extending the 500+ program and the 13th month pension
is estimated at around PLN 16bn this year alone and another PLN 29bn
in 2020. Other promises such as lower tax income only add to the bill.
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Reducing VAT gap to 0.1% of GDP is worth PLN 12bn

Source: CSO, Erste Group Research

Obviously, part of the stimulus will return to the budget in the form of
increased VAT intake. This year, there is indeed some fiscal space to
increase spending at the cost of a higher deficit, as last year’s budget
deficit was at a bare -0.5% of GDP. In structural terms, the situation does
not look that rosy, as the structural deficit is above MTO at -2% of GDP.
In the following year, financing social benefits may become cumbersome
task. Being successful in closing the VAT gap this year makes the
improved tax collection story hard to sell next year. With a
weakening global outlook, growth prospects may remain soft in 2020 as
well. How likely will hitting the 3% of GDP limit become then? We also
cannot exclude further increase in government expenditures as there are
other social groups (teachers, health and social care workers) that may
ask for wage increases. Is this the whole fiscal loosening, then? The
European elections will happen ahead of the national elections. Will Law
and Justice be tempted to increase public spending further in the case of
a loss in the European elections in May?
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The fiscal stimulus moved the risks to our current GDP forecast at
3.8% to the upside. We expect that supporting private consumption will
mostly outweigh the negative effects of the slowing external environment.
Next year, we see growth even lower, depending on the extent of the
global slowdown.
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We also believe that there are other areas where the expenditures
could be used to achieve long-term benefits. For example, the
European Commission points to gaps in access to and provision of early
childhood education, healthcare system struggles due to low or
misallocated resources (Poland has the EU’s lowest number of
practitioners and nurses relative to the population) and challenges ahead
of the energy sector (greenhouse gas intensity remains among the
highest in the EU). Improving access to childcare could have a positive
impact on women’s employment; in particular, the gender employment
gap is above the EU average. The healthcare system will need
investment, as costs related to ageing will increase and burden the
budget. On top of that, high air pollution also has negative health related
effects.
In response to the fiscal stimulus, the long end of the yield curve
went up sharply, pricing in higher growth and inflation expectations.
Financing such a stimulus also means a higher bond supply, which is
negative for the bond market and may be the source of upward pressure
on yields. Although this year’s budget is claimed not to be amended,
higher public spending is likely to be financed through a higher deficit
then would be otherwise.
As an election year is usually filled with fiscal promises that may bring
volatility to the market, we see risks for our yield forecast to the upside
currently. The risk premium as evidenced by the spread vs. Bunds may
rise in case next year’s deficit goes dangerously close to the nominal 3%
Maastricht limit of GDP or fiscal stimulus is increased. On the other hand,
our expectations for monetary policy to remain stable could put a cap on
the expected increase in 10Y yields at around 3%. A dovish ECB stance
favoring a lower level of yields in the Eurozone should also prevent longterm interest rates from rising in Poland.
10Y yield and spread vs. Bunds development in Poland
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Disclaimer
This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with consolidated
subsidiaries "Erste Group") independently and objectively as other information pursuant to the Circular of the Austrian Financial
Market Authority regarding information including marketing communication pursuant to the Austrian Securities Supervision Act.
This publication serves interested investors as additional source of information and provides general information, information
about product features or macroeconomic information without emphasizing product selling marketing statements. This
publication does not constitute marketing communication pursuant to Art. 36 (2) Austrian Securities Supervision Act as no direct
buying incentives were included in this publication, which is of information character. This publication does not constitute
investment research pursuant to § 36 (1) Austrian Securities Supervision Act. It has not been prepared in accordance with legal
requirements designed to promote the independence of investment research and it is not subject to the prohibition on dealing
ahead of the dissemination of investment research. The information only serves as non-binding and additional information and
is based on the level of knowledge of the person in charge of drawing up the information on the respective date of its
preparation. The content of the publication can be changed at any time without notice. This publication does not constitute or
form part of, and should not be construed as, an offer, recommendation or invitation to subscribe for or purchase any securities,
and neither this publication nor anything contained herein shall form the basis of or be relied on in connection with or act as an
inducement to enter into any contract or inclusion of a security or financial product in a trading strategy. Information provided in
this publication are based on publicly available sources which Erste Group considers as reliable, however, without verifying any
such information by independent third persons. While all reasonable care has been taken to ensure that the facts stated herein
are accurate and that the forecasts, opinions and expectations contained herein are fair and reasonable, Erste Group (including
its representatives and employees) neither expressly nor tacitly makes any guarantee as to or assumes any liability for the upto-dateness, completeness and correctness of the content of this publication. Erste Group may provide hyperlinks to websites
of entities mentioned in this document, however the inclusion of a link does not imply that Erste Group endorses, recommends
or approves any material on the linked page or accessible from it. Neither a company of Erste Group nor any of its respective
managing directors, supervisory board members, executive board members, directors, officers of other employees shall be in
any way liable for any costs, losses or damages (including subsequent damages, indirect damages and loss of profit)
howsoever arising from the use of or reliance on this publication. Any opinion, estimate or projection expressed in this
publication reflects the current judgment of the author(s) on the date of publication of this document and do not necessarily
reflect the opinions of Erste Group. They are subject to change without prior notice. Erste Group has no obligation to update,
modify or amend this publication or to otherwise notify a reader thereof in the event that any matter stated herein, or any
opinion, projection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate. The past performance
of securities or financial instruments is not indicative for future results. No assurance can be given that any financial instrument
or issuer described herein would yield favorable investment results or that particular price levels may be reached. Forecasts in
this publication are based on assumptions which are supported by objective data. However, the used forecasts are not
indicative for future performance of securities or financial instrument. Erste Group, its affiliates, principals or employees may
have a long or short position or may transact in the financial instrument(s) referred to herein or may trade in such financial
instruments with other customers on a principal basis. Erste Group may act as a market maker in the financial instruments or
companies discussed herein and may also perform or seek to perform investment services for those companies. Erste Group
may act upon or use the information or conclusion contained in this publication before it is distributed to other persons. This
publication is subject to the copyright of Erste Group and may not be copied, distributed or partially or in total provided or
transmitted to unauthorized recipients. By accepting this publication, a recipient hereof agrees to be bound by the foregoing
limitations.
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